
Exhibit#: a 8.*H3cl/mad QL \N.bI+ 15I¥ H Mu,

Docket #(s): W8-0907414~ 080967

_ --=~~'1 vqU§3»~
~~* 8.4 8

Transcript Exhibit(s)

=\ d 9-uav nxaz

I

a

Arizona Corporation Commission

D O C K E T E D

APR - 6 2010

0 0 0 0 1  0 9 8 3 0
lllll

1

8\ DOCKErEDBV

t`\'§ ii 1F. .
crg\\' *¢1 "a

J
\ »= an

V

....,.., .,,...

4



Arizona Court Reporters Assndauon

Marta T. Hetzer

Administrator/Owner

ACRA

Date :

To:

Re:

Rio Rico Properties (I Exhibits)

Arizona Reporting Service, Inc.

Rio Rico Utilities / Rates
WS-02676A-09-0257
Volumes I through V, Concluded
March 10 through 30, 2010

April 6, 2010

Docket Control

STATUS OF ORIGINAL EXHIBITS

1-1,1-3,1-4,1-5

Court Reporting Hz Videoconferencing Center

FILED WITH DOCKET CONTROL

e-mail: azrs@az-reporting.com
www.az-reporting.com

Sm°te 502
2200 North Central  Avenue

Phoenix,  AZ 85004-1481
M A I N  (602 )  274 -9944

FAX (602)  277-4264

>-
'D:Ra

N
. 9m

M E  M B E  R'
Guan1ill50llhelewlll

o

I
o - 3:

*H-um-

3:

4""'°v

*=~
F"

*s

U
Rio Rico Utilities (A Exhibits)

Za. 's

Hz: M
. .- gr" .

< ` J  9 2
3 4  : I -
Vt? .':"=

- - -¢  4"
'L *s

a"l8» < "̀' :
- .  - . rv.

""r»  - M
-1:-... °*..
- - . * L

.-* (J)
O  U )

r- O
-4;

m
O

o f

A-1 through A-28

Residential Utility Consumer Office (R Exhibits)

R-1 through R-5, R-7 through R-15, R-17, R-18, R-19



Staff (S Exhibits)

S-1 through S-14

EXHIBITS NOT OFFERED BYDESIGN OR OVERSIGHT

Residential Utility Consumer Office (R Exhibits)

R-6
R-16 Returned to RUCO

EXHIBITS NOT UTILIZED

Rio Rico Properties (I Exhibits)

1-2

Copy to:
Ms. Jane L. Rodder, Administrative Law Judge
Mr. Jay Shapiro - Rio Rico Utilities
Mr. Daniel Pozefsky - RUCO
Mr. Tim Sato - Rico Rico Properties
Ms. Robin Mitchell - Staff



* EXHIBIT 1-1

RIO RICO UTILITIES INC.
DOCKET no. WS-02676A-09-0257

RESPONSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name : Liberty Water

Address: 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2.3

Q. At page 11 lines 19-20 of his Direct Testimony, Mr. Sorensen states "many of the
assets utilized within this system are older assets, which need refurbishment or
replacement."

Does Rio Rico currently have plans for this "refurbislnnent or replacement"
of assets? I f yes  p lease  pro vide  a  schedule  sho wing Rio  Rico 's
"refurbishment or replacement" plan including dates when work is expected
to be done and estimated costs.

Please explain how this "refurbishment or replacement" was factored into
the calculation of the proposed water and waste water Hook Up Fees.

c. Is this "refurbishment or replacement" necessary with or without further
development in Rio Rico's service territory. Please provide documentation
to back up your response.

RESPONSE:

The Company has plans, but not with specific dates, for several more
significant undertakings, such as the refurbishment of the Water Plant 58
storage and booster station system at an estimated cost of over $l,000,000.
More generally, the Company's assets, like many utility systems in the
state, contain significant amounts of aging plant. This does not mean such
plant must be replaced tomorrow, in fact, it is impossible to know when the

2249527/80191.006

b.

a.

a.
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North Sewer Basin:

1. Collection System Rehabilitation 2013 $85,000
2. Convert General Permit to Individual Permit.ViIlas 12 ponds 2014 $55,000

South Sewer Basin:

3. Collection system rehabilitation 2011 $325,000

Sub Total $465,000

1. Water plant 58 rehab to include dual zone VFD booster station and
250k storage tank 2010 $200,000
2. Water plant 58 rehab to include dual zone VFD booster station and
250k storage tank

2011 $800,000

a. Water Plant 7 rehab to include new VFD booster station, 250k storage
tank, 12" feed and misc appurtenances

2013
2014

$150,000
$1 ,000,000

4. Water Plant 38 rehab to include single zone VFD booster station. 2014 $550,000
Sub Total $2,100,000

5 Year Total $3,165,000

The following is a schedule of expected refurbishments and replacements:

components of an entire water and wastewater system will finally reach the
age where they can no longer be used to provide service. As a result, the
Company must consistently invest in replacement and refurbishment of its
utility plant and system. In this light, Mr. Sorensen's testimony simply
reflects the general notion that much of the Company's system will have to
be refurbished and replaced in the foreseeable future. And since the costs
of replacing infrastructure will be substantial and the Company cannot
s imp ly w a it  u n t i l  t he  b i l l  c o me s  t o  d e t e r mine  ho w  ma jo r  p la n t
improvements will be funded, it  is proposing a hook up fee in order to
utilize one of the many sources of funding available.

*

b. The refurbishment and replacement was not factored into the calculation of
the proposed water and wastewater hook up fee. Hook up fee funds are for
new capacity required to provide service. The Company recognized that it
must invest capital into the utility, but in divs case, the capital may be
needed more for replacement/refurbishment, while new capacity should be
funded, at least in part, by developers who are creating the need for
additional capacity.

2249527/80191.006 5



In the Company's view, yes, and there are no documents to back up the
Company's response.

2249527/80191.006

c.

6



-11-1 I I

. g

RIO RICO UTILITIES INC.
DOCKET NO. WS-02676A-09-0257

RESPONSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title : Director of Operations

Company Name: Liberty Water

Address : 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2. 11

Use of reclaimed water.

(A) What rights, if any, does RRUI have to the reclaimed water generated by its
wastewater flows?

(B) RRUI's schedule C-I shows no revenue from reclaimed water sales. Does
RRUI or any of its affiliates generate any revenue from reclaimed water
sales? If yes, please specify.

(C) Did RRUI evaluate possible reclaimed water sales as a potential source of
revenue to fund any needed off-site construction? If yes, please provide a
copy of the analysis. If no, please explain why not.

RESPONSE: RRUI's wastewater t reatment  is primarily provided in the Nogales
International Wastewater Treatment Plant. The Wastewaters of RRUI, the City of
Nogales, and Nogales, Mexico are commingled in the facility which is owned by the City
of Nogales and the International Boundary and Water Commission (IBC). The effluent
produced from the facility is the property of the IBC. Wastewater treated in the North
Basin evaporative ponds "evaporates" and creates no marketable effluent. As such, there
is no revenue from effluent sales in RRUI's rate application. The Company did not
evaluate the possible reclaimed water sales as a potential revenue source to fund off-site
construction, as there is no effluent available to it to sell.

2249527/80191.006 14



RIO RICO UTILITIES INC.
DOCKET NO. WS-02676A-09-0257

RESPONSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name: Liberty Water

Address: 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2. 12

Q. Does RRUI believe that the requested water and wastewater hook-up fees are
justified, in whole or in part, by RRUI's inability to raise capital? If yes, please
specify all efforts to raise capital in the last 24 months and the results thereof. If
no, please explain any other justification for the hook-up fees.

RESPONSE: No. The Company believes that the HUF is justified for the reasons noted
above and in the Company's testimony.

2249527/80191,006 15
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RIO RICO UTILITIES INC.
DOCKET NO. WS-02676A-09-0257

RESPCNSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name: Liberty Water

Address: 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2. 16

Q- Section IV.B of RRUI's proposed water hook-up fee tariff states that RRUI "shall
not record" hook-up fees as CIAC until "such amounts have been expended for
plant"

(A) Is RRUI aware of any other Arizona utility with the authorization to "not
record" CIAC in this manner?

(B)

RESPONSE:

Please explain why RRUI believes this accounting treatment is proper.

(A) RRUI does not know how unaffiliated utilities approach this recordation
requirement.

(B) RRUI believes that this method is appropriate, as the assets needed to
connect a new customer will not be added to rate base until they are
deemed used and useful. The CIAC needs to offset these additions, but
cannot offset them until the amounts have been spent. To treat the hook up
fee as CIAC from the moment it is received, and offset it against the
preexisting plant, puts the utility right back in the position where it has to
advance the funds to build the infrastructure, which may not be used for ten
years (depending on builders' schedule) without any method for earning a
return on the investment. The Company does not believe it should be
taking "build out risk" and not "used and useful" investment risk, and

2249527/80191.006 19



certainly the Commission has not considered such risk in its cost of capital
determinations in the past 10-15 years, if not longer. Essentially, if the
Company receives hook up fee money from a developer and that
development will take ten years to build-out, die Company can either
collect die funds, build the full capacity now, and face a used and useful
argument to reduce its rate base, or collect the funds and delay building the
capacity until needed, but in the interim will have a reduction in rate base
for funds received but not expended. Alternatively, in the event that the
Company assumes such risks, then the Company should be able to require
the developer to pay for the entire cost of such plant up front as advances in
aid of construction.

2249527/80191.006 20



RIO RICO UTILITIES INC.
DOCKET NO. WS-02676A-09-0257

RESPONSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name: Liberty Water

Address: 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2. 17

Q. Please confirm that the proposed water hook-up fee, if approved, would be the
only assessment of any type (including main extension agreement payments) dirt
would be required for off-site water facilities, including any water production or
treatment capacity. If this statement is not correct, please explain.

RESPONSE: The Company cannot confirm the statement. Additional financing may be
required pursuant to the Commission's main extension rules for water and sewer utilities.
See R14-2-406 and R14-2-606.

2249527/80191.006 21



RIO RICO UTILITIES INC.
DOCKET NO. WS-02676A--9-0257

RESPONSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name: Liberty Water

Address: 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2. 18

Q. Please confirm that the proposed wastewater hook-up fee, if approved, would be
the only assessment of any type (including main extension agreement payments) that
would be required for off-site wastewater facilities, including any treatment capacity. If
this statement is not correct, please explain.

RESPONSE: This is incorrect. Please see the Company's response to data request 2.17.

9

2249527/80191.006 22



RIO RICO UTILITIES INC.
DOCKET NO. WS-02676A-09-0257

RESPONSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name: Liberty Water

Address: 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2.22

Q. Please confine that the proposed water and wastewater hook-up fees will not
apply to any subdivisions with executed main extension agreements. If this statement is
not correct, please explain.

RESPONSE: RRUI confirms that this is what the Company intends, but the ultimate
disposition of the hook up fee tariff is for the Commission to decide.

2249527/80191.006 26



RIO RICO UTILITIES INC.
DOCKET NO. WS-02676A-09-0257

RESPONSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name: Liberty Water

Address: 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2.23

Q. Please confirm that the proposed water and wastewater hook-up fees will not
apply to any subdivisions where RRUI is presently providing service to one or more lots.
If this statement is not correct, please explain.

RESPONSE: RRUI cannot confirm this statement. If service is being provided to a
subdivision pursuant to an existing LXA (at the time the hook up fee tariff becomes
effective), the Company does not intend to apply die hook up fees. However, if single
lots not pursuant to a LXA hook onto the system after the effective date of the hook up
fee tariff, they would have to pay the hook up fees. Of course, the ultimate disposition of
the hook up fee tariff is for the Commission to decide.

2249527/80191.006 27
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RIO RICO UTILITIES INC.
DOCKET no. WS-02676A-09-0257

RESPONSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name: Liberty Water

Address: 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2.24

Q. Please confirm that the proposed water and wastewater hook-up fees will not
apply to any subdivisions where RRUI has accepted the on-site facilities regardless of
whether RRUI is providing service to the subdivision. If this statement is not correct,
please explain.

RESPONSE: This is correct, assuming those on-site facilities were accepted as part of a
LXA executed prior to the effective date of the hook up fee tariff Please see the
Company's response to data request 2.23. Again, ultimate disposition of the hook up fee
tariff is subject to Commission approval.

2249527/8019].006 28
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RIO RICO UTILITIES INC.
DOCKET NO. WS-02676A--9-0257

RESPONSE TO RIO RICO PROPERTIES, INC.'S
SECOND SET OF DATA REQUESTS

November 10, 2009

Response provided by: Greg Sorensen

Title: Director of Operations

Company Name: Liberty Water

Address: 12725 W Indian School Rd D-101
Avondale, AZ 85392

Company Response Number: 2.25

Q. Please confirm that the proposed water and wastewater hook-up fees will not
apply to any subdivisions with will serve letters from RRUI.

RESPONSE: The Company cannot confirm this statement because will serve letters are
not unqualified offers to provide services.

2249527/80191.006 29
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I. INTRODUCTION.

Please state your name and business address.

My name is Matthew Rowell. My business address is 9808 South 45'*' Place, Phoenix,

Arizona.

By whom are you employed and what are your duties ad responsibilities?

I am a member of Desert Mountain Analytical Services ("DMAS") a consulting firm

specializing in utility regulatory matters. In that capacity have provided testimony

regarding various utility regulatory issues before the Arizona Corporation Commission

("Commission").

I

Please state your background and qualifications in the field of utility regulation.

A statement of my qualifications is attached as Exhibit l to this testimony.

What is the purpose of your testimony?

I am providing testimony on behalf of Avatar Holdings and Rio Rico Properties

("Avatar"). Avatar owns substantial real estate that is in various stages of development

within Rio Rico Utilities Inc's ("Company") certificated area. My testimony is limited to

addressing Avatai-'s issues with the Company's proposed hook up fee ("HUF") tariff

Q- What differences are there behveen the Company's proposed water and wastewater

hook-up tariffs?

1
2
3 Q.
4 A.

5
6
7 Q.
8 A.

9
10
11
12
13 Q-

14 A.

15
16 Q-

17 A.

18
19

20
21

22
23
24 A.

25
26

27

According to the Company, other than the amounts, there are no material differences

between these ta1'iffs.1 Accordingly, my testimony addresses both tariffs jointly.

1 Company Response to Avatar Data Request 2. 15.
1

I

I

i

!

I

i

I
1

:
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1 II. OVERVIEW AND PURPOSE OF HUFS.

2

Please provide some background on the purpose of HUFs.

For ratemadcing purposes, funds received through HUFs are treated as contributions in aid

of  construction ("CIAC".) Like al l  contributions, HUFs are intended to fund the

utility's investment in plant, not the utility's operating expenses. Funds used for the

extension of mains to a particular developing area are typically provided through a main

extension agreement and are treated (per A.A.C. R14-2-406) as advances in aid of

construction ("AIAC.") This plant needed to extend service to a particular developing

area is referred to as "on-site" plant. In contrast, "off-site" plant is plant needed to

increase the capacity of the system as a whole (such as new wells for a water company or

new or expanded wastewater treatment plants for a wastewater company.) Contributions

are intended to fund a portion of this offsite plant. That is, typically, CIAC is used to

fund off-site plant and AIAC is used for on-site plant.

Does the Arizona Administrative Code contain any rules regarding HUFs?

3 Q-

4 A.

5

6

7

8

9

10

11

12

13

14

15

16 Q.

17 A.

18

19

20

21

22

23

24

25

26

27

No. A.A.C. R14-2-406 provides explicit directions on how main extension agreements

shall be conducted. On the subject of HUFs, however, the rules are silent. Additionally,

HUFs are not subject to negotiation as main extension agreements are. The Commission

has accepted I-IUFs in some instances and they are recognized as an appropriate means to

raise some of the funds necessary for a needed expansion in capacity. However, since

HUFs are covered only in a utility's tariff; the language contained in a company's HUF

tariff is extremely important. Ambiguous language in the tariff could be detrimental to

the utility, its customers and/or developers operating in the utility's service territory.

2
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What is the regulatory justification for HUFs?

Until 10-15 years ago, the Commission rarely approved HUFsF More recently, the

Commission has accepted HUFs in some instances. Typically, the Commission's support

is based on the concept of "growth paying for growth." Or as the Company states,

"[h]ook-up fee funds are for new capacity required to provide service."3 Thus, HUFs

may be appropriate where growth is causing the utility to make capital investments for

off-site capacity. Conversely, in situations where the utility has existing capacity, or

existing obligations to provide capacity, a HUF is not justified.

Excessive reliance on I-lUFs or other sources of developer capital can result in tinanciaul

weakness for the uti1ity.4 However, HUFs do provide some advantages. By providing a

set amount, they prevent possible disagreements over developer responsibilities for 08-

site infrastructure. In order to realize this advantage, however, the HUF tarif f  must be

clear and potential ambiguities or sources of dispute eliminated.

III. THE C0]\IPANY'S PROPOSED HUT TARIFFS.

What is Staff's position concerning the Company's requested HUFf tariffs?

According to Staff witness Gerald W. Becker, Staff recommends disapproval because the

"Company refused to provide support" for the HUF tariff in response to Staff data

requests.5

i
i

1 Q.

2 A.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 Q.

19 A.

20

21

22

23

24

2 Interim Report of the Arizona Corporation Commission's Water Task Force, dated October 28,
1999) at p. 16 (Docket No. W-00000C-98-0153).

a CompanyResponse to Avatar Data Request 2.3.b.
4 See e.g. Decision No. 71414 (December 8, 2009) at 8-10 (describing problems associated with

27 excessive use of HUFs).
5 Direct Testimony of Gerald W. Becker (Rate De3sign) filed January 6, 2010 at 3,6.

25

26



1 1

Q- What is your response to Staffs testimony?

I agree with Staff that the Company's proposed HUF tariff should be denied udess the

Company provides support for its proposal.

Q- Did Staff make other relevant findings?

Yes, Staff engineer Jiao W. Liu reports that the Company has adequate capacity to "serve

the existing customer base and reasonable growth."6

call into doubt the need for the HUF tariff because the purpose of I-IUFs is to pay for

additional off-site capacity. Any issues concerning the Company's capacity needs should

be resolved before a HUF is approved.

If this finding is correct, it would

Q. Does Avatar have concerns beyond those expressed by Staff?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

A.

18

19

20

21

22

23

24

Yes. The original tarif fs f i led with the Company's rate case contained ambiguous

language that was a concern. At several points, those proposed tariffs reference

additional payments that may be required f rom the app1icant.7 These ambiguous

references to potential additional payments create an enviromnent of uncertainty that

makes planning for development unnecessarily difficult. I understand that the Company

will be filing revised tariffs similar to those filed by its affiliate Litchfield Park Service

Company (LPSCO) on December 31, 2009 in Docket Nos. sw-01428A-u9-0103. The

LPSCO HUF fee tariffs appear to eliminate these references to additional payments. If

the Company liles similar tariffs, it would be an improvement, but Avatar believes that

additional clarity on the issue of potential additional payments is necessary. Further it

appears that the scope of the proposed tariffs is overly broad. In their current form the

proposed tariffs appear to require HUFs in instances when additional offsite facilities are

25

26

27

a Direct Testimony of Jiao W. Liu, December 15, 2009, at 4:7-8 and 5:14-15.
7 The Company's proposed water division HUF tariff defines "applicant" as "any party entering

into an agreement with Company for the installation of water facilities to serve new service
connections, and may include Developers and/or Builders of new residential subdivisions and/or
commercial and industrial properties."

A.

A.

4



not necessary. Should the Company continue to pursue the filed HUF tariffs and not

submit revised tariffs that are similar to the revised LPSCO tariffs, I will provide

additional comments and concerns in my surrebuttal testimony on the ambiguous and

overbroad of the currently proposed HUF tariffs.

You stated above that additional clarity on the issue of potential additional

payments is necessary. Please explain.

The HUF tariffs filed by LPSCO eliminate the explicit references to potential additional

payments but they do not explicitly state that there will be no additional contributions

required by the applicant. In order to provide certainty and clarity on this issue, Avatar

believes the tariffs should contain a specific statement that the amount due under the

HUF tariffs (and any applicable charges for on-site facilities under Line or Main

Extension Agreements) is the total amount due from the applicant and that no additional

charges will be assessed.

I have also seen proposed main extension agreements from LPSCO (these were provided

in the pending LPSCO rate case as exhibits to intervenor testimony) that appeared to

include a "capacity" charge in addition to the HUFs. Given the purpose of HUFs, that

suggests a potential double recovery depending on how such provisions are interpreted.

The potential for such "capacity" charges to appear in main extension agreements is an

additional reason why the HUF tariff should clearly indicate that the amount due under

the HUF tariffs (and any applicable charges for on-site facilities under Line or Main

Extension Agreements) is the total amount due from the applicant and that no additional

charges will be assessed.

1

2

3

4

5

6 Q,

7

8 A.

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26 Q-

2'7 A.

Did Company provide additional information on the potential additional payments?

Yes, in response to Avatar Data Requests 2.17 and 2.18, Company refusedto give any

1.

5



assurance additional payments would not be required. Company indicated that

"[a]dditional financing may be required pursuant to the Commission's main extension

rules" even for off-site facilities. This language appears to indicate that Company

believes it can charge additional amounts for off-site facilities over and above any HUFs.

Such a practice would be inconsistent with the Commission's historical practice

concerning I-IUFs. If other developer funds are required for off-site investments, why

have a HUF? In addition, this possibility eliminates the clarity and ease of administration

that are some of the major benefits of HUFs. If the Commission approves a HUF, the

Commission should expressly state that the HUFs are the sole source of developer or

landowner funding for off-site inNastructure.

Q- You also stated above that the scope of the above tariffs may be overly broad.

Please explain.

1
I

1

I

As written the proposed tariffs would potentially apply in subdivisions where there is

already a Main Extension Agleement in place, subdivisions where Company is already

providing service and subdivisions where Company has accepted on-sites.
I
|

Why is that a problem?

In each of the above instances capacity to serve the relevant subdivision should already

be 'mplace and thus there should be no need for additional payments to fund capacity

expansion.

I

I
I

Q- What does Avatar propose regarding this issue?

l

2

3

4

5

6

7

8

9

10

ll

12

13

14 A.

15

16

17

18 Q.

19 A.

20

21

22

23

24

25

26

27

A. Specific language should be added to the proposed tariffs that clearly indicates that the

HUFf will not apply to subdivisions that satisfy any of the following conditions at the

timetheHUF tariffs are approved by the Commission:

a Main Extension Agreement is in place for the subdivision,

6

I

I
I
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Company is already providing service in the subdivision,

Company had aoceplted on-sites in the subdivision.

Does the Company agree with Avatar that the HUFf should not apply in

subdivisions where an MXA is already in place?

Yes. Inresponse to Avata Data Request 2.22, Company indicates that it does not intend

for the hook-up to apply to subdivisions for which there is already a main extension

agreement in place. Thus, adding specific language to that effect to the tariffs should not

be controversial.

Q- Does the Company agree with Avatar that the HUFf should not apply in

subdivisions where Company is already providing service?

In response to Avatar Data Request 2.23, the Company indicated that within such a

subdivision lots covered by a Main Extension Agreement would not be subject to the

HUts but lots not covered by a Main Extension Agreement will be subject to the HUFs.

Avatar disagrees with the Company on this point and believes the HUFs shouldnotapply

to any lot within a subdivision where service is already being provided.

Does the Company agree with Avatar that the I - IUIFs should not apply in

subdivisions where Company has accepted on-sites?

A. The Company's response to Avatar Data Request 2.24 indicates that the Company agrees

that I-IUFs should not apply in subdivisions where the Company has accepted on-sites

subject to a Main Extension Agreement but they should apply absent a Main Extension

Agreement.

1

2

3

4 Q.

5

6 A.

7

8

9

10

11

12

13 A.

14

15

16

17

18

19 Q.

20

21

22

23

24

25

26

27
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Do you have any other comments on HUFs?

Yes. Assuming the Staff recommendation is not accepted, the HUF should have a

provision that expressly provides for an offset against the HUF for any developer-

provided off-site facilities, including water production capacity or wastewater treatment

capacity. For example, if a developer Tums over a well to the Company, the value of that

well should reduce the amount of I-lUFs the developer needs to pay.

Please summarize your recommendations.

1 Q.

2 A.

3
4
5

6
7

8 Q.

9 A.

10
l l
12

13
14

15

16
17

18
19

20
21

22
23
24

25

26

27

A HUF should not be approved until the Company provides adequate documentation to

Staff supporting the need for a HUF. If a HUF is approved, it should provide that HUFs

are the sole source of developer or landowner funding for off-site infrastructure. In

addition, if a HUF is approved, it should not apply where (at the mc the HUF is

approved): (1) a main extension agreement has beenexecuted for the subdivision; (2) the

Company has started providing service to the subdivision; or (3) the Company has

accepted on-site facilities within the subdivision. There should also be a provision that

allows an offset where a developer provides offsite facilities, including production or

treatment capacity, to the Company.

8
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Exhibit 1

Oualificalions of Matthew Rowels

Professional History

Desert Mountain Analytical Services, PLLC 2007 - Present
Member
Prepare testimony and analysis for utilities regarding regulatory issues. Most recently I prepared and
sponsored testimony onbehalf of Global Water regarding their mtNti-system rate case, Docket No. W-
20446A-09-0080 and their Notice of Intent to Restructure, Docket No. W-20446A-08-0247, Also,
provided testimony of behalf ofRUCO in the ongoingLPSCO rate case, Docket No. SW-01428A-09-
0103 et. al.

Arizona Corporation Commission 1996 to 2007

Chief Economist (July 2001 to February 2007)
Was responsible for supervisinga staff of nine professionals who analyzed and produced testimony or
staff reports on a wide variety of energy and telecommunications issues. Recent cases for which I
provided testimony myself include:

APS Rate Case E-01345A-05-08]6: Provided testimony on staffs position on APS' proposed.
Environmental Improvement Charge. I also acted as the overall case manager and was responsible for
coordinating all of staffs testimony.

APS Application to acquire a power plant in the Yuma area E-01345A-06-0464: Provided testimony
in support of APS' application. Interveners in this case raised a variety of complex issues that needed
to be addressed.

SouthernCalifornia Edison's application to build a high voltage power line linking Arizona to
Southern California L-00000A-06-0295-00130: Provided testimony detailing the potential economic
effectsof SCE's proposed power line.

Accipiter's complaint against Cox Communications regarding the Vistancia development T-03471A-
05-0064: Provided written testimony regarding Accipiter's allegations concerning Cox's dealings with
thedevelopers of Vistancia.

Significant past responsibilities included managing staffs case (including negotiating a settlement
agreement) 'm APS' 2003 rate case, negotiating the settlement between staff and Qwest regarding three
enforcement dockets, supervisingMe "independent monitor" of APS' and Tucson Electric Power's
(TOP) wholesale power procurement, providing testimony on Qwest's noncompliance with the
Commission's wholesale rate order, managing start's case regarding Qwest's alleged noncompliance
with the Federal Telecommunications Act, and acting as staffs lead witness in the Commission's
reevaluation of the electric competition rules which resulted in the suspension of APS' and TEP's
obligation to divest their generation assets.

Economist (October 1996 to July2001)
Significant responsibilities included supervising the testing of Qwest's operational support systems
(OSS), analyzing Qwest's compliance with Section 271 of the Federal Telecommunications Act,
providing testimony on the geographic De-averaging of Qwest's Unbtmdled Network Element prices,
and acting as Chairman of the Commission's Water Task Force.
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Exhibit 1

Arizona Department of Transportation, Phoenix, AZ 1996, 1998, and 1999
Research Analyst

Authored research reports on the costs and benefits of traffic demandmanagement policies, the
relative meritof various highway-financing techniques, and air pollution reduction technologies.

Arizona State University, Tempe, AZ 1992-1996.
Lecturer-economics 1994-1996

Responsible for teaching microeconomics classes requiring the creation of lectures and tests as
well as full responsibility for assigning grades.

Teaching assistant 1992- I 994
Responsible for assisting professors in administering tests, grading, and teaching.

Macs son

Master of Science and ABD Economics, 1995, Arizona State University.
I have successfully completed all course work and exams necessary for a Ph.D. Course work
included an emphasis in industrial organization and extensive experience with statistical analysis,
public sector economics, and financial economics.

Bachelor of ScienceEconomics, 1992, Florida State University.
Minors: Philosophy, Statistics

I
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I. Introduction.

Q. Are you the same Matthew Rowell that provided Direct Testimony in this Docket?

A. Yes.

Q- What is the purpose of your Surrebuttal Testimony?

A. This Surrebuttal Testimony will respond to the Rebuttal Testimony of Greg Sorensen on

behalf of Rio Rico Utilities, Inc. ("Rio Rico" or "Company") and will lay out Rio Rico

Properties, Inc. ("Avatar") position on Company's proposed Hook-Up Fee tariff ("HUF.")

11. Response to Companv's Rebuttal Testimony

Q. Mr. Sorensen seems to insinuate that you are not qualified to testify regarding HUFf.'

How do you respond?

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

27

A. I spent 10 years of my career as a member of the Arizona Corporation Commission's

Utility Division Staff. For about half that time I managed a section of analysts that dealt

MM a wide range of utility regulatory issues. I provided testimony in rate cases myself

and oversaw several other Staff members who also provided testimony in rate (and other)

cases. I also lead the Commission's Water Task Force and authored the Staff Report in

that matter; HUFs were a major topic of the Water Task Force. More recently I provided

testimony on behalf of a major Arizona water/wastewater utility on the subject of the

regulatory treatment of developer provided funds.2 Given the above, I believe that Mr.

Sorensen's insinuations regarding my qualifications are without merit.

1 Sorensen Rebuttal at 5:6-19.
2 Docket No. SW-20445A-09-0077 et. al.
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Type Amount Percent

Debt 0s 0%

Equity $ 12,132,312 32%

AIAC $ 360,294 1%

CIAC $ 25,277,870 67%

Total s 37,770,476 100%

N

Q, Mr. Sorensen argues that a HUF is an appropriate tool that a utility can use to

"balance its total capitalization" regardless of whether new capacity is needed or not.3

How do you respond?

First, I do not agree that HUFs (or contributions generally) should be used solely to

balance a utility's capital structure in the absence of any need for capacity. The purpose of

contributions is to offset some of the cost of additional capacity necessitated by new

development. If a HUF is imposed in the absence of a need for capacity, new customers

will essentially be subsidizing existing customers. Second, a review of Rio Rico's capital

structure indicates that there is no need for such "balancing." Rio Rico's current combined

water and wastewater capital structure is summarized below:

Table 1 Rio Rico's Current Capital Structurer

1

2

3

4 A.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Table 1 clearly shows that Rio Rico's current CIAC balance is more than double its equity

balance. Thus adding more CIAC to the capital structure will not provide any "balance"

Rather, additional CIAC will serve to further imbalance the current capital structure which

is already heavily weighted towards CIAC.

3 Sorensen Rebuttal at 5:24-6:4.
4 Debt and Equity: Bourassa Schedule D-1 and Rebuttal at 2; AIAC and CIAC: Bourassa Rebuttal
Schedule B-l .
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Q- Do you believe that a capital structure consisting of 67% CIAC is inappropriate?

A. As I explained in my direct testimony, excessive CIAC in a utility's capital structure can

be a serious problem. Ultimately, how much CIAC is "excessive" or "too much" is a partly

subjective determination based on experience, judgment and the particular circumstances

of a utility. Historically, Commission Staff has recommended that utilities have no more

than 30% AIAC and CIAC as part of their capital structure. 5 In addition, historically Staff

has believed that  new utilit ies require "higher  levels of equity" and will typically

recommend that they have 100% equity.6 As shown in a recent National Association of

Water Companies Report, in the industry, overreliance on CIAC is widely regarded as

being problematic My point here is that there is no need to add additional CIAC to Rio

Rico's capital structure simply for the sake of "balance."

Q- In addition to the above, is there additional evidence that no additional CIAC is

necessary simply to "balance" the amount of CIAC in Rio Rico's capital structure?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

A. Yes. Comparing Rio Rico's CIAC balance with other water and wastewater utilities

reveals that Rio Rico currently has a high level of CIAC relative to its industry peers.

Figure 1 and Table 2 below show gross plant and CIAC balances for a sample of Arizona

Water and Wastewater Utilities :18

19

20

21

22

23

24

25

26

27

5 Staff Report dated October 2006 in Docket No. W-00000C-06-0149 at 6; Staff Report dated
Nov. 21, 2007 in Docket No. SW-20494A-06-0769 et al., Exhibit 3 at 5; Decision No. 71414
(Dec. 8, 2009) at 9:4-7.
e Staff Report dated October 2006 in Docket No. W-00000C-06-0149 at 7.
7 See 2009 NAWC Water Policy Forum, Summary Report, April 2009 at 26.
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Gross Plant CIAC CIAo/plillt
Pima Water s 16,921,138 $ 632,418 4%
Logo DelOro $ 13,845,207 $617,102 4%
Pima Sewer $ 19,295,663 $937,694 5%
AZ American $727,024,593 $86,050,209 12%

AZ Water $377,813,049 $51,041,945 14%

Litchfield Park
Water

$ 71,703,441 $11,343,809 16%

Litchfield Park
Sewer

$61,635,652 $11,343,809 18%

Chap City s 63,230,809 $12,878,686 20%

Black Mountain
Sewer

$ 13,715,669 $5,341,461 39%

Johnson Sewer $131,484,976 $51,485,187 39%

Johnson Water $ 80,634,561 $33,943,376 42%

Rio Rico
Wastewater

$ 11,829,043 $5,137,673 43%

Rio Rico Water $ 34,059,801 $20,140,197 59%

Figure 1: CIAC as a percentage of gross plant for selected AZ utilities1

2
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8

9

10

11
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13

14
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16

17

18

19

20

21

22

23

24

25

26

27

Table 2: Relative CIAC balances of selected AZ utilities
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l Table 2 shows that relative to total plant installed, the Rio Rico utilities have extremely

high levels of CIAC relative to their peers. Figure 1 shows the same information

graphically. This is further evidence that additional CIAC is not necessary solely to

provide "balance"

Q. Is the use of the HUF to "balance" the Company's capital structure consistent with

the language of the Company's proposed HUF?

No. Section IV. (B) of the proposed water HUF states:8

Hook-Up Fees only may be used to pay for capital items of Off
Site Facilities, or for repayment of loans obtained to fund the cost
of installation of Off Site Facilities. (Emphasis added,)

So the proposed HUF itself precludes the use of the HUT" funds for purposes Adler than

paying for necessary Off Site Facilities, Therefore, using the funds solely to provide

"balance" to the Company's capital strucMe appears to be precluded by the language of

the Company's proposed HUF.

Q. Is there evidence that Rio Rico's commitment to a balanced capital structure is

questionable?

2

3

4

5

6

7

8 A.

9

10

11

12

13

14

15

16

17

18

19 A.

20

21

22

23

24

25

26

27

Yes. Mr. Sorensen states: "...the utility should be allowed to charge the developer for the

full cost of central plant required to serve the development through a combination of HUFs

and LxAs."° (Emphasis added.) If Rio Rico plans on using CIAC to fund the full cost of

adj additional off-site plant, that can hardly be referred as a policy of "balancing" the

source of capital for such facilities.

8 Identical language is included at section V.(B) of the proposed wastewater HUF.
9 Sorensen Rebuttal at page 8 lines 18-19 (emphasis added).
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l Q. Is Mr. Sorensen's contention that the HUF be used to "balance" the Company's

capital structure consistent with the Company's responses to Data Requests in the

case?

No. In response to Avatar Data Request 2.3b, the Company indicates that "hook-up fees

are for new capacity required to provide service." No mention is made of using the HUF

to "balance" the Company's capital structure.

Q- In your Direct Testimony you indicated that Rio Rico would be filing a revised HUF

tariff. Was the revised HUF tariff ever filed?

No. Discussions between Company and Avatar council had led us to believe that a revised

tariff similar to the Commission's standard HUF as had been proposed by the Company in

the pending Litchfield Park Service Company rate case (Docket Nos. SW-01428A-09~

0103, W-01427A-09-0104) would be tiled and thus my Direct Testimony did not include a

discussion of the problems with the Company's proposed HUF. However, the revised

HUF was never filed.

Please discuss the problematic ambiguities included in Rio Rico's proposed HUF.

At several points in the Company's proposed HUF references are made to potential

undefined future payments that may be required in addition to the HUF. These references

to potential future payments are highly problematic because of the uncertainty they create.

If the Commission ultimately decides a HUF is appropriate for Rio Rico, the HUF should

be amended to remove this uncertainty and specific language should be added to the HUF

to insure that additional payments will not be required.

2
3
4 A.

5

6
7
8
9

10 A.

11
12
13
14

15

16
17 Q.
18 A.

19
20

21

22

23
24

25
26
27 A.

Q. Please indicate each instance where references are made to potential future payments

in the proposed HUFs.

First, Section W(A) of the proposed water HUF states that a "supplemental assessment

6



may apply" if the intended use of a parcel is altered.'° This language is highly ambiguous,

it  is  not  clear  how much the "supplementa l assessment" will be or  how it  will be

calculated. It is also not clear what events would trigger the "supplemental assessment."

Second, Section IV(D) of the proposed water  HUF makes reference to "additional

facilities required by the Company" and to "additional requirements imposed by the

Again, this language is highly ambiguous and problematic. The proposed

HUFs contain no explanation of what these additional facilities and requirements might be

or under what circumstances the Company can impose them. These vague and unclear

provisions could be read to allow the Company to charge as much as it wants regardless of

what the Commission found to be a reasonable HUF - a result that is wholly at odds with

one of the main benefits of HUFs .- certainty.

Company."11

Third, Section IV(H) of the proposed water HUF indicates that the hook up fee "may not

cover the total costs to be borne by Applicant for necessary Off-Site Facilities..."'2 Again,

this is an ambiguous reference to potential obligations in addition to those contained in the

HUF.

In order to provide certainty and to ensure that the HUF is utilized appropriately ad of the

above listed references should be eliminated from the HUF.

Are there other necessary clarifications to the proposed HUF?

1

2

3

4

5

6

7

8

9

10

12

13

14

15

16

17

18

19

20

21

22 Q.

23 A.

24

25

26

27

Yes. Language should also be added to the HUF indicating that the HUF does not apply to

service connections that meet the following criteria:

10 Section V(A) of the proposed wastewater HUF contains identical language.
11 Section V(D) of the proposed wastewater HUF contains identical language .
12 Section V(H) of the proposed wastewater HUF contains identical language.

7



A Main Extension Agreement for the connection was in place at the time the HUF
tariff was approved by the Commission.

Service connections in a subdivision that was receiving service from the company
at the time this HUF tariff was approved by the Commission.

Service connections in a subdivision for which the Company has accepted on-sites
at the time this HUF tariff was approved by the Commission.

Additionally, the HUF should be amended to make it clear that wastewater treatment

capacity purchased from a third party will count as a credit against the HUF in the same

manner as contributed plant.

Q, Have you prepared a revised HUF tariff for the Commission's consideration?

A.
I

Yes. Attachments 1 and 2 to this Surrebuttal Tesdrnony are proposed revised I-IUFs for

water and wastewater, respectively. Attachments 1 and 2 are red-lined versions of the

HUF tariffs proposed by the Company's affiliate, Litchfield Park Service Co. in Docket

Nos. SW~01428A--9-0103, W-01427A-09-0104 (filed as part of a Stipulation on

December 31, 2009), which were based on the Commission's standard form HUF.

I
I

Q- Mr. Sorensen indicates that Rio Rico has attempted to explain the ambiguities in the

proposed HUF in its responses to Avatar's data requests." How do you respond?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 A.

20

21

22

23

24

25

26

27

Data request responses do not provide the necessary assurances to Avatar. In order to

provide certainty and avoid future disputes, clarifying language should be added to the

HUFs, should they be approved by the Commission. As I stated in my Direct Testimony,

the Arizona Administrative Code is silent on Hook Up Fees. Thus, the language contained

in a utility's HUF is extremely important.

13 Sorensen Direct at 9.
8



Q. Mr. Sorensen argues that the Company will be forced to bear risks commensurate

with those born by the development business if the Company is not permitted to

collect the full cost of off-site facilities as contributions." How do you respond?

Mr. Sorensen's statements concerning risk are overblown. Utilities like Rio Rico do not

face the same risk profile as developers. It is unlikely that developers will incur the

expense of MXAs and HUF payments unless they are reasonably sure that development

will actually occur. That is especially true now given that the recent real estate downturn

has created caution in the development community. Further, unlike developers, utilities

have a captive base of customers that provide a regular revenue stream. Thus it is very

difficult to understand how a utility like Rio Rico could have the same risk profile of a

developer. This is evidenced by the fact that die recent real estate downturn has resulted in

the bankruptcy of several well established developers and builders in Arizona, yet I am not

aware of any Arizona utilities that were forced into bankruptcy as a result of the same

circumstances.

1

2

3

4 A.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

The Company's overblown concerns regarding risk appear to be an attempt to evade its

responsibility to make the investments necessary to provide service within its CC&N

territory. It is the utility's responsibility, not the developer's, to provide off~site plant

necessary to provide service within the CC&N area. In response to Avatar Data Request

2.3.b the Company acknowledges that "it must invest capital into the utility." Yet now it

appears that the Company seeks to avoid any additional investments in the utility and

would have developers bear the full costs of any additional necessary plant.

14 Sorensen Rebuttal at 8:7-9.
9



Q. Mr. Sorensen agrees that a credit to the HUF would be "reasonable" when off-site

plant is contributed directly by the developer but only if an MEA is in place.'5 How

do you respond?

I see no reason to limit such credits to instances where MXAs are in place. Mr. Sorensen

acknowledges that many future customers may connect to Rio Rico's systems Mthout the

need for a mxA.16 If a developer contributes plant or capacity necessary to serve such

customers there is no reason why such a contribution should not be credited against the

HUF.

Q- Why is it important that contributions for off-~ ~ite plant in addition to those required

by the HUF be prohibited?

It is unreasonable to subject developers to the uncertainty of not knowing how much will

ultimately be required of them to fund off-site plant. It is also unreasonable to expect

developers to cover the "full cost" of necessary off-site plant additions. This would run

counter to the Company's stated goal of maintaining a balanced capital structure. Also, in

the long run, requiring developers to fund the full cost of off-site infrastructure will result

in undercapitalized utilities.

Are you suggesting that a HUF be denied until the last second before backbone plant

1

2

3

4 A.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 Q.

20

21

22

23

24

25

26

27

is needed, as Mr. Sorensen suggests?"

No. It would be appropriate to put a HUF in place prior to the need for more capacity.

However, the need for additional capacity should be reasonably foreseeable. Additionally,

specific projects should be identified so that the cost justification for the HUF can be

reviewed. That is not the situation in the current case - the Company has not identified

any specific projects intended to increase capacity. Rather, the cost back up for the HUF is

15 Sorensen Rebuttal at 9:16-23 .
16 Sorensen Rebuttal at 6:9-11.
11 Sorensen Rebuttal at 6:16-21 .

A.

A.

10
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based on historical overall capital costs per customer and estimates of future overall capital

costs per customer.18

Q. Is Avatar opposed to developers paying their fair share of growth-related costs?

A. No. Avatar recognizes that some level of contribution is appropriate to fund plant

necessary to serve new growth. Avatar is not opposed to funding some portion of

necessary new capacity through a HUF or through contributed plant or contributed

capacity. Avatar's concern is that its obligations be clearly defined and limited to a

reasonable portion of necessary new infrastructure.

Q- You have presented recommendations for changes to the Companies' proposed HUF.

Do you have any recommendations in the event that the Commission denies the HUF?

Yes. Predictability is a key concern for Avatar. If the HUF is denied, the Company may

attempt to force Avatar to pay similar fees as non-HUF contributions. That would be

especially problematic if the Commission found that the Company has sufficient existing

capacity to serve projected near-term growth (3-5 years). If the Commission denies a

HUF, I recommend that the Commission order the Company not to assess any off-site

CIAC charges until the Commission either: (1) approves a HUF; or (2) the Commission

issues a finding that additional off-site capacity will be needed in the near-term.

Q. Does this conclude your Surrebuttal Testimony?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

27

Yes.

A.

18 Rio Rico response to Avatar Data Request 2.1.
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ATTACHMENT 1
TARIFF SCHEDULE

UTILITY: Rio Rico Utilities, Inc.- Water DECISION no.

DOCKET no. 09-0104 EFFECTIVE DATE:

WATER HOOK-UP FEE

1. Purpose and ADDlicabi1iW

The purpose of the off-site hook-up fees payable to Rio Rico Utilities, Inc.-Water Division ("the
Company") pursuant to this tariff is to equitably apportion the costs of constructing additional
off-site facilities necessary to provide water production, delivery, storage and pressure
among all new service connections. These charges are applicable to all new service connections
undertaken via Main Extension Agreements or requests for service not requiring a Main
Extension Agreement entered into after the effective date of this tariff. These charges are
not applicable to new service connections that satisfy any of the ibllowing conditions:

• A Main Extension Agreement for the service connection was in place at the time this
HUF tariff was approved by the Arizona Corporation Commission ("Commission.")

The service connection is 'm a subdivision that was receiving service firm the Companv
at the time this HUF tariff was approved by the Commission.

• The service connection is 'm a subdivision for which the Company has accepted on-sites
at the time this HUF tariff was approved by the Commission.

-The charges are one- t im e charges and are payable  as a  condi t i on to  Com pany 's
establishment of service, as more particularly provided below. These hook-up fees are the total
amount due (per connection) to the Companv for fun.din9. off-site facilities. No addit ional
charges shall be assessed by the company associated with the construction of off-site facilities or
capacity.

LL Definitions

Unless the context otherwise requires, the definitions set forth in R-14-2-401 of the
Arizona Corporation Commission's ("Commission") rules and regulations governing water
utilities shall apply in interpreting this tariff schedule.

"Applicant" means any party entering into an agreement with Company for the
installation of water facilities to serve new service connections, and may include
Developers and/or Builders of new residential subdivisions and/or commercial and
industrial properties.

"Company"meansRio Rico Utilities,Inc.- Water Division.



OFF-SITE WATER HOOK-UP FEE TABLE
METER SIZE

SIZE

FACTOR

TOTAL FEE(A)

5/8" x 3/4" 1 $1,800
3/4" 1.5 $2,700

1 " 2.5 $4,500

1-1/2" 5 $9,000
2 " 8 $14,400
3 " 16 $28,800
4 " 25 $45,000

6" or larger 50 $90,000

I

"Main Extension Agreement" means any agreement whereby an Applicant, Developer and/or
Builder agrees to advance the costs of the installation of water facilities necessary to the
Company to serve new service connections within a development, or installs such water
facilities necessary to serve new service connections and transfers ownership of such water
facilities to the Company, which agreement shall require the approval of the Commission
pursuant to A.A.C. R-14-2-406, and shall have the same meaning as "Water Facilities
Agreement" or "Line Extension Agreement."

)

"Off-site Facilities" means wells, storage tanks and related appurtenances necessary for proper
operat ion, including engineering and design costs. Of f -si te faci l i t ies may also include
booster pumps, pressure tanks, transmission mains and related appurtenances

necessary for proper operation if  these facilities are not for the exclusive use of the
applicant and will benefit the entire water system.

I

I
I

F
!
|

"Service Connection" means and includes all service connections for single-family
residential, commercial, industrial or other uses, regardless of meter size.

I

III. Water Hook-up Fee

For each new service connection, the Company shall collect an off-site hook-up fee
derived from the following table:

(A) For "Active Adult" communities with demonstrated age-restricted zoning and/or CCRs
providing for age-restricted living, the Total Fee shall be Two-Thirds (2/3) of the Total Fee
shown above, based on an ERU factor of 190 gallons per day.

IV . Terms and Conditions

QQ Assessment of One Time Off-Site Hook-up Fee: Subject to the restrictions in Section I
above. -TO-the off-site hook-up fee may be assessed only once per parcel, service connection, or lot
within a subdivision (similar to meter and service line installation charge) .

i



(IQ) Use of Off-Site Hook-up Fee: Off-site hook-up fees may only be used to pay for capital
items of Off-site Facilities, or for repayment of loans obtained to iilnd the cost of installation of
off-site facilities. Off-site hook-up fees shall not be used to cover repairs, maintenance, or
operational costs.

(Q Time of Payment:

1) For those requiring a Main Extension Agreement: 111 the event that the person or entity
that will be constructing improvements ("Applicant", "Developer" or "Builder") is
otherwise required to enter into a Main Extension Agreement,

whereby the Applicant, Developer or Builder agrees to advance the costs of
installing mains, valves, fittings, hydrants and other on-site improvements in order
to extend service in accordance with R-14-2-406(B), payment of the Hook-Up Fees
required hereunder shall be made by the Applicant, Developer or Builder no later than
within 15 calendar days after receipt of notification from the Company that the
Utilities Division of the Arizona Corporation Commission has approved the Main
Extension Agreement in accordance with R-14-2-406(M).

2) For those connecting to an existing main: In the event that the Applicant,
Wevelnper or Ruildef for service is not required to enter into a Man Extension
Agreement, the Hook-UpFee charges hereunder shall be due and payable at the time the
meter and service line installation fee is due and payable.

(D) O f f - S i t e  F a c i l i t i es  C ons t r u c t ion  By D evelop er :  C omp a ny a nd  Ap p l i c a n t ,
Developer, or Builder may agree to construction or acquisition of off-site facilities including
water production capacity. necessary to serve a particular development by Applicant, Developer
or Builder, which facilities are then conveyed to Company. In that event, Company shall credit
the total cost of such off-site facilities as an offset to off-site hook-up fees due under this Tariff.
If the total cost of the off-site facilities constructed by Applicant, Developer or Builder
and conveyed to Company is less than the applicable off-site hook-up fees under this Tariff,
Applicant, Developer or Builder shall pay the remaining amount of off-site hook-up fees owed
hereunder. If the total cost of the off-site facilities contributed by Applicant, Developer or
Builder and conveyed to Company is more than the applicable off-site hook-up fees under this
Tariff; Applicant, Developer or Builder shall be refunded the difference upon acceptance of the
off-site facilities by the Company.

@ Failure to Pav Charges: Delinquent Payments: The Company wil l  not be
obligated to make an advance commitment to provide or actually provide water service to any
Developer, Builder or other applicant for service in the event that the Developer, Builder or
other applicant for service has not paid in full all charges hereunder. Under no circumstances
will the Company set a meter or otherwise allow service to be established if the entire amount
of any payment due hereunder has not been paid.

(Fl La rge Subdivis ion/Development  P roject s :  I n  t he  even t  t ha t  t he  Ap p l i c a n t ,
Developer or  Builder is engaged in the development of a residential subdivision and/or
development  cont a ining mor e t ha n 150  lot s ,  t he C ompa ny ma y,  in i t s  r ea sona b le



discretion, agree to payment of off-site hook-up fees in installments. Such installments may
be based on the residential subdivision and/or development's phasing, and should attempt to
equitably apportion the payment of charges hereunder based on the Applicant's,
Developer's or Builder's construction schedule and water service requirements. In
the alternative, the Applicant, Developer, or Builder shall post an irrevocable letter of
credit in favor of the Company in a commercially reasonable form, which may be drawn by the
Company consistent with the actual or planned construction and hook up schedule for the
subdivision and/or development.

(Q) Off-Site Hook-Up Fees Non-refundable: The amounts collected by the Company as
Hook-Up Fees pursuant to the off-site hook-up fee tariff shall be non-refundable contributions in
aid of construction.

Q ) Use of Off-Site Hook-Up Fees Received: All funds collected by the Company as off-site
hook-up fees shall be deposited into a separate interest bearing trust account and used solely for
the purposes of paying for the costs of installation of off-site facilities, including repayment of
loans obtained for the installation of off-site facilities that will benefit the entire water system.

Q) Off-Site Hook-up Fee in Addition to On-site Facilities: The off-site hook-up fee shall be
in addition to any costs associated with the construction of on-site facilities under a Main
Extension Agreement.

Q) Disposition of Excess Funds: After all necessary and desirable off-site facilities are
constructed utilizing funds collected pursuant to the off-site hook-up fees, or if the off-site
hook-up fee has been terminated by order of the Arizona Corporation Commission,
any funds remaining in the trust shall be refunded. The manner of the refund shall be
detennined by the Commission at the time a refund becomes necessary.

(LQ Fire Flow Requirements: In the event the applicant for service has fire How requirements
that require additional facilities beyond those facilities whose costs were included in the off-site
hook-up fee, and which are contemplated to be constructed using the proceeds of the off-site
hook-up Fee, the Company may require the applicant to install such additional facilities
as are required to meet those additional fire flow requirements, as a non-refUndable
contribution, in addition to the off-site hook-up fee .

(L) Status Reporting Requirements to the Commission: The Company shall submit a calendar
year Off-Site Hook-Up Fee status report each January to Docket Control for the prior twelve (12)
month period, beginning January 2011, until the hook-up fee tariff is no longer in effect. This
status report shall contain a list of all customers that have paid the hook-up fee tariff; the amount
each has paid, the physical location/address of the property in respect of which such fee was
paid, the amount of money spent from the account, the amount of interest earned on the funds
within the tariff account, and a list of all facilities that have been installed wide die tariff funds
during the 12 month period.
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ATTACHMENT 2

TARIFF SCHEDULE
UTILITY: Rio Rico Utilities, Inc.- Wastewater
DOCKET NO.: 09-0103

DECISION no.
EFFECTIVE DATE:

WASTEWATER HOOK-UP FEE

L Purpose and Applicabilitv

The purpose of the off-site facilities hook-up fees payable to Rio Rico Utilities, Inc.-Wastewater
Division ("the Company") pursuant to this tariff is to equitably apportion the costs of
constructing additional off-site facilities to provide wastewater treatment and disposal
facilities among all new service laterals. These charges are applicable to dl new service laterals
undertaken via Collection Main Extension Agreements, or requests for service not requiring a
Collection Main Extension Agreement, entered into after the effective date of this tariff.
These charges are not applicable to new service connections that satisfy any of die following
conditions:

• A Main Extension Agreement for the service connection was in place at the time this
HUT tariff was approved by the Arizona Corporation Commission ("Commission.")

• The service connection is in a subdivision that was receiving service firm the company at
the time this HUF tariff was approved by the Commission.

• The service connection is in a subdivision for which the Companv has accepted on-sites
at the time this HUF tariff was approved by the Commission.

The charges are one-time charges and are payable as a condition to Company's
establishment of service, as more particularly providedbelow. These hook-up fees are the total
amount due (per connection) to the Companv for funding ofrlf~site facilities. No additional
charges shall be assessed by the company associated with the construction of off-site facilities or
capacity.

11. Definitions

Unless the context otherwise requires, the definitions set forth in R-14-2-601 of the Arizona
Corporation Commission's ("Commission") rules and regulations governing sewer utilities shall
apply interpreting this tariff schedule.

"Applicant" means any party entering into an agreement wide Company for the installation of
wastewater facilities to serve new service laterals, and may include Developers and/or Builders

I
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of new residential subdivisions,and industrial or commercial properties.

"Company" means Rio Rico Utilities, Inc.- Wastewater Division.

"Collection Main Extension Agreement" means an agreement whereby an Applicant, Developer
and/or Builder agrees to advance the costs of the installation of wastewater facilities necessary to
serve new service laterals, or install wastewater facilities to serve new service laterals
and transfer ownership of such wastewater facilities to the Company, which agreement
does not require the approval of the Commission pursuant to A.A.C. R-14-2-606, and shall have
the same meaning as "Wastewater Facilities Agreement".

I

"Off-site Facilities" means the wastewater treatment plant, sludge disposal facilities,
effluent disposal facilities and related appurtenances necessary for proper operation,
including engineering and design costs. Offsite facilities may also include lift stations, force
mains, transportation mains and related appurtenances necessary for proper operation if these
facilities are not for the exclusive use of the applicant and benefit the entire wastewater system.
"Service Lateral" means and includes all service laterals for single-family residential,
commercial, industrial or other uses.

Wastewater Hook-up Fee

For each new residential service lateral, the Company shall collect a Hook-Up Fee of $1,800
based on the Equivalent Residential Unit ("ERU") of 320 gallons per day. Commercial and
industrial applicants shall pay based on the total ERUs of their development calculated by
dividing the estimated total daily wastewater capacity usage needed for service using standard
engineering standards and criteria by the ERU factor of 320 gallons per day. For "Active Adult"
communities with demonstrated age-restricted zoning and/or CCRs providing for age-restricted
living, the Hook-Up Fee shall be $1 ,070, based on an ERU factor of 190 gallons per day.

Terms and Conditions

(A) Assessment of One Time Off-Site Facilities Hook-up Fee: Subject to the restrictions in
Section I above, -5Pthe off-site facilities hook-up fee may be assessed only once per parcel,
service lateral, or lot within a subdivision (similar to a service lateral installation charge).

(B) Use of Off-Site Facilities Hook-up Fee: -Off-site facilities hook-up fees may only be
used to pay for capital items of Off-site Facilities, or for repayment of loans obtained to fund the
cost of installation of off-site facilities. Off-site hook-up fees shall not be used to cover repairs,
maintenance, or operational costs.

(C) Time of Payment'

LIL

BL

( 1 ) In  t h e  e v e n t  t h a t  t h e  p e rs o n  o r  e n t i t y  t h a t  w i l l  b e  c o n s t ru c t i n g
improvements ("Applicant", "Developer" or "Builder") is otherwise
required to enter into a Collection Main Extension Agreement, payment of the
fees required hereunder shall be made by the Applicant, Developer or Builder
within 15 days of execution of a Main Extension Agreement.

I
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(2) In the event that the Applicant, Developer or Builder for service is not required
to enter into a Collection Main Extension Agreement, the Hook-Up Fee
charges hereunder shall be due and payable at the time wastewater service is
requested for the property.

(D) Off-Site Facilities Constructed or Acquired by Developer: Company and Applicant,
Developer, or Builder may agree to construction of off-site facilities necessary to serve a
particular development by Applicant, Developer or Builder, which facilities are then
conveyed to Company. Additionally. Company and Applicant, Developer, or Builder may
agree to the acquisition of wastewater treatment capacity (i.e., a right to use a third party's
wastewater treatment capacity) from a third party. which is then conveyed to Company. In
eithertlaat event, Company shall credit the total cost of such off-site facilities or capacity as an
offset to off-site hook-up fees due under this Tariff If the total cost of the off-site facilities
constructed by Applicant, Developer or Builder or capacity acquired by Applicant. Developer or
Builder and conveyed to Company is less than the applicable off-site hook-up fees under this
Tariff, Applicant, Developer or Builder shall pay the remaining amount of off-site hook-up
fees owed hereunder. If the total cost of the off-site facilities and/or treatment capacity
constructed or acquiredby Applicant, Developer or Builder and conveyed to Company is more
than the applicable off-site hook-up fees under this Tariff, Developer or Builder shall be
refunded the difference upon acceptance of the off-site facilities by the Company.

(E) Failure to Pay Charges; Delinquent Pavments: The Company will not be obligated
to make an advance commitment to provide or actually provide wastewater service to
any Developer, Builder or other applicant for service in theeventthat the Developer, Builder or
other applicant for service has not paid in full all charges hereunder. Under no circumstances will
the Company connect service or otherwise allow service to be established if the entire amount of
any payment has not been paid.

LE) Large Subdivision and/or Development Projects: In the event that the Applicant,
Developer or Builder is engaged in the development of a residential subdivision
and/or development containing more than 150 lots, the Company may, in its reasonable
discretion, agree to payment of off-site hook-up fees in installments. Such installments may be
based on the residential subdivision and/or development's phasing, and should attempt to
equitably apportion the payment of charges hereunder based on the Applicant's,
Developer's or Builder's construction schedule and water service requirements. In the
alternative, the Applicant, Developer, or Builder shall post an irrevocable letter of credit in
favor of the Company in a commercially reasonable form, which may be drawn by the
Company consistent with the actual or planned construction and hook up schedule for the
subdivision and/or development.

i
!

(Q ) Off-Site Hook-Up Fees Non-refundable: The amounts collected by the
Company pursuit to the off-site facilities hook-up fee tariff shall be non-refundable
contributions in aid of construction.

Qt) Use of Off-Site Hook-Up Fees Received: All funds collected by the Company as off-site
facilities hook-up fees shall be deposited into a separate account and bear interest and shall be
used solely for the purposes of paying for the costs of installation of off-site facilities, including
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repayment of loans obtained for the installation of off-site facilities.

Q) Off-Site Facilities I-look-up Fee in Addition to On-site Facilities: The off-site facilities
hook-up fee shall be in additionto any costs associatedwith the constructionof on-site facilities
under a CollectionMain ExtensionAgreement.

Q) Disposition of Excess Funds: After all necessary and desirable off-site facilities are
constructed utilizing funds collected pursuant to the off-site facilities hook-up fees, or if the off-
site facilities hook-up fee has been terminated by order of the Arizona Corporation Commission,
any ftmds remaining in the trust shall be refunded. The manner of the refund shall be determined
by the Commission at the time a refund becomes necessary.

(K) Status Reporting Requirements to the Commission: The Company shall submit
a calendar year Off-Site Facilities Hook-Up Fee status report each January to Docket Control
for the prior twelve (12) month period, beginning January 2011 , until the hook-up fee tariff is
no longer in effect. This status report shall contain a list of all customers that have paid the hook-
up fee tariff, the amount each has paid, the physical location/address of the property in
respect of which such fee was paid, the amount of money spent from the account, the amount of
interest earned on the funds within the tariff account, and an itemization of all facilities that have
been installed using the tariff funds during the 12 month period.

I



Attachment 1: CIAC as a percentage of gross plant for selected AZ utilities
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Q,

INTRODUCTION AND PURPOSE OF TESTIMONY

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS2

3 A. My name is Greg Sorensen. My business address is 12725 W. Indian School Road

Suite D-101. Avondale. AZ 85392

Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

On behalf of the Applicant Rio Rico Utilities, Inc. ("RRUI" or "Company")

Q- BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

5

6

7

8 A. I am employed by Algonquin Water Services ("AWS") as Director of Operations

for the Western Group. AWS is an affiliate, through common ownership, of RRUI

and RRUI's parent, Algonquin Water Resources of America ("AWRA")

11 Q- PLEASE SUMMARIZE YOUR RESPONSIBILITIES IN

POSITIONS?

I

THESE

oversee the operations and business management functions for AWRA's utility

holdings in Arizona. AWS manages and operates 18 utilit ies in Arizona, Texas

Missouri, and Illinois and operates several others. I have the responsibility for the

daily operations and administration of all the Arizona utilities, for the financial and

operating results for each utility, for capital and operating cost budgeting, for rate

case planning and oversight and rate setting policies and procedures as they relate

to the operations under my responsibility

20 Q- WHAT WAS YOUR EDUCATIONAL AND EMPLOYMENT

BACKGROUND BEFORE GOING TO WO R K FOR AWS?

I earned a Bachelor's degree in Accounting from Wake Forest University in 1993

I worked for Arthur Andersen as a staff and then senior auditor for 5 years, after

which I was a Director of Financial Reporting & Analysis, Controller, and VP

Finance for Excel Agent Services, an international call center company. I am

Certified Public Accountant in the State of Georgia (license # CPAOl7709). I have

NNEMORE CRAIG
iOFESSlONAL Cokroknlor
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worked for AWS since November 2005 in the capacity of Controller and Director

of Operations

Q- HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE COMMISSION?3

4

5

6

A. Yes, I have testified in Commission proceedings involving Gold Canyon Sewer

Company, and Northern Sunrise and Southern Sunrise water companies. My

testimony has also been refiled in Black Mountain Sewer Corporation's pending

rate case. Docket No. SW-02361A-08-0609, and Litchfield Park Service

Company's pending rate cases, Docket Nos. SW-01428A-09-0103 and W-01427A

09-0104. These aforementioned entities are all affiliates of RRUI. Bella Vista

Water Company is the other affiliated utility in Arizona

11 Q- WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY?

To support RRUI's application for rate relief. Specifically, I will provide

background on the Company and its operations. I will also summarize significant

capital improvements completed by the Company and other operating cost changes

that are contributing to the need for a rate increase. Finally, I will address certain

aspects of the relief being requested in this case, including approval of certain

changes to our tariff of rates and charges for water and wastewater service

18

19

20

11.

Q~

OVERVIEW OF RIO RICO UTILITIES, INC

PLEASE PROVIDE AN OVERVIEW OF RRUI

The Company provides both water and wastewater service to its customers. The

Company's service area is located in Santa Cruz County, Arizona, north of the City

of Nogales. The Company's water and wastewater CCN are geographically the

same. However. due to varied terrain, wastewater service is generally concentrated

in the central portion of the service area, and as such, serves fewer customers

Those who are not provided sewer service by the Company utilize septic tanks

Our water customers include a number of commercial, a few industrial and

ENNEMORE CRAIG
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several initiation customers. The 5/8 metered residential class, which is the largest

customer class, uses an average of 8,546 gallons per month. See Bourassa

Schedule H-2, page 1. RRUI has received several awards in the past few years,

including the AWPCA Small Water Distribution System of the year for 2003 and

2005, and the 2005 Small Wastewater Collection System of the year. These

awards are given for significant efforts to provide safe drinking water and protect

public health.

Q- PLEASE DESCRIBE THE COMPANY'S WATER RESOURCES?

A. The Company's water supply comes from groundwater. The groundwater is

pumped from 6 wells directly into the distribution system or into one of five

storage facilities for later distribution to customers. All water supply is chlorinated

prior to delivery to customers for disinfection purposes. The Company and

residents are fortunate that the groundwater in the area does not require treatment

for any constituents such as arsenic or nitrates. However, due to the vast elevation

differences within the distribution system, which includes 7 different 150 foot

pressure zones, the Company utilizes 27 booster stations to maintain proper

pressure for its customers. RRUl's service temltory is within the Santa Cruz Active

Management Area. As such, and as part of our provider profile due to ADWR in

June 2009 and in an effort to promote conservation, the Company is in the process

of proposing and implementing 10 Best Management Practices (BMPs), which is

double the required compliance level of five. I will ensure that a copy of our

Provider Profile is submitted to the Commission as a supplement to this testimony.

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

Q- DOES THE COMPANY PROVIDE WATER SERVICE FOR IRRIGATION,

INCLUDING ANY SCHOOLS, PARKS, GOLF COURSES OR OTHER

ORNAMENTAL WATER FEATURES?

ENNEMORE CRAIG
PROFESSIONAL CoRpoxArlor

PHOENIX

A. Yes. The Company does supply water to three school complexes, one hotel, and
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two parks, including the one used for the local little league. The Company also

supplies water to Rio Rico Properties for use in inigating medians, common areas

and drip irrigation, and provides separate irrigation water to a few residential

customers who requested a dedicated initiation line. There is one golf course in

our service area, but RRUI only supplies domestic water for their use. We do not

provide water for landscape irrigation to any golf courses at this time

7 Q~ PLEASE DESCRIBE THE COMPANY'S PRIMARY WASTEWATER

TREATMENT FACILITIES

9 A. The Company has purchased 550,000 gallons per day of treatment capacity from

the City of Nogales. The Company also has two sets of three evaporative ponds

The first set of three ponds has a general permit to treat up to 20,000 gallons per

day of sewage. The second set of three ponds is permitted to treat up to 20,000

gallons per day of sewage on an emergency basis only. The collection system

includes five lift stations, four of which pump wastewater for treatment under our

agreement with the City, and the remaining pump to the aforementioned

evaporative ponds

Q~ WHEN DID THE CURRENT RATES GO INTO EFFECT?17

18 A. The Company's current rates were approved in Decision No. 67279 (October 5

2004). These rates were based on a test year ending December 31, 2002. Because

the Company is utilizing a December 31, 2008 test year in this filing, it will be six

years between test years

22 Q. IN THE LAST RATE CASE THE COMPANY WAS EXPERIENCING

SIGNIFICANT GROWTH. IS THAT STILL THE CAS

24

E?

In its last rate case, the Company used a December 31, 2002 test year. At that

time, the Company had approximately 4,164 water customers and 1,482

wastewater customers. At the end of our current test year, we had over 6,605

ENNEMORE CRAIG
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H I

water customers and over 2,183 wastewater customers. The average annualized

growth rate for water was almost 8 percent, and was just over 6.5 percent for

wastewater. However, growth has slowed significantly since mid-2008.

Q- WHY IS RRUI FILING FOR NEW RATES AT THIS TIME?

As I testify below, and as can be noted by reviewing Mr. Bourassa's testimony and

schedules, the Company has invested over $4 million dollars since the last rate case

test year (2002), and is currently earning less than a 2.5% return on water and

sewer combined, which is far below any fair and reasonable reMen on its

investment. Of course, the losses are occurring entirely on the water side of our

combined entity. RRUI's provision of sewer service is actually earning a return

above its authorized return in the last rate order, which has led to our request for a

rate decrease.

Q- EXCUSE ME, MR. SORENSEN, BUT WAS RRUI ORDERED TO

INCLUDE ITS WASTEWATER R.ATES IN THIS RATE CASE?

A. No, although I can imagine it is unusual for public service corporations to seek rate

decreases. We are filing this case for two reasons primarily-we are losing money

on the provision of water utility service, and it has been far too long between rate

cases. The fact that the use of the appropriate ratemaldng formula results in a

decrease for our wastewater utility service is immaterial-that is just the way it is.

We do not want to delay going through the process. Moreover, the moderate

decrease in our rates for sewer service will help ameliorate the significant increases

we need in our rates for water, as well as soften the impact of the rate increases that

will inevitably be needed for our sewer rates at some time in the future.
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Q- DO YOU AGREE THAT THESE ARE CHALLENGING ECONOMIC

TIMES TO BE SEEKING RATE INCREASES?
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and higher costs for capital and debt, if it can be obtained. But we are an operating

business providing necessary services. We were here when times are good, are still

needed when times are bad, and we will be here when things improve. Meanwhile,

we are losing money on water utility service. Whatever the times, RRUI simply

seeks an opportunity to am a reasonable return on the property it devotes to public

service.

III. SUMMARY OF SIGNIFICANT SYSTEM IMPROVEMENTS AND OTHER
CHANGES SINCE THE LAST TEST YEAR

Q. WOULD YOU PLEASE DISCUSS THE SIGNIFICANT IMPROVEMENTS

THAT RRUI HAS MADE TO ITS WATER AND WASTEWATER UTILITY

SYSTEMS SINCE ITS LAST TEST YEAR ENDED ON DECEMBER 31,

2002?

A. Certainly. On the wastewater side, we purchased an additional 100,000 gallons per

day (god) of treatment capacity from the City pursuant to our 1996 agreement. The

cost of this capacity purchased in 2005 was $300,000. The minimum incremental

capacity purchase per the agreement is 100,000 god. This purchase was required at

that time as we had reached 90% utilization of our then-existing capacity.

Q- WHAT WERE THE COMPANY'S AVERAGE DAILY AND PEAK FLOWS

DURING THE TEST YEAR?
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During 2007 and 2008, the company delivered approximately 430,000 gallons per

day, annual average, to the City of Nogales for treatment, a peak month flow of

approximately 452,000 god in May 2008 and a peak day flow of 514,000 god

during April 2008. During 2008, the Company delivered approximately 12,000

god to the North Sewer Basin evaporative ponds on an average annual basis.
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Q, WERE THERE ANY OTHER SIGNIFICANT CAPITAL EXPENDITURES

on THE WASTEWATER SIDE?

Yes, RRUI was required by the City of Nogales to pay $427,000 to the City to

cover the Company's pro rata share of the cost of upgrading the shared treatment

facilities. These upgrades are for the current capacity utilized by the Company,

and are not related to any increased growth or additional planned flows in the

future.
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Q- THANK YOU. WHAT ABOUT THE WATER UTILITY SYSTEM?

Yes, there have been several capital improvements, and these are a big reason for

the requested rate increase for our water service. Specifically, since the last rate

case, we have drilled two new wells (Well #6 in 2007 and Well #15 in 2003) and

refurbished another of the Company's wells (Well #86 in 2008). The two new

wells cost approximately $1.2 million, and account for approximately 14% of the

requested increase in rates for water service. The renovation of Well #86 cost

approximately $425,000 and accounts for approximately 5% of the requested

increase in the water rates. This renovation was required because the electrical

controls were at the end of their useful life and had become a safety hazard. Also,

the pump had significantly lost production thus negatively affecting the ability to

provide proper service in our northeastern service area.

We also reMrbished three water plants, which include booster stations and

storage facilities. In 2003, we expended approximately $830,000 to increase the

storage and replace the two booster station pumping facilities at Water Plant #1. In

2008, the Company expended approximately $550,000 to replace Water Plant #59

booster station, including the pumps, motors, electn'cal controls, and telemetry, all

of which had been originally placed in service for 25 years and had reached the end

of its operating life.
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Also, in 2008, the Company completed the renovation of Water Plant #81,

which included replacement of the 25 year old booster station and addition of a

1,000,000 gallon storage facility which was necessary to provide service and fire

flow to our customers in the northeast section of our service temltory. This project

cost approximately $1.1 million. The combined $2.48 million expended for these

three water plant reiiurbishments account for a 30% requested increase in rates.

Q- ANY OTHER SIGNIFICANT CHANGES OR INCREASES

OPERATING EXPENSES SINCE THE LAST TEST YEAR?

IN

As I testified, there was six years between test years, and assuming a standard

three percent annual increase in general operating and administrative costs, one

would expect that operating costs would have increased by roughly 19 percent

since the 2002 test year. And that really is a minimum based on general

inflationary impacts. In actuality, certain costs have increased more significantly

than that. For example, as our customer population increased, our water sampling

requirements for bacteriological testing doubled. Also, power rates increased by

approximately 22% in August 2003 and approximately 14% in June 2008. The

utility also added 3 full time AWS contractors/employees dedicated to RRUI since

2002 in order to provide proper service to its customers. Fortunately, since

Algonquin acquired these systems, we have managed costs through our shared

services model.

IV.

Q-

PROPOSED TARIFF CHANGES

IS RRUI PROPOSING ANY CHANGES OF ITS TARIFF OF RATES AND

CHARGES?
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A. Yes. We are proposing a low income tariff (copy attached to the Application at

Attachment 1), a change in the cost of new service lines, and hook up fee ("HUF")

tariff (copy attached to the Application at Attachment 2).
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Low Income Tariff and Other General Changes.

DOES THE COMPANY CURRENTLY HAVE A LOW INCOME TARIFF?

A.

Q-

A. No. The proposed tariff is entirely new to RRUI. See Application, Attachment 1.

Q. WHY IS THE COMPANY PROPOSING THAT A LOW INCOME TARIFF

BE APPROVED IN THIS RATE CASE?

We understand that low income tariffs are a regulatory tool used to provide some

relief to lower income ratepayers and, with the recent downturn in our economy,

we understand that the Commission has focused even more on the need for these

tariffs. As a result, RRUI wants to provide an opportunity for those customers that

truly need assistance to lower the cost of water utility service. Mr. Bourassa

explains in detail how the Company's proposed low income tariff will work.

Direct Testimony of Thomas J. Bourassa (Rate Base, Income Statement and Rate

Design) at 18-19. We understand that this model was recently proposed by

Mr. Bourassa for Chaparral City Water, with support from Staff and RUCO, and

that it is similar to the model used in California by Golden State Water. The same

model was also proposed in the case recently tiled by RRUI's affiliate, LPSCG.

Q- DOES THE LOW INCOME TARIFF IMPACT THE COMPANY'S

REVENUE REQUIREMENT?

A. No. The low income tariff shifts the recovery of the revenue requirement between

customers. Those customers that pay the normal rates for water utility service are

subsidizing those customers that obtain a discount on the cost.

Q- HOW DOES THE COMPANY CURRENTLY HANDLE CUSTOMERS

WHO GET BEHIND ON PAYMENTS OR CAN'T PAY THEIR BILL?

A. Our tariff currently does not allow for a finance charge. However, we are

requesting the Commission to authorize a 1.5% per month finance charge in our

I believe this
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26 tariff, commensurate with other tariffs that RRUI's affiliates have.
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charge possibly may encourage some customers to stay current on their bills, rather

than waiting to pay just before disconnect, then letting the same situation occur

again, and again. The Company handles these on a case-by-case basis. The

general practice is to try to get the payment for past due amounts, and extend the

deadline for current amounts until the customer can catch-up. There are certainly

other approaches we utilize, including payment plans to allow customers to become

current on their bills. Such payment plans usually involve committed payment

amounts on specific dates and usually do not extend beyond 90 days. Shutting off

service is our last resort. but sometimes must be done

Q-

HUF Tariffs

DOES RRU1 CURRENTLY HAVE A H O O K UP FEE (GKHUFSQ) TARIFF?

No. In this case, we are proposing a hook up fee for both water and wastewater

11

12

13 Q- WHY IS THE COMPANY PROPOSING HUF TARIFFS IN THIS RATE

15

16

A.

CASE?

To assist the Company in equitably apportioning the cost of constructing additional

off-site facilities to provide water production, delivery, storage and pressure among

new service connections. As a result, we are proposing HUFs for both divisions to

address part of the costs for off-site facilities for new service connections

Q- WHAT WILL BE THE AMOUNT OF THE HUF?19

20

21

22

A.

24

For water, the HUFs will be based on meter size. As set  forth in the proposed

Water HUF. the HUFs will be $1.800 for a 5/8" meter, and 582,000 for 3/4" and 1

meters. See Application, Attachment 2. For the Wastewater Division, the HUF

will be $2,000 per Equivalent Residential Unit ("ERU"). The developer could also

provide the Company off-site facilit ies of equal or greater amount in lieu of the
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Q, WHAT FACTORS DID THE COMPANY CONSIDER TO ARRIVE AT1
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THESE AMOUNTS?

There are basically three factors that we considered. First, we desire to keep

customer rates within a reasonable range, while allowing the Company an

opportunity to recover its operating costs and earn a reasonable return on the fair

value of its rate base. We considered the historical average cost of plant per

customer, we also considered our estimated reasonable costs for increased capacity

and off-site facilities for new service connections based on our ongoing experience

with capital investment.

The second factor is fairness. Ideally, all customers within a class should

pay the same amount because each customer is contributing to the same extent to

the operating and administrative costs of the utility and each customer is providing

a like amount in support of the return on rate base. In other words, each customer

within that class is paying his or her cost of service. Each customer (old and new)

should have approximately the same amount of utility investment dedicated to its

needs, with the balance of the capital required to furnish service funded by the

developer.

The third factor is that of balancing invested capital versus contributed

capital. Many of the assets utilized within this system are older assets, which need

refurbishment or replacement. These types of assets necessitate capital investment

by the Company. These investments likely result in the need for additional rates.

Therefore, in this instance, we view a HUF with required CIAC or zero-cost capital

a favorable situation to allow development to pay the bill, or at least a significant

part of it, for growth and allow the utility to invest the funds for system

maintenance capital.
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2 Q-

4 A.

IV.

Q~

14

15

16 A

Other Tariff Changes

YOU ALSO MENTIONED A CHANGE~ IN THE COST OF NEW SERVICE

LINES. WHAT CHANGE IS BEING PROPOSED?

Yes, as shown in Mr. Bourassa's H Schedules, RRUI proposes that all Service Line

installation charges be at "cost," as opposed to the current stated rates of between

$370 and $1,630 for water based on meter size and between $500 and $1,200 for

sewer based on line size. The reason for this request  is that  we are finding the

actual cost  of installat ion far exceeds the exist ing tariff amounts, and can vary

widely based upon the length of the line installation. This results in subsidization

by t ho se  wit h sho r t er  service  line  inst a lla t io n t o  t ho se  wit h lo ng runs fo r

installation. Currently, water service lines 8 inches or greater are at cost per our

existing tariff, so the concept is not new to the utility, we are just requesting that it

be expanded, and that in this instance, growth pays directly for itself

MISCELLANEOUS ISSUES

WHAT IS RRUI'S COMPLIANCE STATUS?

To the best of our knowledge, RRUI is currently in compliance with the rules and

regulations of ADEQ, ADWR, and the ACC. Right before we filed this rate case

we submitted requests for evidence of current compliance to these agencies. We

will provide such evidence to Staff upon receipt

Q- DGES THIS CONCLUDE YOUR DIRECT TESTIMONY?20

21

2.2

Yes

24

26
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Q-

INTRODUCTION AND PURPOSE OF TESTIMONY

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS

My name is Greg Sorensen. My business address is 12725 W. Indian School Road

Suite D-101, Avondale, AZ 85392

Q ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

On behalf of the Applicant Rio Rico Utilities, Inc. ("RRUI" or "Company")

Q BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

5

6

7

8 A. I am employed by Algonquin Water Services ("AWS") db Liberty Water,  as

Director of Operations for the Western Group. AWS and RRUI are both wholly

owned subsidiaries of Liberty Water, Inc. (formerly Algonquin Water Resources of

America)

12 Q- DID YOU PREVIOUSLY PROVIDE TESTIMONY ON BEHALF OF THE

COMPANY IN THIS CASE?

14 A. Yes, my direct testimony was filed on May 21, 2009, with the Company's

application

Q WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?16

17 A. To further support RRUI's application for rate relief by responding to testimony by

the other parties on unaccounted for water, hook up fee tariffs and the proposed

low income tariff

11.

Q-

UNACCOUNTED FOR WATER

WHAT IS UNACCOUNTED FOR WATER?

20

21

22 A. In simple terms, it is water that we know we pumped but which we also know we

did not  sell or otherwise ut ilize. It  is also often referred to as "lost" or "non

account" water. We prefer to avoid the label "lost" water because it implies that

there is something wrong with the system, such as an unrepaired leak, or that we do

not know why any of the water is unaccounted for
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Q- WELL THEN, WHY IS THERE ANY UNACCOUNTED FOR WATER?

Typical sources of non-account water include: Flushing of Fire Hydrants (either by

Staff or Fire Department) for training or firefighting purposes, Flushing of Air

Release Valves (necessary due to the varied elevation of the RRUI system), Main

and Service leaks, testing of new mains, and non-functioning meters. Another less

common source is theft of service.

Q~ WHAT DOES RRU1 DO TO MINIMIZE UNACCOUNTED FOR WATER?

A. RRUI works closely with the local Fire Departments in order to ensure any water

used for firefighting or training is reported, other sources of non-account water are

monitored and tracked closely, and repairs are scheduled as quickly as possible

when a leak is discovered. When a non-functioning meter is found, it is changed

out immediately. All staff are trained to report and record main and service leaks

immediately, and commence the procedure for scheduling repairs, which include

Blue Staking and obtaining necessary permits.

Q- WHAT LEVEL OF UNACCOUNTED WATER DO YOU BELIEVE IS

A.

ACCEPTABLE?

Due to the diverse and dynamic nature of water systems, it is difficult to create one

standard that applies across the board. RRUI strives to keep its non-account water

to a minimum and I think our water loss should be measured in the context of our

system and with consideration of any factors that might impact the levels of non

account water.
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Q- MR. SORENSEN, ARE YOU AN ENGINEER OR OPERATOR?

No, but I supervise the operations of 7 water and wastewater systems in Arizona

In my job, I work with and rely on our operators and engineers daily. My

testimony on unaccounted for water is based on my experience and my

consultation with our operators for RRUI.
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Q- WHAT IS THE LEVEL OF RRUI'S UNACCOUNTED FOR WATER?

A. During the last 7 years since our last test year, RRUI's unaccounted for water has

averaged 6.6 percent annually.' In 2009, the most current year, RRUI's water loss

was 6.3 percent.

Q- THEN WHY ARE YOU ADDRESSING THIS ISSUE IN YOUR REBUTTAL

A.

Q-

A.

TESTIMONY?

Because Staffs engineer has focused solely on the unaccounted for water for 2008

which was 10.22 percent, in malting recommendations that will require us to

undertake unnecessary monitoring and reporting.' This was the ONLY year since

the last test year in which unaccounted for water was greater than 10 percent, and

then it was only 10.22 percent

W HY ARE THE STEPS RECOMMENDED BY STAFF "UNNECESSARY"?

Because we do not have a water loss problem. One year out of seven barely above

10 percent constitutes an anomaly, not a problem, and certainly not a basis for

measures that will increase operating expenses. As I testified, it isn't like we are

ignoring water loss. This is why I do not agree to a one-size fits all standard like

Staff advocates. Some additional analysis should be undertaken before

recommendations are made, especially when the one year Staff looked at was

barely above Staff's 10 percent threshold

Q- DOES THE COMPANY HAVE AN EXPLANATION FOR WHY WATER

LOSS WAS HIGHER IN 2008 THAN IN OTHER YEARS?

A. Our belief is that the volume of water used for Ere suppression and training by the

Fire Departments, as well as the amount of water estimated for some large main

breaks was understated
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I See Exhibit GS-RB1 I

2 Direct Testimony of Jean Liu ("Liu Dt."), Engineering Report for Water ("Water Report") at 5-6
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Q-

HOOK UP FEE TARIFFS

DID RRUI PROPOSE A HUF TARIFF IN ITS DIRECT FILING?

A. Yes, and I testified in support of that tariff in my direct testimony

Q- DOES STAFF SUPPORT THE PROPOSED HUF?

1

2

3

4

5 A. No, according to Staff witnesses Liu and Becker, RRUI refused and failed to

respond to data requests regarding the HUF, therefore Staff claims it could not

make a determination of whether the HUF is reasonable

8 Q- DID RRUI REFUSE TO RESPOND TO DATA REQUEST BY STAFF ON

THE HUF TARIFF?

A. No. Neither Staff witness provides any details about the alleged failure to answer

data requests

Q- DID STAFF SEND DATA REQUESTS REGARDING THE HUF?

10

11

12

13

14

A. Yes, and RRUI timely responded in accordance with the applicable procedural

order. Unfortunately, we still do not know why Staff lacks the information it needs

to evaluate the proposed HUF. Between our data request responses and my

testimony, we have more than supported the proposed HUF

Q- WHAT ABOUT THE OTHER PARTIES?

A. RUCO does not td<e a position on the HUF tariffs Rio Rico Properties, Inc

("Developer") does

Q- WHAT IS THE DEVELOPER'S POSITION?

17

18

19

20

21

22

23

24

A. That a HUF should not be approved until Staff gets the information it requested

But as I testified, Staff was given the information it needed to evaluate the

26

3 Direct Testimony of Greg Sorensen at 10-12; Application at Attachment 2

Liu Dt., Water Report at 8-9 and Engineering Report for Sewer at 6-7, Direct Testimony on rate design
of Gerald Becker ("Becker Rate Design Dt.") at 3, 6

See Company responses to Staff data requests 1.3, 1.11, and 1.14. (Copies of these responses have been
provided to Staff and the intervenerswho requested them.)

°  Direct Testimony of Matthew J. Rowell ("Rowell Dt.") at4:1-3
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Company's request. I do not know why Staff did not evaluate the information we

provided. It does appear though that Mr. Rowels relied exclusively on Staff:"s

testimony rather than conducting an independent investigation of whether Staff"s

testimony was accurate. As I've tesdtied, it is not correct.

Q- ARE YOU FAMILIAR WITH MR. ROWELL?

Yes, he was recently a witness for RUCO in LPSCO's pending rate case. In that

rate case, he relied exclusively on his lay interpretation of my testimony to

conclude that there were design and construction issues with LPSCO's wastewater

treatment plant, and that was clearly not what I had testified to. We now know that

Mr. Rowels is not an engineer, is not an operator, is not an accountant, is not a

lawyer, and he has absolutely no experience running a water or wastewater utility

Mr. Rowell is an "economist" who appears to be testifying on a variety of different

issues in rate cases for utilities, agencies and developers.

Q, ARE YOU SUGGESTING THAT MR. ROWELL IS NOT QUALIFIED TO

OFFER EXPERT TESTIMONY ON HUFS?

A.

Q-

A.

That is not my decision. However, I am troubled by the notion that someone with

virtually no experience in operating a utility can be called to testify to issues as

important as those raised in Mr. Rowell's direct testimony and that his testimony

could have such a detrimental impact on our operations.

OKAY, FAIR ENOUGH MR. SORENSEN. WHAT ISSUES IS

MR. ROWELL RAISING THAT YOU'RE CONCERNED OVER?

First, Mr. Rowell testifies that a HUF is not necessary where the utility has existing

capacity or existing obligations to provide capacity.7 We do not agree. We believe

that a utility should work to balance its total capitalization, and that includes CIAC
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26 7 Id. at 3:7-8, 4:7-9.
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which we would raise through the HUF. The presence of a HUF will assist the

Company to ensure that "growth pays for growth." Obviously, that means that the

developer will be paying more, which is why I imagine RRPI and Mr. Rowell are

opposing the HUF in this case.

However, we believe that approval of a HUF today will reduce customer

rates in the future compared to what they would be otherwise without a HUF

Additionally, while one could argue that the utility could charge a developer under

a main extension agreement (MXA) for central plant needed to provide service, we

anticipate that many additional future customers may connect to the system without

the need for line extension agreements due to their property's location near existing

mains. As such, we couldn't collect funds from them under the MXA. but could

under a HUF. While we may not have to acquire sewer treatment capacity

immediately after this rate case, the funds received from a HUF would help offset

the cost to provide service to those new customers by reducing future rate base in

the context of the next rate case.

Q, SHOULDN'T YOU WAIT UNTIL YOU HAVE SPECIFIC PROJECTS YOU

A.

Q- ABOUT MR. ROWELL'S CONCERN
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A.

NEED TO START CHARGING A HUT?

No. By way of illustration, if we waited until we absolutely need to purchase

capacity to get a HUF in place, then we wouldn't have received funds to purchase

such capacity. In other words, for backbone plant like treatment capacity or water

supply,we need the funds in advance of purchase.

WHAT OVER "EXCESSIVE

RELIANCE" ON HUFS?

I agree that this is a theoretical concern with HUFs, but it is not a concern for

RRUI. The HUF has been designed to ensure that die Company's equity

investment per customer remains approximately the same for new customers as it

6ENNEMORE CRAIG
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was for historically connected customers. This means that the Company will

continue to make investments, and not rely exclusively on HUFs to fund

development because the Company agrees that over-reliance on HUF's/CIAC can

create a weak utility

5 Q, WHO WOULD PAY FOR PLANT THAT RRPI DOES NOT WANT TO

7 A.

FUND?

Presumably the shareholder, which would lead to higher rates for all customers

something we are trying to avoid. Implementation of a HUF would assist in this

endeavor

10 Q- WHAT OTHER ISSUES DO YOU BELIEVE ARE R.AISED BY

MR. ROWELL'S DIRECT TESTIMONY?

A. Mr. Rowell's recommendation that a HUF, if approved, be specified as the only

source of developer funding for off site infrastructure is of great concern to us

12

13

14

15 A.

Q. WHY IS THAT, MR. SORENSEN?

Because under this scenario, the utility would be forced to take unnecessary build

out risk which is more appropriately borne by the developer. In a "normal

utility/developer situation, the parties enter into a line extension agreement far in

advance of the development actually starting, let alone building out. At the time of

such agreement, the developer would pay the HUF for say, 500 lots in his

development. At that moment, the utility has the full obligation to provide service

to all 500 lots, and the responsibility to be able to provide service to those 500

customers whether they come online in 10 months or 10 years. I think we can all

agree that the exact timing of a development build-out is uncertain at best

Id. at 5:10-14, 8:10-11
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However, the amount paid would only account for a portion of the total cost of

central plant necessary to provide service to those 500 lots

Since the HUF is designed to only cover a portion of total plant costs

Mr. Rowell would have the utility exposed for the difference of the total capacity

cost less the HUF. We are not in the development business, do not want significant

build-out risk, and certainly aren't compensated for accepting such risk by this

Commission. Even the most utility-friendly regulatory environments do not grant

ROE's commensurate with the business risk associated with the "development

business.

Q. DO YOU HAVE ANY RELEVANT EXAMPLES YOU CAN PROVIDE?

Yes, the recent Gold Canyon Sewer Company case, where the company

constructed sewer treatment plant capacity for a bargain price in appropriate

quantities to address the planned growth of the area for 5 years, based on all

information available to it at the time. However, as we all know, growth slowed

down after the capacity was constructed, and with the advantage of hindsight, the

Commission deemed certain parts of that capacity as and reduced the

utility's rate base by $1 million. This is just another reason it is RRUI's and

Liberty Water's position that the utility should be allowed to charge the developer

for the full cost of central plant required to serve the development through a

combination of HUFs and LXAs.

"excess,"

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

Q, BUT ISN'T RIO RICO PROPERTIES' CONCERN PREDICATED ON

ALLEGED CONCERN OVER THE SCOPE OF THE TARIFF AND

AMBIGUITY OVER WHAT ADDITIONAL PAYMENTS WILL BE

REQUIRED?

ENNEMORE CRAIG
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PHOENIX
8

A.

I'll



1 A. That is what Mr. Rowels claims in his testimony, but he also declined to explain his

posit ion in full unt il a later date.9 I certainly do not  agree that  the tariff is

In fact , Mr. Rowell's references to our data requestoverbroad or ambiguous.

responses reflect that we have sought to explain these alleged ambiguities in our

tariff

6 Q- WHAT ABOUT MR. ROWELL'S CLAIM THAT THE HUF WOULD

APPLY TO EXISTING SUBDIVISIONS?

8 A. I believe that most HUF tariffs I've seen apply to customers who don't require a

line extension agreement  (fer example a single family dwelling adjacent  to  an

existing line) and who hook-up after the effective date of the tariff, and to those

developments requiring a line extension agreement ,  but  entered into after the

effect ive date of the HUF tar iff. So, provided that  the exist ing subdivision

Mr. Rowell refers to in his testimony has an executed line extension agreement

(approved by the Commission if required) prior to the effective date of the HUF

Tariff. then that subdivision wouldn't apply to the HUF Tariff

16 Q- DO YOU AGREE THAT DEVELOPERS SHOULD GET CREDIT

AGAINST THE HUFS FOR ANY OFF-SITE FACILITIES THE

DEVELOPER HAS CONTRIBUTED?

19 A. I believe that  absent some other requirement of the developer to put in certain

offsite facilities, that if the developer constructs offsite facilities pursuant to an

LXA entered into and subject to the HUF tariff, it  would be reasonable to credit

that HUT for developer constructed offsite facilities necessary for that development

to receive service

Id. at 5:2-4

Id. at 5:27
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Q-

LOW INCOME TARIFF

HAS THE COMPANY PROPOSED A LOW INCOME TARIFF IN THIS

RATE CASE?

A. Yes.

Q- WHAT POSITIONS HAVE THE OTHER PARTIES TAKEN REGARDING

THE LOW INCOME TARIFF?

A. RUCO andRio RicoProperties are silent on the issue. Staff supports a low income

tariff but wants to undertake "additional consideration" because low income tariffs

are new and because the proposed tariff in this case is "different" from those

recently proposed by other utilities.11

Q. DOES STAFF EXPLAIN WHY IT BELIEVES THE LOW INCOME

TARIFF PROPOSED BY RRUI IS "DIFFERENT" THAN THOSE

RECENTLY PROPOSED BY OTHER UTILITIES?

Not at all, which makes it very difficult for us to address their concerns .

IS THE LOW INCOME TARIFF DIFFERENT THAN OTHERS?

Q-

A.

The low income tariff proposed here is modeled after the one used in California by

American States, and the one approved by the Commission last year for Chaparral

City Water Company.12 It is also similar to the low income tariffs we have

proposed in our pending LPSCO and Bella Vista Water rate cases. The only

material difference I am aware of is that we have raised the threshold for

qualification in this case.

WHY IS THAT MR. SORENSEN?

Because we do have certain pockets of lower income housing in our service areas

and we felt it appropriate to raise the qualification limit to minimize the chance of

1

2

3

4

5

6

7

8

9

10

11

12

13

14 A.

15 Q.

16 A.

17

18

19

20

21

22

23

24

25

26
11 Becker Rate Design Dt. at 7:9-11.

12 Direct Testimony of Thomas J. Bourassa -- Rate Base, Income Statement and Rate Design at 18-20.
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those that do not qualify being overburdened by paying for those that do. Still, the

proposed qualification level is 100 percent of the federal poverty line.

Q- WHAT IF STAFF RECOMMENDS AN ALTERNATIVE, AS MR. BECKER

SUGGESTS STAFF MIGHT DO IN HIS DIRECT TESTIMONY?

A. As long as die tariff remains revenue neutral, we welcome suggestions on ways to

improve what we have proposed. Mr. Becker is correct that these tariffs are

relatively new to the Commission, which is why we fol lowed the model

Mr. Bourassa successfully advocated for Chaparral City Water Company in its

recently concluded rate case.

Q» DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

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. Yes.
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Q-

INTRODUCTION AND PURPOSE OF TESTIMONY

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS2

3 A. My name is Greg Sorensen. My business address is 12725 W. Indian School Road

Suite D-101. Avondale. AZ 85392

5 Q- HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN THE INSTANT

CASE?

Yes, my direct  and rebut tal test imony were submit ted in support  of the init ial

application and the rebuttal filing in this docket by Rio Rico Utilities, Inc. ("RRUI

or "Company")

Q- WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY?

7

8

9

10

11 A. To further support RRUI's application for rate relief by responding to testimony by

the other parties on unaccounted for water, hook up fee tariffs and the proposed

low income tariff

14

15

16

17

18

19

20

11.

Q-

NON-ACCOUNT FOR WATER

HAS STAFF MODIFIED ITS POSITION REGARDING NON-ACCOUNT

22

WATER?

Yes,  it  appears that  Staff is no  longer recommending a series of measures to

address non-account water, rather, after reading my rebuttal testimony Mr. Liu now

suggests that RRUI merely make an annual filing reporting that its water loss is

under 10 percent ' We still do not agree with Staff's one-size fits all standard for

non-account water. Our situation actually reflects why it doesn't work. RRUI has

had one year over 10 percent since the last rate case test year of 2002, the test year

at  10.2 percent . In other words, we never had a water loss problem in the first

24

26
Compare Direct Testimony of Jiao W. Liu ("Liu Dt.") at 4, Recommendation 4 with Surrebuttal

Testimony of Jiao W. Liu ("Liu Sb.") at 2: 1-16

ENNEMORE CRAIG
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place. Nevertheless, we will accept Staff's surrebuttal recommendation regarding

non-account water

3 Q- WHAT ABOUT STAFF'S REQUEST THAT RRUI BE ORDERED TO

EXPLAIN IN DETAIL BY MARCH 8. 2010 HOW IT USED ROUGHLY 30

MILLICN GALLONS OF WATER THAT WAS PUMPED BUT NOT

7

8

9

10

11

12

A.

SOLD?

Well, I don't see how we can be ordered to do something by the day before our

rejoinder is due, but I have attached 14 pages of documents that reflect our use of

this amount of water.' The 30 million gallons of water was pumped and not sold

but it is not unaccounted for water as we can clearly account for its use

III.
Q-

LOW INCOME TARIFF

HAVE ANY OF THE OTHER PARTIES ADDRESSED THE PROPOSED

LOW INCOME TARIFF IN THEIR SURREBUTTAL FILINGS?

Mr. Coley testified that RUCO does not oppose the tariff as filed." Mr. Becker

testifies that "Staff recommends approval consistent with its conclusions and

recommendations

Q- IS THIS POSITION CONSISTENT WITH STAFF'S DIRECT FILING?

14

15

16

17

18

19

20

A.

22

Sort of. In his direct testimony, Mr. Becker testified that Staff supports adoption of

a low income tariff but that "additional consideration was required." Staff never

explained how we were supposed to respond to these "additional considerations," a

problem exacerbated by the short time period between the receipt of surrebuttal

testimony and the filing of our rejoinder testimony and timing of the hearing

24 Exhibit GS-RJ1attached hereto

Surrebuttal Testimony of Timothy J. Coley ("Coley Sb.") at 25:22

Surrebuttal Testimony of Gerald W. Becker ("Becker Sb.") at 9:4-6

° Direct Testimony of Gerald W. Becker (Rate Design) at 7:7-1326

ENNEMORE CRAIG
proFessIonAL CURPDRATION

PHOENIX

A.



3

4

5

6

Q-

Meanwhile, it appears that Mr. Becker still has not conducted a thorough analysis

of the record

WHY DO YOU SAY THAT, MR. SORENSEN?

Because Mr. Becker testifies that RRUI "has not supported or explained its

proposal to use 100 percent of the federal poverty level as the eligibility cutoff.

This statement ignores my rebuttal testimony where I explained that we raised the

qualification threshold relative to our other rate cases because RRUI has large

pockets of low income customers.' Before adopting another Staff witness

testimony on the subject of low income tariffs, I would have hoped Mr. Becker

took the time to make sure it applied to this rate case

9

10

11 Q- DOES STAFF MAKE ANY OTHER CRITICISMS OF RRUI'S PROPOSED

13

14

A.

19

20 Q-

A.

Low INCOME TARIFF?

Yes, Mr. Becker is also critical because RRUI did not present any demographic

studies to support its low income tariff." That's true, but I am also informed that's

true of Chaparral City Water, whose low income tariff we modeled ours after. It

needs to be remembered that low income tariffs greatly benefit customers who are

in need, they are not proposed for the benefit of the utility and its shareholders. In

fact, the utility has the added administrative burden of implementing the tariff, as

well as the possible customer relations issues that may come with the tariff.

THE ADMINISTRATIVE FEE WILL COMPENSATE RRUI FOR SOME

OF THOSE COSTS. WON'T IT?

Yes, but it may not compensate us for them fully22

23

24

25

26

Becker Sb. at 6:7-10

7 Rebuttal Testimony of Greg Sorensen ("Sorensen Rb.") at 10: 15 - 11:2

Compare Becker Sb. at 3:7 .- 9:6 with Direct Testimony of Gary T. McMuny ("McMurry Dt."), filed
February 12, 2010 in Docket No. SW-04305A-09-0291, at 17:1 --- 23:10

Becker Sb. at 5: 18-23

ENNEMORE CRAIG
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1 Q-

4

HOW DO YOU RESPOND TO MR. BECKER'S TESTIMONY THAT THE

FEE AND SURCHARGE MECHANISMS ARE NOT CLEARLY

EXPLAINED?

Again, I would direct Mr. Becker to the record, in this case Mr. Bourassa's direct

testimony. Mr. Bourassa explained the fee and surcharge mechanism in detail in

his direct testimony.w Most importantly, he testified that it is the same thing as the

Commission approved in Chaparral City's recent rate case. Frankly, I don't know

why Staff has a problem with something that is consistent with recent precedent

and which Staff has supported without concern in our other recent rate case for

LPSCO. I also have a lot of concern over Mr. Becker's very confusing discussion

of the fee and surcharge and what should and should not be recovered

Mr. Becker's vague recommendations do not provide a basis for modification of

our proposal, which is intended to be helpful to customers in need, and revenue

neutral to the Company, while being consistent with recent Commission approval

We see no need to reinvent the wheel

16 Q- BUT YOU DID TESTIFY THAT RRUI WAS OPEN TO SUGGESTIONS ON

LOW INCOME TARIFFS, DIDN'T YOU?

18

19

A. Yes. We recognize these low income tariffs are new and we welcome suggestions

to improve the tatifff2 We are committed to working with our customers and

providing high levels of service, including low-income customers

24 Direct Testimony of Thomas J. Bourassa (Rate Base, Income Statement and Rate Design) ("Bourassa
Dt.") at 18-21

See Becker Sb. at 7:1 - 8:18

Sorensen Rb. at 11:3-9
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1 Q-

7 Q-

9

10

11

12

Iv.

Q-

14

15

16

A.

18

19

20

Q-

22

24

WHAT ABOUT STAFF'S RECOMMENDED CAP ON THE NUMBER OF

PARTICIPANTS?

understand Staffs position. But I am also concerned about how we might explain

to the first and second and "nth" person rejected for the low income tariff program

why they were rejected. Still, since these programs are new and largely untested

we do not oppose Staffs recommended participation caps

WHAT ABOUT STAFF'S OTHER RECOMMENDED CHANGES?

Staffs recommendation for recertification is a good idea I believe they

recommend an annual certification be filed by each enrollee in the program, and

that is acceptable to the Company

HOOK-UP FEE TARIFF

WHAT ARE THE POSITIONS OF STAFF, RUCO AND THE

INTERVENOR RRPI ON THE COMPANY'S REQUESTED HUF TARIFF?

Staff and RUCO oppose the HUF, which generally surprises me as I would have

thought that both Staff and RUCO supported the idea that growth should pay for

itself in order to keep rates as low as reasonably possible. RRPI's position is less

clear

WHY IS THAT?

Mr. Rowell testifies that Avatar, the developer's parent company, is not "opposed

to funding some portion of necessary new capacity through a HUF or through

contributed plant or contributed capacity," but Avatar does not want to pay more

than a "reasonable" portion of that cost." Unfortunately, Mr. Rowell never says

what CARPI's recommendation actually is .- no HUF or their HUF. If it is the latter

hope the Commission isn't going to allow the developer of some 95 percent of the

McMurry Dt. at 20: 12-15

Surrebuttal Testimony of Matthew J. Rowels ("Rowell Sb.") at 11:4-9

ENNEMORE CRAIG
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Q-

DOES RUCO FOR OPPOSING

4

5

6

7 A.

land within our CCN to decide its own "reasonable" level of contribution to off-site

plant. This is especially Mle given that Mr. Rowell's testimony is largely

erroneous as I explain below

OKAY, LET'S TURN TO THE SPECIFIC POSITIONS OF THE PARTIES

WHAT REASON GIVE THE HUF

TARIFF?

RUCO opposes the language in our proposed tariff providing that amounts

collected under the HUF will not be recorded as CIAC until expended

Q- WHY IS THIS PROVISION IN RRUI'S PROPOSED HUF TARIFF?

A.

Q.

9

10

11

12

13

14

A.

Because we understand that the Commission now views unexpended HUF funds as

a deduction from rate base

BUT ISN'T CIAC ALWAYS A DEDUCTION FROM RATE BASE?

When there is offsetting plant recorded in plant in service, yes. But until the plant

is built and included in plant in service, deducting CIAC from rate base simply

punishes the utility for having a HUF

Q, DOES RRUI HAVE ANY AUTHORITY TO SUPPORT ITS POSITION?16

17 A.

19

20

Yes, our reading of the NARUC definition supports our view that HUF funds are

not "CIAC" until the money has been expended for plant. I have attached a copy

of the relevant section of the NARUC Guidelines to my testimony as Exhibit

GS-RJ2. Specifically, we are focused on the language that says that something is

CIAC when it is "utilized to offset the acquisition, improvement or construction

(emphasis added). In sum, I don't see how anyone can complain that CIAC

shouldn't be recorded until it is expended. What else can NARUC mean by

offset"'?

Coley Sb.at 26: 1-3 referencing Direct Testimony of Timothy J. Coley (Required Revenue) at 53

ENNEMORE CRAIG
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1 Q-

3

WHAT ABOUT RUCO'S POINT THAT RRUI BENEFITS BY HAVING

USEOF NON-INVESTOR FUNDS?

I don't see how we have any tangible benefit. The interest on the funds stays with

the HUF account. The funds are used to build plant needed by a developer with no

assurance that the development will be timely built. And, as RUCO itself says, if

we don't spend them, we lose an equivalent amount of rate base. I don't see that as

a benefit that justifies penalizing the utility for trying to better ensure growth pays

for Itself.

9 Q- THANK YOU MR. SORENSEN. LET'S TURN NOW TO STAFF'S

OPPOSITION TO THE HUF. IN DIRECT, MR. LIU COMPLAINED THAT

THE COMPANY FAILED TO ANSWER DATA REQUESTS. IS THAT

STILL HIS POSITION?

13 It is our understanding that Mr. Liu isn't saying we never responded to data

requests, rather he is saying we could not provide the specific information he

requested

16 Q. WHAT INFORMATION DID HE WANT THAT RRUI COULD NOT

PROVIDE?

18 Mr. Liu testifies that Staff "must low" what plant items will be funded with

20

21

Q- WHY "MUST" STAFF HAVE THIS INFORMATION?

Mr. Liu provides an example of a situation where the HUFs could be used for plant

that does not benefit the system as a whole

Liu Sb. at 3:8-9

Id. at 3:10-12
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Q- DO YOU AGREE WITH THIS TESTIMONY?1

2

3

4

A. No, for several reasons. For starters, I do not see any basis for Mr. Liu to testify

that it is "very likely" that we will use HUFs to build booster stations that do not

benefit the entire system. Mr. Liu is speculating because booster stations are one

of the items included in the tariff. Other plant items for RRUI's water division

include piping, storage, treatment and wells. For all we know, booster stations for

new development on the mountains would be part of line extension agreements

8 Q~ WAIT A MINUTE, MR. SORENSEN. WHAT ABOUT MR. LIU'S

TESTIMONY THAT THE HUF SHOULD COVER EVERYTHING?

10

11

12

14

Mr. Liu testifies that "the hookup fee should be calculated to cover all necessary

Off-site facilities If Mr. Liu is claiming that all costs for all off-site plant

including things like wells and wastewater treatment capacity, are to be funded

solely with CIAC from HUFs, obviously we disagree. There are a number of

problems with such a scenario, like availability of funds when needed, not to

mention that a utility funded solely with CIAC will end up with no rate base, an

unhealthy financial predicament

Q- GKAY, THANK you. PLEASE CONTINUE WITH YOUR DISCUSSION

OF WHY YOU DISAGREE WITH MR. LIU'S TESTIMONY REGARDING

THE NEED TO IDENTIFY SPECIFIC PLANT ITEMS TO BE FUNDED

WITH HUFS?

17

18

19

20

21

22

A.

19

24

As I mentioned. facilities that we do not have and would not need but for a new

applicant for service, including specifically facilities for "pressure" can be covered

by main extension agreements. This further undermines Mr. Liu's speculation

that HUFs will be used to build plant that does not benefit the whole system

Id. at 5:5-6

R14-2-406.B.1
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Q- DO YOU AGREE THAT HUF FUNDS ARE LIMITED TO

EXPENDITURES THAT BENEFIT THE ENTIRE SYSTEM?

Not in a strict sense. For instance, if a sewer utility provider has a 500,000 gallon

treatment plant, and builds another 500,000 gallon treatment plant on the other side

of its CCN, do the customers whose wastewater flows to the first plant benefit from

the new plant? Not directly. But isn't the goal to spread the costs of service over

the entire system in a non-discriminatory manner? We do not charge our

customers in the hills higher rates because it requires more power to push water

uphill. I think the idea is that we use HUT funds as part of the cost of funding

backbone plant, which is one more way for growth to pay for growth, which keeps

rates down because CIAC does not add to rate base.

Q. OKAY, BUT IS  MR. LIU CORRECT THAT, EVEN IF A HUF IS

APPROVED, RRUI STILL INTENDS TO REQUIRE ADDITIONAL FUNDS

FROM DEVELOPERS AND OTHER APPLICANTS FOR SERVICE?

Mr. Liu is correct." We do not agree that HUFs should be the sole source of

funding for off-site or backbone plant, nor do we agree that a HUT should be the

sole means of requiring applicants to fund plant upgrades needed to serve new

development. We are not aware of any authority that says a HUF tariff abridges

our rights under the main extension rules, R14-2-406 and -606, and the idea is

inconsistent with the idea that growth should pay for growth.

HOW DO YOU RESPOND TO MR. LIU'S TESTIMONY THAT RRUI

DOES NOT NEED A HUF BECAUSE IT ALREADY HAS ADEQUATE

TREATMENT CAPACITY FOR SEWER AND ADEQUATE STORAGE

AND PRODUCTION CAPACITY FOR WATER?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 Q,

22

23

24

25

26 20 Liu sh. at 5:1-6.
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I can't even begin to respond to Mr. Liu's claim that we have adequate wastewater

treatment capacity because all he says is that we send most of our wastewater to the

NIWTP for treatment." That is true, but we only have the right to 550,000 god of

treatMent and we do not know if more will be available and at what price. The

peak month average flow to the NIWTP during the test year was approximately

461,000 god, or roughly 84 percent of our purchased capacity. The totalcommitted

capacity (existing homes connected to our system but currently vacant) is currently

86%, excluding peak flows. Without a HUF to .secure additional treatMent

capacity for new connections, RRUI's existing customers would be essentially

paying the way for developers to build in Rio Rico. We do not wish to burden our

existing ratepayers with the cost of new development.

On the water side, I have reviewed Mr. Liu's calculation," discussed them

with our engineers and operators, and must disagree with his results. His analysis

utilizes ADEQ Bulletin 10 storage and supply sizing, which is a good generic

basis, in absence of better, more system-specific information. Based on actual data

and RRUI's Master Plan criteria, existing supply capacity at the end of the Test

Year was 5.112 MG, excluding fire flow and with the largest well out of service.

RRUI's committed capacity requirement (demand) at the end of the test year

equaled 5.185 MG, resulting in a supply shortage of 73,000 gallons. RRUI's

Storage capacity, again based on actual data and Master Plan criteria, resulted in a

storage shortage of 680,000 gallons. The key is that our analysis (attached) uses

system specific information contained in the Master Plan for the utility. In absence

of this information, I could understand Mr. Liu using the generic analysis

methodology of Bulletin 10 as he did. However, Bulletin 10 even states:

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

21 ld. at4:10-25.

22 Liu sh at Attaclnnent 4.
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The poll o f
new
reason,
bulletin to
deviate from the cr iter ia, the exact nature o
a'werences shall be noted in the Design Report. T e scienty'ic basis
for the reposed
practice
just i
be t e responsibility of the applicant.

o the Department is to encourage, rather than obstruct
met o s and equipment for water suppl For this

guidance documentation is included in the engineering
furnish the basis for the criteria. If it is proposed to

hf the proposed

change, including computations, and available
experience on similar installations, shall be included. The

cation and burden ofprooffor deviations from standards shall

systems.

Our October 2008 Master Plan, developed by Westland Resources (Tucson),

provides the basis and assumptions regarding the capacity requirements for the

RRUI Water System. Mr. Liu's analysis is inconsistent  with our Master Plan

("MP"). Fo r  example ,  t he  MP co nver t s  co mmercia l co nnect io ns t o  EDU

(equivalent dwelling units) to recognize that not all connections generate equal

demands on the system water supply and storage (see page 13 from MP - Rio Rico

Water  System, Master  Plan (Revision No.  1) ,  at t ached as Exhibit GS-RJ4),

WestLand Resources,  Inc. ,  October  2008) . Mr .  Liu 's  analysis  t r ea t s  a ll

connections equally. The MP uses historical system averages for water use per

capita and number of people per home to alive at demand figures. There is also a

difference between using a peaking factor of 1.25 t imes average peak-month

demand per Mr. Liu and using 2.0 times average annual day demand (MP).  For

storage, Mr. Liu excluded fire flow storage from his calculations, while the MP

stat es t hat  "new syst em development s will most  likely be regulat ed by fire

jurisdict ion under more current  requirements which may require upsizing some

facilit ies (MP page 21, sect ion 3.2). Overall,  using the MP methodology, we

actually have a slight storage and water supply deficit . I fear that  if we tried to

double our number of customers (demand) while keeping the same storage and

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
23 See Engineering Bulletin No. 10, Guidelines for the Construction of Water Systems, ADEQ, May 1978,
pp. 1-12, copy attached as Exhibit GS-RJ3.
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supply infrastructure, as Mr. Liu states we could, I wouldn't be able to find any

licensed operators willing to run the system as they would fear losing their license

due to the almost certain outages and water shortages which would occur.

Q- WHY DIDN'T STAFF CONSIDER THE MASTER PLAN?

A. Staff never asked us for it, so I assume they didn't have it. And franldy, we had no

idea it was germane until a week ago when we saw Mr. Liu's calculation attached

to his surrebuttal testimony.

Q- FINALLY, WITH RESPECT TO MR. ROWELL'S SURREBUTTAL, DO

YOU AGREE THAT RRU1 ALREADY HAS TOO MUCH CIAC?

1

2

3

4

5

6

7

8

9

10 A.

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

No. Mr. Rowell seems to have high-jacked the term we used - "balance"

order to suggest that we simply meant a 50/50 equal proportion between equity and

debt. We meant absolutely nothing of the sort. I think what we have said all along

is, as simply as we can make it, as follows.

The total cost of providing service to homes will vary dramatically

depending on a number of factors like density, topography, remoteness, lot sizes

distance to treatment or supply source, environmental factors, scale, suitable

technology, and more additional factors than I could possibly think of myself. At

the same time, everyone, the utility, the ratepayers, the regulators, even RUCO and

the developers, desire that monthly utility bills fall within an "acceptable" range

Now, the thing most likely to impact the monthly bill in a significant manner is the

portion of the revenue requirement needed to provide the return on and of

investment in rate base. This presents us with the opportunity to "balance" who

iiunds plant investment, when and how. That is what I believe I have testified to

and the position Liberty Water has maintained in three rate cases running now.
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Q, IDO

A.

THANK YOU FOR THAT CLARIFICATION, MR. SORENSEN.

HAVE TWO FOLLOW-UP QUESTIONS. FIRST, CAN YOU DEFINE

"ACCEPTABLE" RANGE AS YOU USED THE TERMS?

Yes, I am spealdng in a "macro" sense. By that I mean, I am not speaking about

the ever present debate over cost of capital, DITs, rate case expense, or any other

single or even combined rate base component or expense. What we mean by an

acceptable range is reflected in the balancing act we have to do to avoid using 100

percent investor supplied capital, in any form. In this case, we have more than $46

million of total plant in service, over $25 million of which was funded with

developer-capital.24 Can you imagine how much the rates would be if we had an

additional $25 million of investor funded plant in rate base? We have envisioned

these higher rates, and that is why Liberty Water has sought similar HUF tariffs in

every one of its pending rate cases - to maximize our ability to fund plant

additions with a balance of capital that ensures rates stay within an acceptable

range. And your second follow-up question, counselor?

Q- AREN'T OPERATING EXPENSES A SIGNIFICANT DETERMINATE OF

THE REVENUE REQUIREMENT?

Of course, but we pay for them out of revenues from sales of utility service, and

they do not tend to change "dramatically" over short periods of time absent

external forces. Therefore, while they are important to ratemaking, they are not

really germane to the HUF tariff.

Q- OKAY, CONTINUING WITH YOUR RESPONSE TO MR. ROWELL, CAN

YOU PROVIDE AN ILLUSTRATION OF WHAT YOU MEAN BY USING

HUFS TO BALANCE THE COST OF FUNDING PLANT?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 A .

19

20

21

22

23

24

25

26 24 Company Rejoinder Schedules B-1 (water and wastewater) .
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Yes, in this rate case, I believe our total asset base per customer is $5,418 for

wastewater and $5,156 for water, of which $3,022 and $2,065 respectively is

equity or rate base, and the remaining $2,198 and $3,091 is CIAC and/or AIAC.

This is roughly a 56/44 split for sewer and 40/60 split for water. If we rely less on

CIAC and bring this ratio to 70/30, and assuming no depreciation, and that taxes

and operating expenses remain the same, our rates for utility service would

increase by 25% for sewer and 75% for water over our current proposal. In other

words, if we receive less money from the developer, our ratepayers pay higher

rates.

And that is really the fundamental difference between RRUI and RRPI on

this issue. We are trying to keep the rates as low as we reasonably can, and CIAC

and AIAC funding is a way to do this without the level of service suffering. In

contrast, it appears thatRRPI wants to pay as little as possible at the expense of the

shareholder first and then the ratepayers .

Q~ EVEN ASSUMING EVERYTHING YOU SAID IS CORRECT MR.

SORENSEN, HOW DO YOU RECONCILE MR. ROWELL'S TESTIMONY

THAT YOU ALREADY HAVE 43 PERCENT AND 59 PERCENT CIAC IN

YOUR TOTAL CAPITALIZATION, WHICH AMOUNT IS HIGHER THAN

A NUMBER OF COMPARABLE UTILITIES?

1

2

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Mr. Rowell is focusing on the amount of CIAC per customer. As a person

representing a developer, his perspective is understandable. However, the focus

shouldn't be on CIAC per customer, but on investment (or non-CIAC per

customer) per customer. As I discussed above, the amount of shareholder

investment per customer is what can most substantially impact the rates our

customers pay. This means that the utility and the regulators must work together to

ENNEMORE CRAIG
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ensure that the investment per customer is kept at a level where the resulting rates

are within an "acceptable" range.

I have also attached a schedule (Exhibit GS-RJ5) which demonstrated that

the Company's non-CIAC and non-AIAC per customer is in line with other

utilities, as selected by Mr. Rowell, in the state. In contrast to Mr. Rowell's views,

we believe that having the developer supply the difference between the total cost of

providing service to the lot and the company target investment component is

entirely appropriate, and we cannot achieve the right balance for this utility without

a HUF tariff.

Q- WHAT ABOUT MR. ROWELL'S TESTIMONY THAT RRUI WAS

SUPPOSED TO FILE A REVISED HUF TARIFF?

Mr. Rowell's suggestion was based upon discussions between our lawyers.25

While RRUI and RRPI have had discussions, and I assume if those discussions had

borne any fruit, a revised HUF tariff might have been filed. To date, however, all

we see is that RRPI, the developer, wants to reduce the applicability of the HUF,

likely in an attempt to pay as little as possible for the costs of additional plant

needed to serve their continued development in our CCN.

WHAT'S WRONG WITH THAT?

Nothing, if you are the developer trying to develop at as low a cost as possible to

maximize profit. That is clearly Mr. Rowell's client's motivation, as Mr. Rowell

says himself - "it is the utility's responsibility, not the developer's, to provide off-

site plant."26 Mr. Rowell ignores that HUT and extension agreements are common

means of making the developer responsible for funding plant, including off-site

plant, needed to serve new applicants for service within a CCN, and that funding

1
2
3
4
5
6
7
8
9

10
11

12
13
14
15
16
17
18 Q.
19 A.
20
21
22
23
24
25
26

z5 Rowels Sb. at 6:8-15.

26 Id. at 9:18-19.
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comes before the design, build and operate phases. We do not believe we are

obligated to take "build out risk" by building plant for development that might

happen. I certainly have not heard of the Commission considering these risks in

the cost of equity analysis. AndI do know that this Commission does not believe it

has to allow such plant investment to go into rate base if the growth does not

occur." Mr. Rowell may not be aware of the Commission's recent decision for

RRUI's affiliate, Gold Canyon Sewer, even though I discussed it in my rebuttal

testimony."

In any event, what Mr. Rowell is really advocating is that we take the risk

by funding the entire cost of off-site plant needed to serve new development by

RRPI. Then, if the growth does not occur such that the plant is used and useful,

either we lose our investment until it is, or our ratepayers pick up the tab for the

risk of RRPI's investments. Again, what's good for the developer is not

necessarily good for the utility and its ratepayers.

Q- DOESN'T MR. ROWELL ALSO TESTIFY THAT IF A HUF TARIFF IS

APPROVED, RRUI SHOULD NOT BE ALLOWED TO ALSO REQUIRE

FUNDING UNDER AN EXTENSION AGREEMENT?

A. Like Mr. Liu, Mr. Rowell does not provide any authority for this "growth does not

pay for growth" philosophy." Our disagreement with this position is discussed

above.
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27 See Gold Canyon Sewer Company, Docket No. SW-02519A-06-0015.

28 Sorensen Rb. at 8:10-20.

29 Rowell sh. at 6: 17-24.
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1 Q- WHAT ABOUT MR. ROWELL'S PROPOSED LIMITATIONS ON WHO

3

PAYS THE HUF?

I think they are overly broad. First, let me say, we have no intention of "double

dipping." For example, if RRPI secured wells or treatment capacity, we do not see

why they cannot contribute those in lieu of HUFs or funding under an extension

agreement." They know this to be our position. As for subdivisions where an

extension agreement predates the approval of the HUF tariff, or a subdivision

where some lots are already being served, we do not support some sort of total

prohibition as Mr. Rowell suggests

10

11

12

Q- WHY DO YOU DISAGREE?

14

16

17

19

20

22

24

Because what Mr. Rowell is suggesting is that a developer can enter into an

extension agreement and then wait decades to finish his development all the while

claiming he has already funded what is needed. How do we know that the facilities

he built or funded way back when are still adequate to accept new connections

whether they be in-fill lots or new subdivisions? Things change, like the manner in

which facilities are built, the materials, the regulatory requirements and the cost

So, while I agree with Mr. Rowell that a utility should not be able to make

developers pay for the same facilities twice, that does not mean that they can keep

things on-hold indefinitely. However, we have not been provided a listing of what

extension agreements RRPI believes are outstanding and for what areas they

believe they have already advanced or contributed off-site facilities. Normally, the

utility should track all that type of information, but in this case, it is RRPI's parent

company who was the previous owner of RRUI as well. As such, l would think

they certainly are aware of what they believe is covered. I would be interested in

26

Id. at 8:6-8

Id. at 1-4
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seeing such a listing, although even with an adequate listing of what they have

contributed or advanced though, I would find it difficult to accept that an extension

agreement from 1992 between the affiliated developer and utility should bind the

utility to provide off-site facilities for all-time, regardless of actual build-out

timeframe

6 Q- GIVEN WHAT APPEAR TO BE FUNDAMENTAL DIFFERENCES OF

VIEW WITH RRPI. ARE ANY OF RRPI'S PROPOSED HUF TARIFF

CHANGES ACCEPTABLE TO RRUI?

9

10

Yes, as I mentioned, making it explicit that a developer can do an in-kind or in-lieu

contribution of plant rather than cash, under a HUF or an extension agreement, is

entirely appropriate

Q- DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY?12

13

14

Yes

19

20

22

24
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Rio Rico Utilities, Inc
Docket No. WS-02676A-09-0257

GREG SORENSEN
REJOINDER TESTIMONY

March 9. 2010

Exhibit GS-RJ1
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RRUI Accounted For Lost Water, 2008

January

February

March

April

1.0344 MG

1.0248 MG
0.942 MG

4.307 MG
1.362 MG

1.066 MG

1.125 MG

2.393 MG
2.353 MG
5.291 MG
5.844 MG

3.781 MG

August
September

October
November
December

2008 Total 30.5232 MG
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WATER Loss Feb-08

Breaks, Mains, Services & Hydrants
Amount

24 HRS

18 I-[RS

0.0144
0.0108
0.006
0.024
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0 009
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0.018

0.0096

III SVC VEREDA pA11zL 10Gpm2)<
.1 - I v CAM cAnG1zEtc 1oGptv1x

2 1/2" SVC SYKES
6"w1A1n w 1=Ro1~rr

6"1viAIN W FRONT
3/4"SVC MENTA
3/4"SVC VIAPUEBLA
3/4"SVC YAVAPA1
3"SVC WELL 8

1"SVC ESPUELAS

100GpmJ< IHRS
400Gpwc IHRS
3ooevmx ll-IRs
50GPMX 1 HRS
s oev wc  : Has
50Gphm{ arms
3ooormx ums
40Gp1~a1< 4H1zs

0.1188
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0.085
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1 ..._I;1y~glruu1ts

*~.3.1_RIQ Rico FIRE DEPTus ..... FIRE DEPT

8,8641

at

Brcssks. Mains. Services & Hydrants

l n SVC

1" SVC
4" MAIN
ll! SVC
ll! SVC
1" SVC
'lit SVC

1" SVC
1* SVC
Zn ARV

.Flushing

Total

IIU8MD

i>ifQ4'rE:R. L o s s

1\AART]NETTE
RUTA CAMERA

RAMANOTE

AGUTLAR
RIC Waco DR

HOPKINS

FBO CT
PINO CT
PENDLETQN

AGOSTO

5'IELR1GAT

G A T

8"
Y

11

s e r v e
SGPMX
20Gpm:<

2GPMX

ZGPMX
scvmx
SGPMX
l GPMX
scpmx
ZOGPMX

6 HRS
3.5 HRS
4.5 HRS
8 His
S HRS
6 HRS
6 Has
IISHRS
6 ems
4.5 HRS

II

M a r - 0 8

Sheetl

Amount

Amount

Agn0ullt

0.28
0.25

0.001

0.001

0.005

0.001

0.001

0.002

0.001

0,001

0.001

0.005

0.004
0.794

Amount

0.019

Page I

0.024
0.085

0).()59

0.022
0.014
0.004
0.027
0.001
0.00 i
0.001

0.942
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Breaks, Mains, Services & Hydrants

1 an SVC MONTOSA

4-- MAN DiNGO
3/4" SVC GLORIOSA

1" SVC GILBERTO

in  s vc PALENQUE
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16~.mAnt w FRONTAGE
Fe" MMD4 w FRONTAGE

In SVC DURA
16" MAIN COATNvIUNDI

PEND/MAR
ALONDRA
CAROLA}vWI

WATER

PATIO
COMA
COATIMUNDI

r

?

,,-

€*qn~1' fn

stunG

R x

LOSS
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Apr-08

Sheetl

Amount

Amount

Page 1

Amount
0.23

0.25
0.3 l

0.004
0.794

Amount

0.009
0.108
0.065
0.014

0.009
0.009
0.006
0.024
0,029
0.014
0.189
0.105
0.007
0.024
0.005
0.009
0.009
0.003
0.009
0.005

0.652

0.026

0.038
1.6

1.664

0.042
0.021
0.004

0.027
0.001

0.001
0.001

1.1
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.r
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Breaks, Mains, Services & H]'drants

1 ' svc
In svc
1" SVC
l ' S V C
in Svc
1.!€.SVC
i.§g?§VC

svc
1'5"SYC
iil.§vc

Iii;

s vc .

SVC

WATER

IGHRS
5 HRS
4.5 URS

511Rs
101m8

5 HRS
5 ems
7 HRS
7 HRS
3.5 HRS
3.5 ems
3.5 HRS
l7 HRS
8 HRS
2.5 HRS

M ay-08

Sheets

'\mount

,¢:» ...;

444 Soda Lane IOGPMX
1235 Glodosa 10Gpmx
1214 Aguilar IOGPMX
CelleCapela IOGPMX
Homos Ct SGPMJC
565 Arviso 10Gpmx
353 Maguilico 4 oc p m x
27 Rene IOGPMX
1408Cue vo SGPMX
1413 Cuervo 15GPND€
1360 Marlinette IOGPMX
Belita 15GPMX
Pisnzcn SGPMX
Plexus SGPMX
1020 Aventura 20GPMX
1372 Martinette 15-GPMX
450 Lwhuza SGPMC

Sykes Cir 25GPMX
Pjqogordo SGPMX
WPS68z8l overflow

17 HRS

5 ems

17 HRS

<884I

Amount

swf

A1110l\llt

Amount

0.001

FI'

EIREDEPT

Page 1



Sheetl

WATER LOSS Jun-08

Breaks, Mains, Services & Hydrants
Amount

l

1 " SVC

1" SVC
ll! SVC
lit SVC
1" SVC
1" SVC

1" SVC
v' SVC
ii" Main

I

.o .

. -

, . ._.

. la SVC
'In SVC

.-1".$vc
.  l" 'SVC

Leno/Willow IOGPMX 8.5 HRS
Victoria Lane IOGPMX 48 ems

315 Mag1'\i§00 10Gp1v1x 4.5 HRS
919 Rosamorada lOGPMX 5 HRS
1216 Aguilar 5GPMX 10 HRS
Urano Ct IOGPMX 6 HRS
1293 Tubutana IOGPMX 25 HRS
1299 Tubutana IOGPMX 25 t s
WP 81 ZOOGPMX 2 HRS
420 Oriol ISGPMX 3.5 HRS
891 LOS Mochas IOGPMX 5 ems
Modena Prod. 15GPMJ< 9 mms
50 Pesquiera IOGPMX 17 IBIS
WP568c81 overflow

0.005

0.029
0.004
0.003
0.003

0.004
0.015
0.015

0.025
0.005
0.003
0.008
0.004
0.015
0.138

Total

. .Flushing Amount

\Qr.8! J

l *<.:',|_, '"J'
4 .

I  4 4.

Hydrants
RIO RICO FIRB DEPT

FIRE DEPT

0.025
0.034

0.059

Amount
0.25
0.24
0.29

0.005
0.785

Amount

j.sHyDRAms
0.03

0.018
0.004
0.029
0.001
0.001
0.001

W IGAT
IRRIGAT
IRRIGAT

0.084
J

1.066

Q

OU

1 4-

~\
1

8?
¢ .*l

.*\*¢

if'
,-''~.

994.41

Page I



Sheets

WATER LOSS Ju4-08

Breaks. Mains, Services & Hydrant< Amount

1 n SVC
In SVC
'Ill SVC

IN SVC
1" SVC

r Q
1

a
g

ll! SVC
ll! SVC
In SVC
lit SVC
in SVC
In SVC
in SVC
Ill SVC
1* SVC
ll SVC
In SVC
la SVC
Total

Ave Gutierrez ZOGPMX 5 HRS
15 Kents IOGPMX 10 HRS
Cam Veucejo ZOGPMX 6 HRS
1029 Cir Aveuturz IOGPMX 51-1RS
1172 Ave Leon 25GPMX 7 HRS
1176 Ave Leon ISGPMX 6 HRS
S29 Pso Petirojo 10Gpmx 25 Has
Embarcadero/Cab: SOGPMX 25 HRS
Yest Cl ZOGPMX 12 Has
1404 Celle C\1¢W( ISGPMX 5 HRS
434 Ave Garza IOGPMX 5 HRS
Robalo 15GPIvD{ 9 HRS
1206 Cir Aguilar 10Gpm>< 27 Has
916 Pro Los Moch 15Gpm>< 16 HRS
433 Cam Veuoejo 1oGpm3< 10 Hlzs
1188 Ave Leon 10Gpmx 8 ems
1186 Ave Leon IOGPMX 81-ms

0.006
0.006
0.007
0 003

0.011
0.005
0015
0.045
0.015
0.006

0.003
0.008
0.016
0.015
0.006
0.005
0.005
0. l77

Flushing Amount
4.! a

-?§,
l

43%

. ijldranis
810RICO FIRE DEPT

TUBAC Mn DEPT
0.026
0.033

r

a

\ a Io
1

5
s

cQ

°=l,a¢
°,.4 Iv

9 •

4 1.

454
§ r

Q 8

9"'s 1rr

0.059

Amount
0.25
0.26
0,29

0.005
0.805

Amount

§[A'RIOU$ HYDRANTS

0.03
0.018
0.004
0.029

0.001
0.001
0.001

CHAI eggs
IRRIGAT

IRRIGAT
IRBIGAT

\
0.084

* v

1.125

|\¢
;1u\¢
Sr$

A a
of

r

j
I'

! l
\ a \

Page 1
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4344
-kg»
S \

1:. ludo FIRE DEPT
FIRE DEPT

Breaks, Mains, Services & Hydrants

I " SVC
l 1/2" Nip
16" M8iH

1 1/2" SV
1 l/2" SV

in SVC
I"SVC
I" SVC
In SVC
1" SVC
laSVC
1"SVC
ll! SVC
1" SVC
In SVC
in SVC
1i°.8V0
l"~SVC
Total

Flushing

113 Pisis Ct 75GPMX 3 DAYS
pwpl 170GPMX 3 HRS
Coatirnundi 174oGp1vn 5 ans

C Ave Garza 110GPMX 3 HRS
C Cumpas 170GPMX 3 HRS

491 Alondra 60GPMX 6 HRS
457 Chart 50GPMX 5 HRS
313 Magniioo 60GPMX 6 HRS

1176 Leon 200GPMX 12 HRS
374 Sorrento IZSGPMX 8 HRS
173 Embarcadero SOGPMX 18 HRS
556 Kansas 7SGPMX 5 HRS
91 Cir Aguilar 75GPMX 12 HRS
880 Zapotcc 7SGPMX 7 HRS
Via Papantla 75GPMX 5 I-ms
1268 Chubasoo 75GPMX 8 ans
1203 Juan I-*¢88*l"75GPM7( 6 I-IRS
46 Pesquiera '75GplvD{ 8 HRS

WATER LOSS Aug-08

Sheets

Amount

Amount

0.324
0.028
0.522

0.028
0.028
0.025
0.015
0.022
0.144

0.062
0.054
0.023
0.054
0.032
0.023
0.036
0.027
0.036
1.483

0.026
0.033

I
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Sheetl

WATER LOSS Sep-08

Breaks, Mains, Services viz Hydrants Amount

1 ll SVC
} uSVC
I If SVC
l n SVC

1 ll SVC

1" SVC
1" SVC

I" SVC
1" SVC
1" SVC
l" SVC
1" SVC
l" SVC
1" SVC
1" SVC
1" SVC
1" SVC

485 Seudero Lora
1240 Salsa Ct
141 I Cam Mila ro
407 Hopkins
434 Guuion Ct

314 Cam Magnifico
1083 Cir Montoya
1432 Podal' ct
288 Cam Iosefna
1235 S Pendleton
444 Soda Lane
1245 Bellona Ct
909 Celle Calabasas
1360 Cam Faja
1475 Via San Cayetano

415 Bun' Ct
144 Via Orquidea

1sGpw<

75GPMX
75GphD(
3sGpmx

s s e r w c
60Gpw<
75GPT~D{
60Gpmx
75GPl\D{
SSGPMX
5oGpmx
1SGPMX
75GpM]{
6SGPMX
75GPMJ<
75GPMX
7sGpmx

ISHRS
8 HRS
12 HRS
36 HRS

24 I-IRS
16 HRS
48 HRS
12 HRS
12 HRS
16 HRS
36 HRS
16 HRS
12 HRS
36 I-IRS
24 HRS
36 HRS
12 HRS

0.081
0.036

0,054
0,076

0,094

0.056
0.216
0.044
0.054
0.053
0.108
0.072

0.054
0.14

0.108
0.162
0.054

Total 1 .464

Flushing Amount

i
Hydrants
RIO RICO FIRE DEPT
TUBAC FIRE DEPT

0,026
0.083

Total 0.089

Lift Stations
#1
#2
#3
#4
Total
Other

Amount
0.25
0.28
0.26

0.005
0.745

A1l\oll1lt

i

Il
5

i

VARIOUS ARVS
VARIOUS HYDRANTS
OFFICE
AIR CHAI GERS
wpz9 IRRIGAT

WELLS IRRIGAT
WP56 IRRIGAT

0.03
0.021
0.004

0.027
0.001
0.001
0.001

Total 0.085

SYSTEM TOTAL 2.353

I
g Page l
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Sheetl

WATER Loss Oct-08

Breaks, Mains, Services & Hydrants Amount

1 ll SVC

1 ll SVC

1 u SVC

6 ll MAIN

111SVC

1" SVC

1" SVC

1" SVC

lit SVC

111SVC

1" SVC

111SVC

1" SVC

1" SVC

Ill SVC

1" SVC

1" SVC

111SVC

l l ! SVC

1290 Ice Ct
871 Via Frontera

195 Verena Patria
Placita Gitano/Okra Ct

1292 Ice Ct
1218 Circular Aguilar
1026 Cir Golondrina
1882 N Pendleton
15 ll Via San Cayetano
95 Pases Mexico
147 Ave Lirio
1181 Yes al Ct
1882 N Pendleton
402 Wrightson
Camino Patio
155 Camino Maricopa
Via Mandan
1798 Go Ct
Gardenias Ct

75GPMX
75GPMX
75GPMX

ZOOGPMX
75GP1\,D{
45GPMX
SOGPMX
300GPMX
75GPMX

80GPMX
55GPMX
75GPMX
300GPMX

75GPMX
65GPMX
75GPMX
45GPMX
75GPMX
75GPMX

8 HRS
12 HRS

72 HRS
96 HRS
10 I-IRS
144 HRS

10 HRS
3 HRS
18 HRS
6 HRS
8 HRS

36 HRS
41-IRS
14 Has

36 HRS
18HRs
3 WEEKS
1sHRs
36 HRS

0.036
0.054
0.324
1.152
0.045

0.389
0.03

0.054
0.081
0.029
0.026
0.162
0.072
0.063

0.14
0.081
1.361
0.081
0.162

Total 4.342

Flushing Amount

Hydrants
RIO RICO FIRE DEPT
TUBAC FIRE DEPT

0.026
0.034

Total 0.06

Lift Stations
#1
#2
#3
#4
Total
Other

Amount
0.25
0.24
0.28

0.004
0.774

Amount

VARIOUS ARVS
VARIOUS HYDRANTS

OFFICE
AIR CHAI GERS
WP29 IRRIGAT
WELLS lRR1GAT
WP56 IRRIGAT

0.06
0.022

0.003
0.027

0.001
0.001

0.001

Total 0.115

SYSTEM TOTAL 5.291

Page 1
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Sheetl

WATER LOSS Nov-08

Breaks, Mains, Services & Hydrants Amount

75GPMX
55GPMX
40GPMX
IOOGPMX

75GPMX
IZOGPMX

50GPMX
50GPMX

72 HRS
48 HRS

72 HRS

6 HRS
24 HRS
96 HRS

192 ems
25 DAYS

1 ll SVC
l ll SVC
8" MAIN

1 ll SVC
1" SVC
6" MAIN
1" SVC
I" SVC

la SVC
6" MAIN
1" SVC
1" SVC
1" SVC
1" s v c

111SVC
1" SVC
1" SVC
1" SVC

1312 Ave Gutierrez

890 Roma Cr

'70 E Ruby Rd

Bus Bam

317 Via Papagayo

Via San Cayetano

Espeso Ct

Beatriz

Tie in @ WP 59

San Cayelano

441 Celle Azulejo

Camino Canoe

Ave Papalote

478 Carine

432 Ave Garza

1356 Soza

Roma Ct

Gull Ct

80GPMX
BOGPMX
70GPMX
55GPMX
SOGPMX
40GPMX
45GPMX
45GPMX
40GPMX

: S i m s

8 HRS
48 HRS
18 HRS
48 HRS
36 HRs
1sHRs
3 DAYS
IZHRS

0.324
0.158
0.173

0.036
0.108
0.691
0.576

1.8

0.144
0.077
0.014
0.202
0.059
0.144
0.086
0.049
0.194
0.029

Total 4.864

5 .

K
x 1

Flushing Amount

Hydrants

RIO RICO PM DEPT
TUBAC FIRE DEPT

0.025
0.036

Total 0.061

Lift Stations
#1
#2
#3
#4
Total
Other

Amount
0.24
0.28
0.27

0.004
0.794

Amount

VARIOUS ARVS
VARIOUS HYDRANTS
OFFICE
Am CHAI GERS
WP29 IRRIGAT
WELL8 IRRIGAT
WP56 IRRIGAT

0.07

0.022
0.003
0.027
0.001
0.001
0.001

Total 0.125

.\» ~ /
SYSTEM TOTAL 5.844

Page 1
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Sheet]

WATER LOSS Dec-08

Breaks, Mains, Services & Hydrants
Amount

1

1

ll

u

SVC
SVC

1411 Cam Mila ro

1253 Paseo Chubasco
Beatriz/Rodolpho

1419 Via Halcon
478 Caribe
428 Circulo Cisne

ProvidenciaJSoiia
Ave Papalote
430 Ave Garza
888 Via Esmeralda
986 Alco Lane
1346 Paseo Militar
1264 Paseo Chubasco

60GPMX
55GPMX
20GPMX

50GPMX

35GPMX
60GPMX
40GPMX

35GPMX
SSGPMX
S0GPMX
70GPl\D{
70GPMX
70GPMX

5 DAYS
4 DAYS

72 HRS
6 HRS
24 HRS
2 HRS
72 HRS
5 DAYS

72 HRS
4 DAYS
72 HRS
18 HRS
72 HRS

0.432
0.317
0.086
0.018

0.05
0.007

0.173
0.252
0.238
0.288
0.302
0,076
0.302

1 ll SVC

IH SVC

1" SVC
Ill SVC
1" SVC
1" SVC

ll( SVC
1" SVC
1" SVC
1" SVC

2.541
Total

Flushing
Amount

Hydrants
RIO RICO FIRE DEPT
TUBAC FIRE DEPT

0.025
0.041

Total
0.066

Lift Stations

#1
#2

Amount
0.25

0.3
0.21

0.004

0.824
Amount

#4
Total
Other

VARIOUS ARVS
VARIOUS HYDRANTS

OFFICE
AIR CHAI GERS

IRRIGAT
IRRIGAT
IRRIGAT
Flushing

WELLS

WP56
Well 86
Total

0.07
0.022
0.003
0.027
0.001
0.001
0.001
0.225

0.35

SYSTEM TOTAL
3.781

Page 1
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0. CERTIFICATE TO OPERATE

A Certificate co Operate will be issued by the Arizona Department
of Health Services upon completion of the applicable requirements

p. OTHER APPROVAL REQUIREMENTS

As previously noted, the Arizona Department of Health Services
requires approvals as noted herein. The State Land Department
requires submiccals on wells, and the Arizona Water Commission
requires submittals on water sources developed for subdivisions
Additionally, the following submittals or approvals are required
for water systems

1.. ARIZONA CORPORATION COMMISSION. Land areas including water
systems serving the public in Arizona, except publicly owned
systems, mus£ be certified as Public Service Corporation by
the Corporation Commission. Requirements include a description
of the area by metes and bounds, and a County Franchise. The
Corporation Commission will issue a "Certificate of Convenience
and Necessity" for the area Before a change is made to a water
system, approval must be obtained from the Corporation Commission

Project development may be expedited by applying for the re
quest for change to the Corporation Commission as soon as
possible after issuance of the Approval to Construct by the
Department of Health Services or County

2. FEDERAL AID PROJECT. If federal funds are to be used on a
project, the agency furnishing the funds shall be contacted
directly to determine what specific submittals it requires
However, all Federal projects require Clearinghouse approval
Clearinghouse applications are made tO the Arizona Office of
Economic Planning and Development. Application should be
made as early as possible in project development

Q. oEvIArton FROM CUIDELINES NEW PROCESSES Ann EQUIPMENT

The policy of the Department is to encourage, rather than obstruct
new methods and equipment for water supply systems. For this reason
guidance documentation is included in the engineering bulletin to
furnish the basis for the criteria. If it is proposed to deviate
from the criteria, the exact nature of the proposed differences
shall be noted in the Design Report. The scientific basis for the
proposed change, including computations, and available practical
experience on similar installations, shall be included. To just
Eication and burden of proof for deviations from standards shall be
the responsibility of the applicant

e
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Rate. CMS Métier sin ihehes) Number EDUS
5/B x 3/4 6,194 6,194

3/4 8

I 41

1-1/2 6 JO

z 4 32
Subtotal 6.253 6,368

Multi-Family 5/8 X 3/4

1-1/2

7 9

I 5

Subtotal 8 12

5/8 X 3/4 108 108

I 45

1_1/2 ll
2 45

3 18

- l - - -44
4

6

s

I

270
125
50

Sublothl ll 233 l0s0.S
TOTA L 6,494 7,463

1 u5K1*41u¢:li24

Rob Rico Water System (REV No. 1) Master Plan

Equivalent Do¢llin§_Unit Meter Faetqars

EDU Ratio
._Table §.3_

- ; _[§{§§er_§i2z .fiches).. -
5/8 x 3/4

3/4 ann-

I

I-H2

2

J

4

46 r

1.0
1.2
2.5

__..§.0
1 a.o

15.0
2.5.0

.*____50.0_ ¢.........- _._*

Table 3.4 provides the number and meter types within the existing system by rate. class, and size. As of'

May 2608, there were 6,494 active water meters within the RRU Water System. The meters range in size

from 5/8-inch x 3/4-inch to 6-inch.

Table 3.4. 2008 Meter Summary (May 2008

Residential

9.6

102.5

Commercial

112.5

55

360

The existing meter connection to EDU ratio as of May 2008 is calculated to be approximately 1.15 (7,463

EDUs + 6,494 total meters). This calculation is used to estimate the historical EDU`s later in this report

(See Table 3.8).

RRU Water System is divided into seven pressure zones Ar l 50~fc¢ot intervals Table 3.5 identifies

the high water elevations elevation boundaries, and static pressure ranges for each pressure Anne-. The

l50-fool intervals were established in the original approved water system master plan prepared Hy Crslla,

Barr, Evans and Associates in 1972.

WestLand Resources, Inc.
9a~9-49 use Enviunrnlilsl Conmnsuli IJ

i
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RK: Russo Wafer System (REV No, 1) Master Plan

The service area with the greatest water demand is within the 3650 pressure zone which is sewed directly

from the existing wells. it is estimated that approximately 55 percent of the total system water use

occurs within the 3650 pressure zone. The 3650 pressure one is the lowest zone within the system and

tends to follow the Santa Cruz River alignment. Water storage for the 3650 pressure zone is provided by

existing reservoirs at W ater Plant Nos. l, 29, 38, 56, and 81 which f loat directly on the 3650 pressure

zone. in addition, these reservoirs, along with the existing l0_000 tanks at Water Plant Nos. 7, 10, 44, and

60 serve as forebays tor booster pumps that lif t water tn other service areas throughout the water

distribution system

3.1.34 Existing Distribution System Summary

It is estimated that the existing RRU water system includes over 320 miles of water mains. These pipes

range in size from 4~inches through I6-inches in diameter. The distribution system has been continuously

expanded with growth over the past 35-plus years of the systems existence

3.2. ExlsTlnG Svsrsu DsslGn CRITeRIA

Cuuvcm system design criteria for the RRU Water System are described below, in terms of demand

supply. storage. and distribution system assumptions

RRU has hot historically been required to provide fire flow for the water system, New developments will

most likely he regulated by the lire jurisdiction under more current requirements which may require

upsizing Rf some facilities

3.2.1. Demand Criteria

Demand flow and population estimates are hmcd on RRU Water System estimated waler use data and

existing parcel connection information

Average daily per capita waler usage for equivalent dwelling units

Average number of persons per equivalent housing unit

Ratio of peak day to avenge day

Ratio Rf peak hour to average day

Equivalenl RAC for lnOustrial and Commercial Areas

122 gpcd

2.8 pphu

z.a

WestLand Resources. Inc
Engln¢ala1q Ana tnvvuvm-ul cauuuvn
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Rio Rico Wafer System (REV No. 1) Master plan

3.2.2. Supply Criteria

The criteria for the evaluation of supply projections to each individual service area are listed as follows

i

Well capacity to meet Peak Day Demand (PDD) with the largest well out of service

MinimuM supply from well and boosters pumping to elevated storage shall meet PDD

Minimum booster capacity to service areas without elevated storage shall meet peak hour demand

(PHD) or instantaneous demand (ADEQ Bulletin No. 10, Chapter 5. Table 3). whichever is

greater

3.2.3. Storage Criteria

the criteria for storage capalcify requfremnts for the water system are based upon the following

Provide storage volume equal to a minimum of the ADD

As previously stated, ADEQ may allow for a reduction in aboveground storage by accounting for aquifer

storage

3.2.4. Distribution System Criteria

The design criteria for the distribution system are generally used to size and arrange the distribution lines

to provide the required f lows while meeting LM ADEQ requirement ro maintain 20 ps i under al l

conditions of f low. The standard water main-sizing criteria limit velocities to a maximum of 5 feet per

second under peak-day conditions. Velocities should not exceed 10 feel per second under any condition

111e maximum friction head loss for lines up to and including 8 inches in size should be 8 tea of less per

1.000 feet. Head loss for lines over 8 inches in size is 5 feet or less per 1,000 l`ceL according to pipe size

For main Transmission lines, a friction loss off fed per 1.000 feet is recommended

3.3. SVSTEM Deunmuos

The existing water system, as.shown in.Exhibit I .is divided into seven pressure zones. Table .343

estimates the ADD. FDD, aha PHD for each service sub-area within the RRU Water System

Wathand Resources, Inc
Saga:-rung sud Anna-ummm C¢nlsll\ll

OvaanzurrSuu:nw¢¢rx¢»¢=»rh»».l»»A-nnwnauunnfnmz-amnfvau s-lawoune
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Rio Rico Utilities. Inc
Docket No. WS-02676A-09-0257
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March 9 2010
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Gross Plant CIAC CIAC/Plant
Pima Water $ 16,921,138 as 632,418 4%
Logo Del pro $ 13,845,207 $617,102 4%
Pima Sewer S 19,295,663 $937,694 5%
AZ American $727,024,593 $86,050,209 12%
AZ Water $377,813,049 $51,041,945 14%
Litchfield Park

Water
$ 71,703,441 $11,343,809 16%

Litchfield Park
Sewer

8 61,635,652 $11,343,809 18%

Chap City $ 63,230,809 $12,878,686 20%
Black Mountain

Sewer
$ 13,715,669 $5,341,461 39%

JOhHSOR Sewer $131,484,976 $51,485,187 39%
Johnson Water 39 80,634,561 $33,943,376 42%
Rio Rico

Wastewater
$ 11,829,043 $5,1376673 43%

Rio Rico Water $ 34,059,801 $20,140,197 59%

lllllllll\
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Q-

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS2

3 A My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive

Phoenix. Arizona 85029

Q, WHAT IS YOUR PROFESSION AND BACKGROUND?5

6 A I am a Certified Public Accountant and am self-employed, providing consulting

services to utility companies as well as general accounting services. I have a B.S

in Chemistry and Accounting from Northern Arizona University (1980) and an

M.B.A. with an emphasis in Finance from the University of Phoenix (1991)

10 Q COULD YOU BRIEFLY SUMMARIZE YOUR PRIOR WORK AND

REGULATORY EXPERIENCE?

12 A Yes. Prior to becoming a private consultant, I was employed by High-Tech

Institute. Inc.. and served as controller and chief financial officer. Prior to working

for High-Tech Institute, I worked as a division controller for the Apollo Group

Inc. Before joining the Apollo Group, I was employed at Kozo ran & Ker node

CPAs. In that position, I prepared compilations and other write-up work for water

and wastewater utilities, as well as tax returns

In my private practice, I have prepared and/or assisted in the preparation of

several water and wastewater utility rate applications before the Arizona

Corporation Commission ("Commission")

21 Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?

I am testifying in this proceeding on behalf of the applicant, Rio Rico Utilities, Inc

("RRUI" or the "Company"). RRUI is seeking changes in its rates and charges for

water and wastewater utility service in its certificated service area, which area is

located in Santa Cruz, Arizona. Specifically, the Company seeks a decrease in its

rates for sewer service and an increase in its rates for water utility service

ENNEMORE CRAIG
PROFESSIONAL CORPORATICW

PHosnlx



11.

Q~

OVERVIEW OF THE COMPANY'S REQUEST FOR RATE RELIEF

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY?

1

2

3 A I will testify in support of the Company's proposed adjustments to its rates and

charges for water and wastewater utility service. I am sponsoring the direct

schedules, which are filed concurrently herewith in support of the Company's

application. I was responsible for the preparation of these schedules based on my

investigation and review of RRUI's relevant books and records

For convenience, the two portions of my direct testimony, each with the

relevant schedules attached, are being filed separately in this case. In this volume

of my direct testimony, I address the rate bases, income statements (revenue and

operating expenses), required increases in revenue, and rate designs and proposed

rates and charges for service for the Company's water and wastewater division

Schedules A through C, E-F and H, labeled separately as "Water Division" and

Wastewater Division," are attached to this portion of my direct testimony. The

Company has not prepared a cost of service study (G schedules) for either division

Consequently, the G Schedules are omitted

17 Q- WHY DIDN'T THE COMPANY PREPARE A COST OF SERVICE

19

STUDY?

Primarily because they are very expensive to prepare, the Commission does not set

rates for water and wastewater utility service based on cost of service in my

lengthy experience, and because we are not proposing a change in the rate design

for either water or sewer

23 Q. BUT DIDN'T THE COMMISSION DIRECT RRUI TO ADDRESS THE

POSSIBILITY OF A CONSUMPTION BASED RATE FOR

WASTEWATER SERVICE?

26 A. Yes, and I address that in this testimony

ENNEMORE CRAIG
RDFESSIONAL CokpnuATlol~

PHOENIX
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1 Q. THANK YOU. PLEASE CONTINUE

In the second volume of my direct testimony, to which the D schedules are

attached, I address cost of capital. RRUI is requesting a return on common equity

of 12.4 percent. As shown on Schedule D-1, the Company's capital structure for

ratemaking purposes consists of 100 percent equity and 0 percent debt. The

weighted cost of capital is 12.4 percent

7 Q- PLEASE SUMMARIZE THE COMPANY'S APPLICATION

The Company is seeking a rate increase for the Water Division and a decrease in

revenues for its Wastewater Division. The test year used by RRUI is the 12-month

period ending December 31, 2008. The Company is requesting a 12.4 percent

return on its fair value rate base ("FVRB"). The Company has also proposed

certain pro forma adjustments to take into account known and measurable changes

to rate base, expenses and revenues for each division. These pro forma

adjustments are consistent with normal ratemaking and are contemplated by the

Commission's rules and regulations governing rate applications. See R14-2-103

These adjustments are necessary to obtain a normal or realistic relationship

between revenues, expenses and rate base on a going-forward basis

The Company's fair value rate base for the Water Division is $8,455,517

The increase in revenues to provide for recovery of operating expenses and a 12.4

percent return on rate base is approximately $2,057,112, an increase of

approximately l 11.36 percent over the adjusted and annualized test year revenues

The Company's fair value rate base for the Wastewater Division is

$3,516,078. The decrease in revenues to provide for recovery of operating

expenses and a 12.4 percent return on rate base is approximately $89,058, a

decrease of approximately 4.8 percent over the adjusted and annualized test year

revenues

\INEMORE CRAIG
FESSIONAL CokpoRATlor~
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1 Q. WHY IS THE COMPANY FILING FOR NEW RATE AT THIS TIME?

For the water division, RRUI is no longer earning a return on the fair value of its

water plant devoted to service. This is largely due to the substantial investments in

plant (nearly $9.4 million) necessary to serve water customers that RRUI has made

since the last rate case in October, 2004 (Decision 67279, October 5 2004). Rate

base for the Water Division has increased by over $5.97 million since the last case

Further, the prior case was based on a test year ending December 31, 2002, so

various operating expenses have also increased. As a consequence, the Company's

current rate of return for the Water Division, based on the adjusted test year data, is

a negative 2.54 percent

For the Wastewater Division, RRUI is slightly over-earning. While the

Company has made substantial plant investments (over $2.3 million) since the last

rate case. the rate base for the Wastewater Division has decreased by nearly

$570,000. This is partly due to the Company funding a significant portion (nearly

64 percent) of its wastewater plant since the last case with contributions-in-aid of

construction ("CIAC"). While operating expenses have increased since the last

case. increases in revenues have resulted in a higher operating income. The higher

operating income combined with a lower rate base indicate that a moderate rate

reduction is necessary at this time. The Company's current rate of return for the

Wastewater Division, based on the adjusted test year data, is13.96 percent

21

22

23

111.

Q

RRUI'S WATER DIVISION

A. Summary of A, E and F Schedules

MR. BOURASSA.  LET'S  TURN TO THE COMPANY'S  WATER

DIVISION SCHEDULES. PLEASE DESCRIBE THE SCHEDULES

LABELED AS A. E. AND F

26 The A-1 Schedule is a summary of the Water Division rate base, operating income

ENNEMORE CRAIG
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current operating margin, required operating margin, operating income deficiency

and the increase in gross revenue. A 12.4 percent return on FVRB is requested

The increase in the revenue requirement is $2,057,112. Revenues at present and

proposed and customer classifications are also shown on this schedule

The A-2 Schedule is a summary of results of operations for the test year

prior years, and a projected year at present rates and proposed rates

Schedule A-3 contains the Company's capital structure for the test year and

the two prior years

Schedule A-4 contains the plant construction, and plant-in-service for the

test year and prior years. The projected plant additions are also shown on this

schedule

Schedule A-5 is the summary of the Company's changes in financial

position (cash flow) for the prior two years, the test year at present rates, and a

prob ected year at present and proposed rates

The E Schedules are based on the Company's actual operating results, as

reported by the Company in annual reports filed with the Commission. The E- l

Schedule contains the comparative balance sheet data for the years 2006, 2007

and 2008 ending on December 31

Schedule E-2, page l, contains the income statement for the years 2006

2007, and 2008 ending on December 31

Schedule E-3 contains the statements of changes in the Company's financial

position for the test year and the two prior years

Schedule E-4 provides the changes in membership equity

Schedule E-5 contains the Company's plant-in-service at the end of the test

year, and one year prior to the end of the test year

Schedule E-7 contains operating statistics for the years ended 2006, 2007

ENNEMORE CRAIG
PROFESSIONAL ConpoaATlo1~

PHOENIX



and 2008 ending on December 31

Schedule E-8 contains the taxes charged to operations

The accountant's notes to the financial statements and the financial

assumptions used in preparing the rate tiling schedules are shown on Schedules

E-9 and F-4, respectively, in accordance with the Commission's standard tiling

requirements. The Company does not prepare audited financial statements

Schedule F-1 contains the results of operations at the present rates (actual

and adjusted), and at proposed rates

Schedule F-2 contains the summary of changes in financial position (cash

flow) for the prior two years, the test year at present rates, and a projected year at

present and proposed rates

Schedule F-3 shows the Company's projected construction requirements for

2009. 2010. and 2011

Schedule F-4 contains the assumptions used in developing the adjustments

and projections contained in the rate filing

17 Q-

Rate Base (B Schedules)

WOULD YOU EXPLAIN THE RATE BASE SCHEDULES, WHICH ARE

LABELED AS THE BSCHEDULES?

Yes. I will start with Schedule B-5, which is the working capital allowance. I

used the "fionnula method" of computing the working capital allowance to reduce

costs. However, the Company is not requesting a worldng capital allowance for

either division

23 Q. WHY DIDN'T THE COMPANY PREPARE A LEAD-LAG STUDY AND

USE THE RESULTS OF THAT STUDY TO COMPUTE WORKING

CAPITAL?

Because the costs to prepare a lead-lag study outweigh the benefits. By way of

ENNEMORE CRAIG
PROFESSIONAL CoxponATlor
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illustration, in a recent case for Chaparral City Water Company (W-02113A-07

055 I), the Residential Utility Consumer Office prepared a lead-lag study and

computed a negative $1 l 1,000 of cash working capital. RRUI's Water Division is

one-third the size in terns of the level of expenses. So, let's assume for

argument's sake that a lead-lag study would produce negative working capital of

$37,000 for the Water Division. If the negative $37,000 were included in rate

base, the impact on the revenue requirement would be a negative $7,472 (-$37,000

times 12.4 percent return times the tax factor of l.6286). I would argue for the

inclusion of rate case expense in prepaid expenses or alternatively using rate case

expense in the computation of lead-lag days in the study, both approaches would

lead to a much less negative or even positive working capital

In the meantime, the Company would have incurred $10,000 just to have the

study prepared. Plus, the Company could easily incur more than $15,000

defending its working capital calculation, all of which increases rate case expense

15 Q~ THANK you. PLEASE CONTINUE

The Company did not file Schedules B-3 and B-4. To limit issues in dispute and

reduce rate case expense, RRUI is requesting that its original cost rate base

("OCRB") be used as its FVRB for its Water Division

19 Q HAVE YOU PREPARED SCHEDULES SHOWING ADJUSTMENTS TO

THE WATER DMSION'S ORIGINAL COST RATE BASE?

Yes. Schedule B-2 shows adjustments to the Water Division's OCRB cost rate

base proposed by the Company. Schedule B-2, pages 2 through 6, provides the

supporting information. These adjustments are, in summary

B-2 adjustment number 1, as shown on Schedule B-2, page 2, adjusts plant

1n-sewlce There are a number of plant-in-service adjustments included in

Adjustment 1. These are shown on Schedule B-2, page 3, and are labeled as

ENNEMORE CRAIG
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adjustments "A

Adjustment A of B-2 adjustment number 1 adjusts plant-in-service to

remove affiliated profit from plant-in-service that was recorded in plant-in-service

during the years since the Company's last rate case

Adjustment B of B-2 adjustment number 1 adjusts plant-in-service to reflect

the reconciliation of the Company's plant-in-sewice detail to its amount recorded

at the end of the test year and as reflected on the E-1 schedule

Adjustment C of B-2 adjustment number l adjusts plant-in-service to reflect

the costs of a well renovation that was completed in 2008 but incorrectly booked to

11 Q. IS THIS POST TEST YEAR PLANT?

No. This was plant completed and placed into service during the test year

13 Q~ PLEASE CONTINUE

Adjustment B-2 shown on Schedule B-2, page 2, adjusts accumulated depreciation

The details of the accumulated depreciation adjustment are shown on Schedule B

2, page 4. There is only one adjustment shown on this schedule and it is labeled as

adjustment "A". This adjustment reflects the re-computed amounts per the

Company's B-2 plant schedule and takes into consideration both the removed

affiliate profit and the plant that should have been booked in 2008

20 Q- DO THE PLANT AND ACCUMULATED DEPRECIATION SHOWN ON

B-2 REFLECT THE LAST COMMISSION RATE ORDER?

Yes. See Decision No. 67279. A reconciliation of the starting balances for plant

in-service in the instant case is shown on Schedule B-2, page 3.9

For accumulated depreciation, a reconciliation of the starting balances for

accumulated depreciation in the instant case is shown on Schedule B-2, page 3.10

The plant shown on Schedule B-2 started with the plant-in-service balances

ENNEMORE CRAIG
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from the last rate case as described above. Plant additions and retirements since

the test year in that case have been added to and deducted from total plant shown

on Schedule B-2, pages 3.1 to 3.8. As mentioned above, capitalized affiliate

recorded in the plant additions for each year have been deducted from the plant

Pages 3.1 to 3.8 of the schedule show the details for the accumulated depreciation

through the end of the test year using the half-year convention for depreciation

7 Q. THANK you. PLEASE CONTINUE

Adjustment number 3 adjusts deferred income taxes. The Company's computation

is based on the adjusted plant-in-service, accumulated depreciation, and CIAC in

the instant case and the tax basis of its assets using the tax rate found on Schedule

C-3. The detail of the Company's deferred income tax computation is shown on

Schedule B-2, page 5

AdjustMent number 4, labeled as 4a and 4b, adjusts contributions in aid of

construction ("CIAC") and amortization for CIAC recorded since the prior rate

case. The detail of the Company's proposed CIAC adjustments can be found on

Schedule B-2, page6 and 6.1 to 6.3

17 Q HOW WAS THE PROPOSED "FAIR VALUE" RATE BASE SHOWN ON

A-1 DETERMINED?

As stated. the FVRB shown on Schedule A-1 is based on OCRB. with no

adjustment for the current values of the Company's plant and property

22 Q

C. Income Statement (C Schedules)

PLEASE EXPLAIN THE ADJUSTMENTS YOU ARE PROPOSING TO

THE WATER DIVISION INCOME STATEMENT AS SHOWN ON

SCHEDULES C-1 ANDC-2

The following is a summary of adjustments shown on Schedule C- l

Adjustment 1 annualized depreciation expense. The proposed depreciation

NNEMORE CRAIG
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rate for each component of utility plant is shown on Schedule C-2, page 2. The

depreciation rates approved in the Company's last rate case were account specific

rates. The Company proposes to continue to use these rates

Adjustment 2 increases the property taxes based on proposed revenues. The

Company has recognized the reduction in the assessment ratio contained in A.R.S

§ 42-15001, entitled "Assessed Valuation of Class One Property". By law, the

assessment ratio will be reduced through tax year 2011 to 20 percent. The

Company has proposed a two-year reduction in the assessment ratio or a reduction

from the 23 percent employed for the 2008 property tax year to 21 percent for

2010 property tax year

11 Q, HOW DID YOU COMPUTE THE PROPERTY TAXES AT PROPOSED

RATES?

To determine full cash value, I used the method employed by the Arizona

Department of Revenue - Centrally Valued Properties ("ADOR" or "the

Department"). This method determines full cash value by using twice the average

of three years of revenue, plus an addition for CWIP and a deduction for the book

value of transportation equipment. In the instant case, I used two times the

adjusted revenues for the year ending December 31, 2008, and one year of

revenues at proposed rates. The assessed value (21 percent of full cash value) was

then multiplied by the property tax rate to determine adjusted property tax expense

21 Q- IS THIS CONSISTENT WITH PRIOR COMMISSION DECISIONS?

Yes. E.g., Chaparral City Water Company, Decision No. 68176 (September 30

2005) at 13, Black Mountain Sewer Corporation, Decision No. 69164

(December 5, 2006) at 10-11. It is also consistent with the methodology adopted

in the last case for RRUI. See Decision No.67279 at 7- 8

ENNEMORE CRAIG
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1 Q» IS THIS SYNCHRONIZATION OF PROPERTY TAX EXPENSE WITH

REVENUES PROPER RATE MAKING?

Yes. Like income taxes, property taxes must be adjusted to ensure that the new

rates are sufficient to produce the revenue requirement. For this reason, the

Commission has repeatedly approved the use of proposed revenues to determine an

appropriate level of property tax expense to be recovered through rates

7 Q. PLEASE CONTINUE WITH YOUR DESCRIPTION OF THE INCOME

STATEMENT ADJUSTMENTS

Adjustment 3 shows the rate case expense estimated by the Company. The

Company estimates rate case expense for the Water Division of $210,000. The

Company proposes that rate case expense be recovered over three years because it

believes a three-year cycle for future rate cases is reasonable given this utility's

circumstances. While the Company's last rate case was six years ago, the current

shareholder, Algonquin Water Resources, acquired the Company in November

2005 and intends to file cases on a regular basis

Q- How DID YOU ARRIVE AT THIS AMOUNT?16

17

18

A.

20

Based on my experience with rate cases before the Commission, and that of the

Company's counsel. Had the Water Division been filing this case alone, given its

size and the anticipated nature, length and complexity of the proceedings, I would

have estimated $260,000 for the matter. In this rate case however, we also have the

Wastewater Division. Although in many ways it is like two separate rate cases

including filing two sets of schedules, there are economies of scale achieved

Therefore, I reduced that rate case expense estimate by $50,000 to come up with

my estimated $210,000
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DFESSIONAL Cov.poRATxor~

PHOENIX

11



I Q- PLEASE EXPLAIN WHY YOU REFER TO THIS AMOUNT AS AN

ESTIMATE

Because I can't see the future, I can only make some guesses based on my

experience. The specifics of who may intervene, what unique issues may come

into dispute, what kind of procedural problems we will encounter, etc., I cannot

predict. I know rate cases are lengthy and expensive, but I still have to start with

an estimate. If things tum out more complicated than anticipated, the Company

will modify its request to account for that increased expense. Conversely, if the

case proceeds and rate case expense is lower than expected, we would make an

appropriate adjustment downward

11 Q- PLEASE CONTINUE WITH YOUR DISCUSSION OF THE INCOME

STATEMENT ADJUSTMENTS?

13 A. Adjustment 4 annualized revenues to the year-end number of customers. The

annualization of revenues is based on the number of customers at the end of the test

year, compared to the actual number of customers during each month of the test

year. Average revenues by month were computed for the test year. The average

revenues were then multiplied by the increase (or decrease) in number of

customers for each month of the test year

Adjustment 5 reflects an anticipated increase in power costs from a recently

authorized rate increase for APS, the Company's electric power provider

Adjustment 6 annualized purchased power expense based on the additional

gallons sold from annualizing revenues to the year-end number of customers in

Adjustment 4, above. This adjustment is intended to match the additional expense

associated with the revenue annualization

Adjustment 7 annualized chemicals expense based on the additional gallons

sold from annualizing revenues to the year-end number of customers in

ENNEMORE CRAIG
PROFESSIONAL Cora>olzAnol~

PHOENIX

12



Adjustment 4, above. This adjustment is intended to match the additional expense

associated with the revenue annualization

Adjustment 8 synchronizes interest expense with rate base

Adjustment 9 reflects income taxes on taxable income based on the tax rate

under proposed revenues

6 Q- DO THE CONTRACTUAL COSTS THE COMPANY HAS RECORDED IN

EXPENSE FOR THE TEST YEAR INCLUDE AFFILIATE PROFIT?

8

9

10

A. No. The test year costs reflect actual costs. No profit is included consistent with

Commission decisions for RRUI affiliates, Black Mountain Sewer Corporation and

Gold Canyon Sewer Company. However, this reflects a very different approach

than in RRUI's last rate case. Since acquisition, the Company's parent has

developed methodologies consistent with rate making practices used by similarly

situated holding companies where the parent company owns more than one

subsidiary utility to allocate and record shared costs

For example, under the allocation methodology, operation labor costs are

directly allocated based on operator time, accounting and billing costs are allocated

based on a customer allocation factor, and corporate overhead is allocated based

upon a 4-factor methodology. RRUI's parent has compared the amounts recorded

in expense on the books of RRUI and the allocated cost based on its methodology

and has determined that the amounts recorded in expense for the test year were

23 Q-

correct

Rate Design (H Schedules)

WHAT ARE THE COMPANY'S PRESENT RATES FOR WATER

SERVICE?

The Company's present rates are25

26
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MONTHLY SERVICE CHARGES

5/8" X 3/4" meters

3/4" Meters

1" Meters

1 1/2" Meters

2" Meters

3" Meter

4" Meters

6" Meter

8" Meters

10" Meters

12" Meters

Fire Lines up to 8 Inch

Fire Lines 10 Inch

Fire Lines 12 Inch

COMMODITY RATES

5/8" X %" Meters

$6.45

$9.65

$17. 10

$34.70

$54.00

$105.40

$173.50

$321.25

$514.00

$745.30

$1395.00

$6.48

$7.45

$14.00

%" Meters

1" Meters

1 Meters

2" Meters

1 to 4.000

4.001 to 10.000

Over 10.000

1 to 6.000

Over 6.000

1 to 15.000

Over 15.000

1 to 20.000

Over 20.000

1 to 57.000

S 1.44

33 1.70

s 1.90

$ 1.70

8 1.90

s 1.70

S 1.90

$ 1.70

$ 1.90

$ 1.70

NNEMORE CRAIG
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3" Meters

4" Meters

6" Meters

8" Meters

10" Meters

12" Meters

Over 57.000

1 to 57.000

Over 57.000

1 to 57.000

Over 57.000

1 to 125

Over 125.000

1 to 125

Over 125000

1 to 125.000

Over 125.000

1 to 125.000

Over 125.000

S 1.90

s 1.70

$ 1.90

$ 1.70

$ 1.90

s 1.70

s 1.90

s 1.70

S 1.90

$ 1.70

$ 1.90

SB 1.70

s 1.90

14 WHAT ARE THE COMPANY'S PROPOSED RATES

SERVICE?

FOR WATER

16

17

24

The Company's proposed rates are

MONTHLY SERVICE CHARGES

5/8" x 3/4" meters

3/4" Meters

1" Meters

1 1/2" Meters

2" Meters

3" Meters

4" Meters

6" Meters

8" Meters

$13.71

$20.51

$36.34

$73.74

$114.75

$223.98

$368.69

$682.66

$1092.25
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10" Meters

12" Meters

Fire Lines up to 8 Inch

Fire Lines 10 Inch

Fire Lines 12 Inch

COMMODITY RATES

5/8" Meters

583.76

$2,964.38

$13.77

$15.83

$29.75

Meters

1" Meters

1 W' Meters

2" Meters

3" Meters

4" Meters

6" Meters

8" Meters

0 to 4.000

4.001 to 10.000

Over 10.000

0 to 6.000

Over 6.000

0 to 15.000

Over 15.000

0 to 20.000

Over 20.000

0 to 57.000

Over 57.000

0 to 57.000

Over 57.000

0 to 57.000

Over 57.000

0 to 125.000

Over 125.000

0 to 125.000

Over 125.000

0 to 125.00010" Meters

$ 2.93

s 3.68

$ 4.18

s 3.68

$ 4.18

S 3.68

$ 4.18

s 3.68

$ 4.18

s 3.68

33 4.18

$ 3.68

$ 4.18

$ 3.68

S 4.18

$3.68

s 4.18

$ 3.68

s 4.18

s 3.68
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12" Meters

Over 125.000

0 to 125.000

Over 125.000

$4.18

$3.68

$4.18

4 Q- WHAT METER SIZE ARE THE MAJGRITY OF CUSTOMERS ON AND

WHAT WAS THE AVERAGE MONTHLY BILL DURING THE TEST

7

YEAR ?

The largest customer class is the 5/8 inch residential class. As shown on Schedule

H-2, page 1, the average monthly bill under present rates for a 5/8 inch residential

customer using an average 8,548 gallons is $19.94

10 Q- WHAT WILL BE THE AVERAGE 5/8 INCH RESIDENTIAL

RESIDENTIAL CUSTOMER AVERAGE MONTHLY BILL UNDER THE

13

14

NEW RATES?

As shown on Schedule H-2, page l, the average monthly bill under proposed rates

for a 5/8 inch residential customer using an average 8,548 gallons is $42.17 .- a

$22.23 increase over the present monthly bill or a l l 1.45 percent increase

16 Q~ IS THE COMPANY'S RATE DESIGN A CONSERVATION ORIENTED

RATE DESIGN?

18

19

20

Yes. Inverted tier rate designs are conservation oriented. The smaller residential

meters (5/8") are on an inverted three-tier rate design and all other meter sizes are

on an inverted two-tier design

22 Q.

0ff-site Facilities Hook-up Fee

IS THE COMPANY PROPOSING AN OFF-SITE FACILITIES HOOK-UP

FEE (HUF)

24

26

Yes. The proposed tariff is attached to the application at Attachment 2. A

discussion of the proposed HUT tariff is contained in Greg Sorensen's direct

testimony. See the Direct Testimony of Greg Sorensen ("Sorensen DT") at 10-11
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2

3

Q-

Other Tariff Changes

IS THE COMPANY PROPOSING A LOW INCOME TARIFF?

Yes, a copy is attached to the Application at Attachment 1.  The proposed low

income tariff is modeled after one I recently proposed for Chaparral City Water

Company,  which in turn,  modeled it s low income tariff after  one used by it s

affiliate in California, Golden States Water Company

Q- HOW DOES THE Low INCOME TARIFF WORK?7

8

9

10

A. Customers meeting the qualificat ions as set  forth in the proposed tariff would

receive a 15 percent discount off their water bill. The primary criteria would be

based on the combined gross annual income of all persons living in the household

For example, as shown on the proposed tariff, a 4-person household with a total

gross annual income of less than or equal to $22,050, which amount is 100% of the

2009 federal poverty level, would meet the criteria. As defined in the proposed

tariff,  gross annual household income means all money and non-cash benefits

available for living expenses, from all sources, both taxable and non-taxable, for all

people who live in the home

17

18

Q- HOW WOULD A CUSTOMER SIGN UP FOR THE PROGRAM?

By completing an application and eligibility declaration and submitting proof of

income to the Company. The form of the application and eligibility declaration

would be approved by the Commission

21

22

23

24

Q- WOULD THE GROSS ANNUAL INCOME LIMITS BE UPDATED

ANNUALLY?

Yes. Federal poverty guidelines are updated annually and published in the Federal

Register (January). Accordingly, the Company would update its gross annual

household income limits annually

FENNEMORE CRAIG
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Q- How WOULD CUSTOMERS BE MADE AWARE OF THE LOW INCOME

TARIFF PROGRAM?

A. Providing customers with information about the low income tariff program will be

an ongoing process. Notice of the new rates implemented in this rate case would

include information about the low income tariff In addition, new customers would

be made aware of the program upon signing up for new service.

Q- HOW WOULD THE COMPANY TRACK THE PROGRAM COSTS AND

PROGRAM COST RECOVERY?

The program costs (the discounts given to participants plus a 10% fee for

administration and carrying costs) would be recovered from non-participants via a

commodity surcharge. The Company would maintain a balancing account to keep

track of the program costs and the collections made from non-participants. The

surcharge would be computed annually based on the prior year costs and

collections.

Q- WHEN WOULD THE

PARTICIPANTS BEGIN?

COMMODITY SURCHARGE TO NON-

A. One year after the program begins. In order to determine a basis for the first

surcharge computation, RRUI will track the program costs for 12 months. Upon

completion of the 12-month period, the Company will compute a surcharge

intended to collect the prior year's program costs over the next 12 months.

Accordingly, the first Si;-month surcharge will be computed by dividing the

program costs by the gallons sold to non-participants during the 12-month period.

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

the balancing account for the next 12-month period.

surcharge will be computed by dividing the balancing account balance by the

gallons sold to non-participants during most recent 12-month period.

Subsequently, the program costs and surcharge collections will be accumulated in
t o

The next s*i'x month's
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1

2

3

4

Q- CAN YOU PLEASE PROVIDE AN ILLUSTRATION?

Yes. Assume that during the first 12 months of the program $10,000 in costs are

incurred (including the administrative fee and carrying costs) and 250,000

thousand gallons were sold to non-participants during that 12-month period. The

commodity surcharge for the second year would be $0.04 per 1,000 gallons

($10,000 divided by 250,000 thousand gallons). If during the second 12-month

period, $12,500 in program costs are incurred, $10,000 is recovered via the

surcharge to non-participants, and 300,000 thousand gallons are sold to non

participants, then the commodity surcharge for the third 12-month period would be

$0.05 per 1,000 gallons ($12,500 program costs for first 12 months less $10,000 in

surcharge collections plus $12,500 programs costs for the second 12 months)

divided by 300,000 thousand gallons)

Q. WOULD THE COMPANY BE WILLING TO SUBMIT AN ANNUAL

REPORT TO THE COMMISSION?

13

14

15 A. Yes. RRUI expects that it will need to submit an annual report showing the

number of participants for the s-i-x-month period, the discounts given to participants

administration fee and carrying costs, and the collections made from non

participants though the surcharge. The Company would also report the balance of

the low income balancing accounts and show a computation of the next 12-month

commodity surcharge and submit updated gross annual income guidelines as

updated by the federal government

22 Q- WOULD THE SURCHARGE APPEAR SEPARATELY on CUSTOMER

BILLS?

24 Yes. The surcharge would be identified as "Low Income Assistance Charge

ENNEMORE CRAIG
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1 Q- IS THE COMPANY PROPOSING ANY CHANGES TO ITS METER AND

SERVICE LINE INSTALLATION CHARGES?

3 Yes. As shown on Schedule H-3, page 4, the Company is proposing that meter and

service line installation charges be based on actual costs. See Sorensen DT at 12

5 Q- IS THE COMPANY PROPOSING ANY CHANGES TO MISCELLANEOUS

SERVICE CHARGES FOR THE WATER DIVISIGN?

8

9

10

Iv.

Q

WASTEWATER DIVISION

A. Summarv of A, E and F Schedules

MR. BOURASSA. LET'S TURN TO THE COMPANY'S WASTEWATER

DIVISION SCHEDULES. PLEASE DESCRIBE THE SCHEDULES

LABELED AS A. E. AND F

NNEMORE CRAIG
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The A-1 Schedule is a summary of the Wastewater Division rate base, operating

income, current operating margin, required operating margin, operating income

deficiency, and the increase in gross revenue. A 12.4 percent return on FVRB is

requested. The decrease in the revenue requirement is $89,058. Revenues at

present and proposed and customer classifications are also shown on this schedule

The A-2 Schedule is a summary of results of operations for the test year

prior years, and a projected year at present rates and proposed rates

Schedule A-3 contains the Company's capital structure for the test year and

the two prior years

Schedule A-4 contains the plant construction, and plant-in-service for the

test year and prior years. The projected plant additions are also shown on this

schedule

Schedule A-5 is the summary of the Company's changes in financial

position (cash flow) for the prior two years, the test year at present rates, and a

21



projected year at present and proposed rates

The E Schedules are based on the Company's actual operating results, as

reported by the Company in annual reports filed with the Commission. The E- 1

Schedule contains the comparative balance sheet data for the years 2006, 2007

and 2008 ending on December 31

Schedule E-2, page l, contains the income statement for the years 2006

2007, and 2008 ending on December 31

Schedule E-3 contains the statements of changes in the Company's financial

position for the test year and the two prior years

Schedule E-4 provides the changes in membership equity

Schedule E-5 contains the Company's plant-in-service at the end of the test

year, and one year prior to the end of the test year

Schedule E-7 contains operating statistics for the years ended 2006, 2007

and 2008 ending on December 3 l

Schedule E-8 contains the taxes charged to operations

The accountant's  notes to the financial statements and the financial

assumptions used in preparing the rate filing schedules are shown on Schedules

E-9 and F-4, respectively, in accordance with the Commission's standard filing

requirements. The Company does not prepare audited financial statements

Schedule F-1 contains the results of operations at the present rates (actual

and adjusted), and at proposed rates

Schedule F-2 contains the summary of changes in financial position (cash

flow) for the prior two years, the test year at present rates, and a projected year at

present and proposed rates

Schedule F-3 shows the Company's projected construction requirements for

2009. 2010. and2011

NNEMORE CRA1G
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Schedule F-4 contains the assumptions used in developing the adjustments

and prob sections contained in the rate filing

4 Q

Rate Base (B Schedules)

WOULD YOU EXPLAIN THE RATE BASE SCHEDULES, WHICH ARE

LABELED AS THE B SCHEDULES?

Yes. I will start with Schedule B-5, which is the working capital allowance. My

rationale for not doing a lead-lag study, and the reasons for my recommendation of

zero working capital are explained above with respect to the Water Division. See

pages 6-7 of my testimony

10 Q PLEASE CONTINUE

The Company did not file Schedules B-3 and B-4. As I stated above, RRUI is

requesting that its OCRB be used as its FVRB for its Wastewater Division

13 Q HAVE YOU PREPARED SCHEDULES SHOWING ADJUSTMENTS TO

THE WASTEWATER DMSION'S ORIGINAL COST RATE BASE?

NNEMORE CRAIG
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Yes. Schedule B-2 shows adjustments to the Wastewater Division's OCRB cost

rate base proposed by RRUI. Schedules B-2, pages 2 through 6, provide the

supporting information. These adjustments are, in summary

B-2 adjustment number 1, as shown on Schedule B-2, page 2, adjusts plant

in-service There are a number of plant-in-service adjustments included

Adjustment 1. These are shown on Schedule B-2, page 3, and are labeled as

adjustments "A" and

Adjustment A of B-2 adjustment number 1 adjusts plant-in-service to

remove affiliated profit from plant-in-service that was recorded in plant-in-service

during the years since the Company's last rate case

Adjustment B of B-2 adjustment number 1 adjusts plant-in-service to reflect

the reconciliation of the Company's plant-in-service detail to its amount recorded

23
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Q-

A.

at the end of the test year and as reflected on the E-1 schedule.

PLEASE CONTINUE.

B-2 adjustment number 2 as shown on Schedule B-2, page 2, adjusts accumulated

depreciation. The details of the accumulated depreciation adjustment are shown

on Schedule B-2, page 4. There is only one adjustment shown on this schedule

and it is labeled as adjustment "A". This adjustment reflects the re-computed

amounts per the Company's B-2 plant schedule (Schedule B-2 pages 3.1 to 3.8).

Q- DO THE PLANT AND ACCUMULATED DEPRECIATION SHOWN on

B-2 REFLECT THE LAST COMMISSION RATE ORDER?

Yes. See Decision No. 67279. A reconciliation of the starting balances for plant-

in-service in the instant case is shown on Schedule B-2, page 3.9.

For accumulated depreciation, a reconciliation of the starting balances for

accumulated depreciation in the instant case is shown on Schedule B-2, page 3.10.

The plant shown on Schedule B-2 started with the plant-in-service balances

from the last rate case as described above. Plant additions and retirements since

the test year in that case have been added to and deducted from total plant shown

on Schedule B-2, pages 3.1 to 3.8. As mentioned above, capitalized affiliate profit

recorded in the plant additions for each year have been deducted from the plant.

Pages 3.1 to 3.8 of the schedule show the details for the accumulated depreciation

through the end of the test year using the half-year convention for depreciation.

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

Q- THANK YOU. PLEASE CONTINUE.

Adjustment number 3 adjusts deferred income taxes. The Company's computation

is based on the adjusted plant-in-service, accumulated depreciation, and CIAC in

the instant case and the tax basis of its assets using the tax rate found on Schedule

C-3. The detail of the Company's deferred income tax computation is shown on

Schedule B-2, page 5.
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Adjustment number 4, labeled as 4a and 4b, adjusts CIAC and amortization

based on additional CIAC recorded since the since the prior rate case. The detail

of the Company's proposed CIAC adjustments can be found on Schedule B-2, page

6 and 6.1 to 6.3.

Q, HOW WAS THE PROPOSED "FAIR VALUE" RATE BASE SHOWN ON

A-1 DETERMINED?

A. As stated,  the FVRB shown on Schedule A-1 is  based on OCRB, with no

adjustment for the current values of the Company's plant and property.

Q-

C. Income Statement (C Schedules).

PLEASE EXPLAIN THE ADJUSTMENTS YOU ARE PROPOSING TO

THE WASTEWATER DIVISION INCOME STATEMENT AS SHOWN ON

SCHEDULES C-1 AND C-2.

The following is a summary of adjustments shown on Schedule C-1 :

Adjustment l annualized depreciation expense. The proposed depreciation

rate for each component of utility plant is shown on Schedule C-2, page 2. The

depreciation rates approved in the Company's last rate case were account specific

rates. The Company proposes to continue to use these rates.

Adjustment 2 increases the property taxes based on proposed revenues. My

analysis for the Wastewater Division is identical to that used for the Water

Division. See pages 9-11 of my testimony.

Q. PLEASE CONTINUE WITH YOUR DESCRIPTION OF THE INCOME

STATEMENT ADJUSTMENTS.

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

Adjustment 3 shows the rate case expense proposed by the Company. The

Company estimates rate case expense for the Wastewater Division of $125,000

[$175,000-$50,000]. This is less than the $210,000 of estimated rate case expense
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for the Water Division I discussed above, but I used the same approach. See pages

11-12 of my testimony.

Q~ OKAY, THANK you. PLEASE CONTINUE WITH YOUR DISCUSSION

OF THE INCOME STATEMENT ADJUSTMENTS?

Q- Adjustment 4 annualized revenues to the year-end number of customers. The

annualization of revenues is based on the number of customers at the end of the test

year, compared to the actual number of customers during each month of the test

year. Average revenues by month were computed for the test year. The average

revenues were then multiplied by the increase (or decrease) in number of

customers for each month of the test year.

Adjustment 5 reflects an anticipated increase in power costs from a recently

authorized rate increase for APS, the Company's electdc power provider.

Adjustment 6 annualized purchased power expense based on the additional

gallons treated from annualizing revenues to the year-end number of customers in

Adjustment 4, above. This adjustment is intended to match the additional expense

associated with the revenue annualization.

Adjustment 7 annualized chemicals expense based on the additional gallons

treated from annualizing revenues to the year-end number of customers in

Adjustment 4, above. This adjustment is intended to match the additional expense

associated with the revenue annualization.

Adjustment 8 synchronizes interest expense with rate base.

Adjustment 9 reflects income taxes on taxable income based on the tax rate

under proposed revenues.

Q, AGAIN, THE CONTRACTUAL COSTS INCLUDED IN OPERATING

EXPENSES EXCLUDE ALL AFFILIATE PROFIT?

1

2

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26 Yes.
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D. Wastewater Division Rate Design (H Schedules).

WHAT ARE THE COMPANY'S PRESENT RATES FOR WASTEWATER

SERVICE?

$56.36

$64.27

$79.40

$117.24

$162.62

$283.30

$419.91

$797.96

$1,252.11

$1,781 .93

$3,295.77

The Company's present rates are :

MONTHLY SERVICE CHARGES

5/8" x 3/4" meters

3/4" Meters

1" Meters

1 1/2" Meters

2" Meters

3" Meter

4" Meters

6" Meter

8" Meters

10" Meters

la" Meters

COMMODITY RATES

Commercial and Multi-tenant only

0 to 7,000 gallons

Over 7,000 gallons

$0.00

$5.71

WHAT ARE THE COMPANY'S

WASTEWATER SERVICE?

PROPOSED RATES FOR

1

2

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

The Company's proposed rates are :

MONTHLY SERVICE CHARGES

5/8" x 3/4" meters

3/4" Meters

$53.65

$61.19
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$75.59

$111.61

$154.81

$269.70

$399.75

$759.66

$1,192.01

$1,696.40

$3,137.57

1" Meters

1 1/2" Meters

2" Meters

3" Meter

4" Meters

6" Meter

8" Meters

10" Meters

12" Meters

COMMODITY RATES

Commercial and Multi-tenant only

0 to 7,000 gallons

Over 7,000 gallons

$0.00

$5.44

Q-

1. Off-site Facilities Hook-up Fee.

IS THE COMPANY PROPOSING AN OFF-SITE FACILITIES HOOK-UP

FEE (HUF)?

Yes. The proposed tariff is attached to the application at Attachment A

discussion of the proposed HUF tariff is contained in Greg Sorensen's direct

testimony. See Sorensen DT at 10-11.

Q-

2. Other Tariff Changes.

WILL THERE BE A LOW INCOME TARIFF FOR WASTEWATER AS

WELL?

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

Yes, it will be the same as the one proposed for water which I discussed above.

See pages 17-20 of my testimony.
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1 Q- IS THE COMPANY PROPOSING ANY CHANGES TO MISCELLANEOUS

SERVICE CHARGES FOR THE WASTEWATER DIVISION?

5 Q-

Rate Design Based on Water Consumption

WHY IS THE COMPANY PRESENTING INFORMATION ON

WASTEWATER RATE DESIGNS BASED ON WATER CONSUMPTION?

7

8

9

Because in Decision 67279, the Commission ordered RRUI to present information

on: 1) whether wastewater rates based on water consumption encourage

conservation, 2) whether higher bills for those who use the system is a fairer way

to collect revenue, and 3) what tiered wastewater rates based on water consumption

would look like compared to a flat rate design. Decision67279 at 25

Q- HOW ARE WASTEWATER RATES TYPICALLY DESIGNED?12

13 A.

20

Other than flat rate designs based on meter size, typical wastewater rate designs

include rates in which the unit rate is the same across all units of service (uniform

rates), rates in which the unit rate increases as the quantity of units purchased

increases (increasing block rates), rates in which the unit rate is based upon the

long-run marginal cost or the cost of adding the next unit of capacity to the sewer

system

Within the context of the various rate designs, two approaches are typically

taken: 1) Quantity/quality rates and 2) Extra-strength surcharges. Some utilities

mix these two approaches to enhance the equitability of their system of rates

Under the quantity/quality rate structure, specific rates are developed for

individual customer classes based on the estimated strength of the wastewater

contributed by that class. Utilities may use multiple sources of data to obtain

strength-based information in order to classify their commercial and industrial

customers. But, regardless of the manner of estimating wastewater strengths for
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Q.13

14

15

16

17

A.

24

25

26

Q-

each customer class, the quantity/quality approach categorizes customers according

to estimated strengths and sets rates that recover the cost of serving those

customers

Under the extra-strength surcharge approach, costs associated with high

strength wastewater are separated from the total costs, and what remains is

recovered in a common domestic-strength wastewater rate. Under this approach

all customers subject to the extra-strength surcharges are charged the common

domestic-strength wastewater rate and a surcharge to recover the additional cost

incurred to treat their high-strength waste. The levels of pollutants measured in the

wastewater detennine the level of the surcharge. These measures of the level of

pollutants for the extra-strength surcharge are generally based on sampling

programs implemented by the utility

DO FLAT RATE DESIGNS ENCOURAGE CONSERVATION?

Rates that charge customers a fixed amount per billing cycle (flat rates) for sewer

service regardless of the units of service consumed do not satisfy the definition of

conservation pricing of sewer service. However, conservation pricing for sewer

service should provide incentives to reduce average or peak use, not to directly

reduce water consumption. Reduced average or peak use has benefits in reducing

the need to add capacity on the system which has very high capital costs

Conservation pricing of water consumption in water rates rather than sewer rates is

a more direct way to promote conservation of water. But, arguably, sewer rates

based on water consumption do send an additional price signal to customers who

use more water

PLEASE COMMENT ON THE ALTERNATIVE RATE DESIGN sHown

IN ATTACHMENT A

The rate design shown in attachment A (provided along with my wastewater
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schedules) is a simplified approach to setting wastewater rates based on water

consumption. The design employs a monthly fixed charge is that applies to all

classes of customers and a volumetric rate (commodity rate) for each class of

customers.

The Company's customers can be classified into three classes: Single-

Family Residential ("SFR"), Multi-family Residential ("MFR"), and Commercial.

The rates produced by the method set forth in Attachment A are as follows:

Charge per 1,000 gallons
of water consumption

$2.25

Customer Class

SFR

MFR

Commercial

Fixed Monthlv Fee

$43.00

$43.00

$43.00

$4.04

$4.04

Q- PLEASE EXPLAIN HOW THE WASTEWATER

ATTACHMENT A WERE DETERMINED?

RATES IN

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. Basically, there were 3 steps. In the first step, the amount of the revenue

requirement to be recovered from the fixed monthly charge and the amount of

revenue from the volumetric charges are determined. I used 60 percent for the

proportion of revenues to be recovered from the Fixed charges and 40 percent for

the proportion of revenues to be recovered from the volumetric rate. Under the

current rate design, approximately 85 percent of the revenue requirement is

recovered from the fixed charges. The fixed charges are a source of stable

revenues. As the proportion of the revenues recovered from the fixed charges

decreases, revenue instability increases. Revenue instability increases risk and

undermines the financial health of the utility. I believe that 60 percent of the

revenues from the fixed charges, which is lower than the current 85 percent, would

31ENNEMORE CRAIG
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be at the low end of what I would recommend given the high fixed costs of

wastewater utilities

In the second step, the computation of the fixed monthly charge is

determined using the revenues to be computed by dividing the revenues to be

recovered from the fixed charges by the annualized number of bills. This fixed

charge is the same for all customer classes

In the third step, a wastewater unit charge (per 1,000 gallons) based on

wastewater flow is determined and then converted to water use rate (per 1,000

gallons). The wastewater unit charge is computed by first determining the total

wastewater flows. Wastewater flows from each class of customers is computed

using an assumed flow through factor (water returned to sewer system) for water

consumed and then totaled. The revenues to be recovered from the commodity

rates are then divided by the total wastewater flows to derive the wastewater unit

charge

15 Q- PLEASE EXPLAIN HOW WASTEWATER FLOW THRGUGI-I FACTORS

ARE TYPICALLY DETERMINED

17 A. Typically, wastewater flows are estimated based on 95-100 percent winter water

usage for SFR users and as a percentage return of water usage for MFR and most

commercial/industrial users. SFR water consumption consists of two types of

water usage: domestic use (water used inside the home) and irrigation use (water

used in the yard). During the winter months, it is assumed that there is very little

irrigation use and that all water use in within the home. This may or may not be

realistic depending on the water use characteristics in the area and other

circumstances, but certain general assumptions have to be made. For the MFR, it

is assumed that most water is predominantly domestic use since most complexes

have separate irrigation meters to water green areas. For Commercial, wastewater

ENNEMORE CRAIG
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flows can vary significantly among different types of commercial businesses

Typically, a wastewater flow through rate is assigned to an individual business

based on the type of business and it is assumed that there are separate initiation

meters

5

6

Q, HOW DID YOU DETERMINE THE FLOW THROUGH FACTORS?

Rather than use 95-100 percent of the winter water usage for the SFR class, a 50

percent flow through factor is assumed for all water consumption. For MFR, a 90

percent flow through rate is assumed. A 90 percent flow through factor for

Commercial customers is also assumed as no formal study of flow through factors

for the Company's commercial customers has been conducted

11

12

13

14

Q- PLEASE CONTINUE

As shown in Attachment A, the wastewater unit charge is $4.49 per 1,000 gallons

To convert the wastewater unit charge to a water consumption charge, the

wastewater unit charge is multiplied by the assumed flow through rate for each

customer class. As shown, the SFR charge per 1,000 gallons is $2.25 while the

charge per 1,000 gallons for MFR and Commercial is $4.04

17 Q- DOES THE RATE DESIGN SET FORTH IN ATTACHMENT A GIVE ANY

CONSIDERATION TO WASTEWATER STRENGTH?

19

20

21

A. No. It is assumed that all classes place the same load on the sewer system in terns

of wastewater strength

Q- WHAT ARE THE AVERAGE MONTHLY BILLS BY CUSTOMER CLASS

BASED ON THE RATE DESIGN?

23

24

They are as follows

Customer Class Average Water
Consumption

(in 1,000 gallons) Average Monthly Bill

$60.89
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Customer Class Average Water
Consumption

(in 1,000 gallons)

Commercial

Average Monthly Bill

$84.35

SB213.84

6 Q- HAVE YOU PREPARED A BILL COMPARISON FOR THE PROPOSED

RATES UNDER THE CURRENT RATE DESIGN AND THE RATE

RESIGN SHOWN IN ATTACHMENT A?

9

10

A. Yes. A bill comparison can be found in Attachment A. Notably, a 5/8 inch

metered residential customer using an average7,936 gallons per month will have

an average monthly bill of $63.23 compared to a monthly bill of $53.65 under the

current rate design (under proposed rates) - a difference of $9.57 per month. All of

the other customer classes have lower rates based on water usage

14 Q- IS THE RATE DESIGN SET FORTH IN ATTACHMENT A, A FAIRER

WAY TO COLLECT REVENUES THAN THE CURRENT RATE DESIGN?

16 A In theory, yes, charging customers based on the load placed on the wastewater

system is a more fair way to collect revenues. Presumably, the more water a

customer uses, the more load is placed on the wastewater system for that customer

and he/she should pay more

20 Q- DOESN'T THE COMPANY'S CURRENT RATE DESIGN INCLUDE A

VOLUMETRIC RATE?

22

23

24

Yes. For the Commercial and Multi-tenant customer classes, the rate design

includes a fixed monthly charge which varies by meter size and a commodity rate

applies for water usage over 7,000 gallons. The residential customer class has no

commodity charge, rather it is a fixed monthly charge which varies by meter size
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1 Q- THEN WHY AREN'T YOU RECOMMENDING THE RATE DESIGN

REFLECTED IN ATTACHMENT A?

I have several concerns. First, the rate design set forth in Attachment A is a

simplified approach which includes assumptions about wastewater flow through

rates and wastewater strengths. It would take some time and be very expensive to

obtain the information necessary to avoid those assumptions

Second, significant rate design changes should be prepared in conjunction

with a cost of service study which includes a study of wastewater flow through

rates and wastewater strengths (such as biological oxygen demand ("BODY") and

total suspended solids ("TOSS")), particularly for the commercial customers to

insure the rate design is fair and equitable to all customer classes

Third, water conservation should not be the primary driver in setting

conservation based rates for sewer service. As I testified, the primary driver should

be to reduce average and peak use of the wastewater system. While conservation

based sewer rates may have a secondary benefit of promoting water conservation, I

suspect that a great deal more discretionary water use occurs outside the home

(imation, washing cars, etc.) rather than inside the home. Many homes already

have low flow toilets, low flow shower heads, and other water saving devices as

mandated by local building codes. Outside water use does not place any additional

load on the sewer system and is better targeted in conservation oriented water rate

designs

For these reasons, while I have compiled the information and conducted the

analysis required by the Commission, the Company does not propose and cannot

support a consumption based rate for wastewater service at this time

25

26

Q- WHY DIDN'T YOU PREPARE A COST OF SERVICE STUDY?

Cost. A formal cost of service study would be not only time consuming but very
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expensive. Given that water and wastewater utilities, in my experience, rarely

recover all of their rate case expense in this jurisdiction, I understand why the

Company was reluctant to have me prepare one. More importantly, conservation

rates, particularly for water utilities, are rarely if ever basedon cost of service, so I

suspect the same would apply to wastewater rates

6 Q- DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?
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3

4

FENNEMORE CRAIG, P.C
Jay L. Shapiro (No. 014650)
Todd C. Wiley (No. 015358)
3003 N. Central Ave
Suite 2600
Phoenix, Arizona 85012
Attorneys for Rio Rico Utilities, Inc

5

6 BEFORE THE ARIZONA CORPORATION COMMISSION

DOCKET NO: WS-02676A.,,09
9

10

11

12

IN THE MATTER OF THE
APPLICATION OF RIO RICO
UTILITIES. INC., AN ARIZONA
CORPORATION, FOR A
DETERMINATION OF THE FAIR
VALUE OF ITS UTILITY PLANTS AND
PROPERTY AND FOR INCREASES IN
ITS WATER AND WASTEWATER
RATES AND CHARGES FOR UTILITY
SERVICE BASED THEREON13

14

DIRECT TESTIMONY OF

THOMAS J. BOURASSA

20
SCHEDULES

A through C, E, F, H

24
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Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Computation of increase in Gross Revenue
Requirements As Adjusted

Exhibit
Schedule A-1
Page 1
Witness: Bourassa

Fair Value Rate Base 8.455.517

Adjusted Operating Income (214,606)

Current Rate of Return

Required Operating Income 1 .048.484

Required Rate of Return on Fair Value Rate Base 12.40%

Operating Income Deficlency 1.253.090

13
14

Gross Revenue Conversion Factor 1.6286

Increase in Gross Revenue Revenue Requirement 2.057.112

17
18
19
20

Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

1.847.256
2.057.112
3.904.369

111.36%

Present
Rates
1,416,089 s

Proposed Dollar
Rates Increase
3,014,247 $ 1.598.158

Percent
Increase

s
23
24
25
26

Customer
Classification
5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch

Residential
Residential
Residential
Residential
Residential

15.001 34.443 18.443

SubiotaI $ 1,440,833 $ 3,067,443 $ 1.626.610

112.86%
114.07%
115.26%
115.10%
114.18%

0.00%
112.89%

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

30,960
25,394
13.279

134.126
97.545
43.844
18.185

$ 66,592
54.957
28.780

292.744
213.076
95.480
39.628

$ 35.632
29.563
15.501

158.619
115.531
51.636
21.443

115.09%
116.42%
116.73%
118.26%
118.44%
117.77%
117.92%

0.00%
117.78%

38
39
40 Subtotal 363,332 $ 791,256 $ 427.924

43
44

5/8 Inch
1.5 Inch

Multi-family
Multi-family
Subtotal

$ 2,850 s 3.235
645

113.49%
113.56%
113.50%$ 3,418 $ 7,297 $

Fire Lines up to 8 Inch 1,199 $ 112.50%47
48
49
50
51
52
53

$ 3,868,544
(9,508)
44.672

$ 2.059.762
(4,714)

113.88%
98.33%

Subtotal Revenues before Annualization
Revenue Annualization
Miscellaneous Revenues
Reconciling Amount H-1 to C-1
Total of Water Revenues (a) $

1,808,782 $
(4,794)
44.672
(1 ,404)

1,847,256 $ 3,904,368 $
2.064

2.057.112
-147.01 %
111.36%

55
56

SUPPORTING SCHEDULES
B-1
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Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Summary of Results of Operations

Exhibit
Schedule A-2
Page 1
Witness: Bourassa

Description
Gross Revenues

Test Year
Prior Years Ended Actual Adjusted

12/31/2006 12/31/2007 12/31/2008 12/31/2008
$ 1,801,618 s 1,820,691 $ 1,852,050 $ 1,847,256

Protected Year
Present Proposed
Rates Rates

12/31/2009 12/3112009
$ 1,847,256 $ 3,904,369

No.
1
2
3
4

Revenue Deductions and
Operating Expenses

1 .647.7a4 1.675.498 1.946.227 2.061 .862 2.061.862 2.855.884

Operating Income $ 153,834 $ 145,193 $ (94,177) $ (214,606) $ (214,606) as 1,048,484

Other Income and
Deductions

Interest Expense (9,515) (6,658) (9,120)

Net Income $ 144,319 $ 138,535 $ (103,297) $ (214,606) $ (214,606) $ 1,048,484

Earned Per Average
Common Share 144.32 138.54 (103.30) (21461) (21451) 1.048.48

Dividends Per
Common Share 159.03

Payout Ratio

Return on Average
Invested Capital 0.89%

Return on Year End
Capital 053% 0.90%

Return on Average
Common Equity 1.96% 273%

Return on Year End
Common Equity 1740/0 1.10%

Times Bond Interest Earned
Before Income Taxes (10.33)

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
35
37
38
39
40
41
42
43

Times Total Interest and
Preferred Dividends Earned
After Income Taxes (10.33)

SUPPORTING SCHEDULES



Rio Rico Utilities, Inc
Test Year Ended December 31, 2008

Summary of Capital Structure

Exhibit
Schedule A-3
Page 1
Witness: Bourassa

Projected

Description

Prior Years Ended
12/31/2006 12/31/2007 12/31/2008 12/31/2009

Short-term Debt $ $ $

Long-Term Debt $ $ $

Total Debt

Preferred Stock

1
2
3
4
5
6
7
8
g
10
11
12

Common Equity 10.058.640 12.257.855 12.132.312 13.616.790

14
15

Total Capital 81 Debt $ 10,058,640 $ 12,257,855 $ 12,132,312 $ 13,616,790

Capitalization Ratios

Short-term Debt

Long-Term Debt 0.00%

Total Debt 0.00% 0.00% 0.00%

Preferred Stock

17
18
19
20
21
22
23
24
25
26
27
28

Common Equity 100.00% 100.00% 100.00% 100.00%

Total Capital 100.00% 100.00% 100.00% 100.00%

Weighted Cost of
Short-Term Debt 0.00%

Weighted Cost of
Long-Term Debt 0.00° /c 0.00% 0.00%

30
31
32
33
34
35
36
37
38
39
40

Weighted Cost of
Senior Capita! 0.00% 0.00% 0.00%

42 SUPPORTING SCHEDULES



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Construction Expenditures
and Gross Utility Plant in Service

Exhibit
Schedule A-4
Page 1
Witness: Bourassa

Net Plant
Placed

Gross
Utility
Plant

in Service
Construction
Expenditures Service

Prior Year Ended 12/31/2006 1.423.016 1.590.607 30.269.691

Prior Year Ended 12/31/2007 1.013.251 763.814 31.033.505

Test Year Ended 12/31/2008 2.437.529 3.026.295 34.023226

4
5
6
7
8
g

10
11
12

Projected Year Ended 12/31/2009 175.400 175.400 34.198.626

15 SUPPORTING SCHEDULES



Rio Rieo Utilities - Water Division
Test Year Ended December 31, 2008
Summary Statements of Cash Flows

Exhibit
Schedule A-5
Page 1
Witnessi Bourassa

Prior Projected Year
Present Proposed
Rates Rates

12/31/2009 12/31/200912/31/2006
Ended

12/31/2007
Ended

12/31/2008

144.319 $ 138,535 $ (103,297) $ (214,606) $ 1,048,484
5
6
7
8
g
10

Cash Flows from Operating Activities
Net Income
Adjustments to reconcile net income to net cash
provided by operating activities

Depreciation and Amortization
Provision for Doubtful Accounts
Other

344.046
(70,533)

209.368
(93,444)

270.733
(95,654)

463.297 463.297

(27,875) 10712 (36,859)

(1 _335)
680700

50.483
46.042

(15,234)
(348,790)
(50,483)
16.110

687.043

77,566
(113)

(471 ,458)
695,356 $

(478,035)
(610,912) $

205.350
1,012,529 $ 248.691 $ 1,511,781

(1,423,D16) (1,013,251) (2,437,529) (175,400) (175,400)

$ (1,423.016) $ (1.01s.251) s (2,437,529) s (175,400) $ (175,400)

32
Aid of Construction

Aid of Contraction (61 ,839)

(159,034)

$ $
1.489.971
1,428,132 $ $

Changes in Certain Assets and Liabilities
Accounts Receivable
Accounts Receivable, Other
Materials and Supplies Inventory
Prepaid Expenses
Accounts Payable
intercompany payable
Customer Deposits
Taxes Payable
Deferred Income Taxes
Other assets and liabilities

23 Net Cash Flow provided by Operating Activities
24 Cash Flow From Investing Activities
25 Capital Expenditures
26 Plant Held for Future Use

Changes in Short-term Investments
28 Net Cash Flows from Investing Activities
29 Cash Flow From Financing Activities
30 Change in Restricted Cash

Net Receipts of Advances-in-
Net Receipts of Contributions-in-
Repayments of Long-Term Debt
Dividends Paid
Deferred Financing Costs
Stock/Paid in Capital

37 Net Cash Flows Provided by Financing Activities
38 Increase(decrease) in Cash and Cash Equivalents
39 Cash and Cash Equivalents at Beginning of Year
40 Cash and Cash Equivalents at End of Year
41
42

672.575
522,996

(204,664)
275561
70,997 $

1.629901
1,634,366

10.203
70.997
81 ,200 $

81.200
84.332 $

73.291
84.332

157,623 $

1.336.381
84.332

1,420,713



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Summary of Rate Base

Exhibit
Schedule B~1
Page 1
Witness: Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 34,059.801
12.472.661

34.059.801
12.472.661

Net Utility Plant in Service $ 21,587,140 21.587.140

Advances in Aid of
Construction

Contributions in Aid of
Construction

73.648 73.648

20.188.921 20.188.921

Accumulated Amortization of CIAC (6,628,197) (6,628,197)

10
11
12
13
14
15
16
17

Customer Meter Deposits
Deferred Income Taxes & Credits

275.455
(778,203)

275.455
(778,203)

20
21
22
23
24
25
26

Plus
Unamortized Debt Issuance

Costs
Deferred Reg. Assets
Working capital

29
30

Total Rate Base 8.455.517 8.455.517

33 SUPPORTING SCHEDULES RECAP SCHEDULES
A-1



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Schedule B-2
Page 1
Vs/itness; Bourassa

Proforma
Adjustment

Amount

Adjusted
at end

Actual
at

End of
Test Year Test Year

Gross Utility
Plant in Service $ 34,023,226 36.575 $ 34,059,801

Accumulated
Depreciation 10.986265 1.486.396 12.472.e61

Net Utility Plant
in Service $ 23,036,961 $ 21,587,140

12
13
14

Less
Advances in Aid of
Construction 73.648 73.648

16
17

Contributions in Aid of
Construction 20.188.921 20.188.921

19
20

Accumulated Amory of CIAC (6,635,014) (6,628,197)

Customer Meter Deposits
Deferred Income Taxes & Credits

275.455 275.455
(778,203)22

23

(778,203)

Plus26
27
28
29
30
31
32

Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

35

36

Tota! $ 9,133,951 $ 8,455,517

39
40
41
42

SUPPORTING SCHEDULES
B-2, pages 2
ET

RECAP SCHEDULES
B-1

45
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Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Original Cost Rate Base Proforma Adjustments
Adjustment 4

Exhibit
Schedule B-2
Page 6
Witness: Bourassa

1 ClAC and Accumulated Amortization

5 Computed balance at 12/31/2008 s 20,188,921 6.628.197

Book balance at 12/31/2008 $ 20,t88,921 6.635.0147
8
g
10

Increase (decrease) $ (6,817)

$12

13

14

Adjustment to CIAC

Label pa Cb

16

t o
20
21
22

SUPPORTING SCHEDULES
B-2, page 6.1 to 6.4

25

28

34









Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Computation of Working Capital

Exhibit
Schedule B-5
Page 1
Witness: Bourassa

1
2
3
4
5
6

Cash Working Capital (1/8 of Allowance
Operation and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)

145.200
18.396

9
10

Total Working Capital Allowance 163.596

12
13

Working Capital Requested

15 SUPPORTING SCHEDULES RECAP SCHEDULES
B-1



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Income Statement

Exhibit
Schedule C~1
Page 1
Witness: Bourassa

Test Year Proposed Adjusted
with Rate
IncreaseResults Label Adjustment

Test Year
Adjusted
Results Increase

1 Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

$ 1,807,378 $ (4,794) $ 1,802,584 $ 2,057,112 $ 3,859,697

$

44.672
1,852,050 $ (4,794) $

44.672
1,847,256 $ 2,057,112 $

44.672
3,904,369

6 Operating Expenses
$

435.559 5/6 441 .501 441.501

10
7

23.150
805.032
76.859

23.150
805.032

76.859

23.150
805.032

76.859

79.315
37.699

26.954
79.315
37.699

26.954
79.315
37.699

17.564
70.000

17.564
70.000
14.822

17.564
70000
14.82214.822

Salaries and Wages
Purchased Water
Purchased Power
Fuel for Power Production
Chemicals
Materials & Supplies
Outside Services
Outside Sewices- Other
Outside Services- Legal
Water Testing
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Reg. Comm. Exp
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense 270733 192.564 463.297 463.297

148.295

29
30
31
32
33

$
$

1,946,227
(94,177)

$
$

(17,922)
(134,909)
115,635 $

(120,429) $

130373
(134,909)

2,061,862 $
(214,606) $

794.022
794,022

1 ,263,090
$
$

130.373
559.114

2,855,884
1 ,048,484

(9,120) 8

35

Taxes Other Than Income
Property Taxes
Income Tax

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income (loss)
Interest Expense
Other Expense

37
38

39
40

Total Other Income (Expense)
Net Profit (Loss)

$

$

(9,120)
(103,297) $

9.120 $
(111,309) $

$
(214,606) $ 1,263,090 $ 1 ,048,484

SUPPORTING SCHEDULES
C-2

RECAP SCHEDULES
A-1





Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Schedule C-2
Page 2
Witness: Bourassa

Depreciation Expense1

2

3 Acct
Adjusted
Original Proposed

Rates
Depreciation

Expense

0.00%
000%44.194

2.732.833 91.003

563.511 18.765

279.153
197.120

2.591 .970
372.970

12.50% 323.996
12.420

20.00%
759.861 16.869

17
18
19
20
21
22
23

2.22%
5.00%

22.089.150
2.209.274

956.605
568.577

3.33%
8.33%

441.783
73.569
79.685
11 .372

6.67%

29
30
31

121 .843
22.986
76.919

218.945
20.00%
20.00%
4.00%

43.789

15.035
10.00%

301
302
303
304
305
306
307
308
309
310
311
320

320. 1
320.2
330

330, 1
330.2
331
333
334
335
336
339
340

340. 1
341
342
343
344
345
346
347
348

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res
Lake River and Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Dist. Reservoirs 8< Standpipe
Storage tanks
Pressure Tanks
Trans, and Dist. Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Misc. Equip
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant

218.040 1000%
10.00%
10.00%

21.804

TOTALS $ 34,059,801 $ 1,162,239

42
43

Less: Amortization of Contributions $ 20,188,921 34620% $ (698,942)

Total Depreciation Expense 463.297

Test Year Depreciation Expense 270.733

increase (decrease) in Depreciation Expense 192.564

Adjustment to Revenues and/or Expenses 192.564

46
47
48
49
50
51
52
53
54
55
56

SUPPORTING SCHEDULE
B-2, page 3
B-2, page 6.4

Fully Depreciated



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 2

Exhibit
Schedule C-2
Page 3
Witness: Bourassa

1 Property Taxes

3
4
5
6
7

Adjusted Revenues in year ended 12/31/08
Adjusted Revenues in year ended 12/31/08
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2

1.847.256
1.847.256
3.904.369
2.532.960
5.065.921

Construction Work in Progess at 10%
Deduct
Book Value of Transportation Equipment 193.833

4.872.088Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

1.023.138
11 .3283%

g
10
11
12
13
14
15
16
17
18
19
20
21
22
23

Property Tax
Plus: Tax on Parcels

115.904
14.470

Total Property Tax at Proposed Rates
Property Taxes recorded during the test year
Change in Property Taxes

130.373
148.295
(17,922)

24

26 Adjustment to Revenues and/or Expenses
27

(17,922)



Rio Rico Utilities . Water Division
Test Year Ended December 31, 2008

ADJUSTMENTS TO REVENUES AND/OR EXPENSES
Adjustment Number 3

Exhibit
Schedule C~2
Page 4
V\htness: Bourassa

Rate Case Expense

Estimated Rate Case Expense 210.000

Rate Case Expense 210.000

Estimated Amortization Period (in Years) 3.0

Annual Rate Case Expense 70.000

Test Year Rate Case Expense

Ir\crease(decrease) Rate Case Expense 70.000

1
2
3
4
5
6
7
8
9
10
11
12
13

14
15

16

Adjustment to Revenue and/or Expense 70.000



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Adjustment to Revenues and Expenses
Adjustment Number 4

Exhibit
Schedule C-2
Page 5
Witness: Bourassa

1 Revenue Annualization

4
5
6

Revenue Annualization (4,794)

Total Revenue from Annualization (4,794)8

g
10
11

12
13
14

Adjustment to Revenue and/or Expense (4,794)

SUPPORTING SCHEDULES
C-2 pages 5.1 to 5.12
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Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Adjustment to Revenues and Expenses
Adjustment Number 5

Exhibit
Schedule C-2
Page 6
Witness: Bourassa

Increase in Purchased Power Cost (APS)

Test Year Purchased Power Expense 435.559

Test Year Purchased Power Expense 435.559

Estimated % Increase due to APS Interim Rate Increase 1.90%

Increase in Purchased Power Expense

2
3
4
5
6
7
8
9
10
i t
12
13

14

Adjustment to Revenue and/or Expense

17

20



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Adjustment to Revenues and Expenses
Adjustment Number 6

Exhibit
Schedule C-2
Page 7
Witness: Bourassa

1 Annualize Purchase Power Expense

3
4

Test Year Purchased Power Expense
Increase in Purchased Power Expense (Adjustment 5)

435.559

435.559
6 Total Adjusted Purchased Power Expense

Gallon Sold during Test Year (in 1,000's)
754.340

Cost per 1,000 gallons

8
g
10
11
12 Additional Gallons from Revenue Annualization (in 1,000's)

(4,024)

15
16
17

Increase (decrease) in Purchased Power
(2,334)

Adjustment to Revenue and/or Expense



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Adjustment to Revenues and Expenses
Adjustment Number 7

Exhibit
Schedule C~2
Page 8
V\htness: Bourassa

Annualize Chemicals Expense

Test Year Chemicals Expense

Gallon Sold during Test Year (in 1,000's) 754.340

Cost per 1,000 gallons

1
2
3
4
5
6
7
8
g
10

Additional Gallons from Revenue Annualization (4,024)

Increase (decrease) in Purchased Power12
13
14

15
16

Adjustment to Revenue and/or Expense

19
20



Rio Rico Utilities -Water Division
Test Year Ended December 31, 2008

Adjustment to Revenues and Expenses
Adjustment Number 8

Exhibit
Schedule C-2
Page 9
Witness: Bourassa

Interest Svnchronization

$ 8,455,517Fair Value Rate Base
Weighted Cost of Debt
Interest Expense $

Test Year Interest Expense $

Increase (decrease) in Interest Expense (9,120)

1
2

3
4
5
6
7
8
g

10
11
12
13
14 Adjustment to Revenue and/or Expense $

Weighted Cost of Debt Computation
Weighted

Amount Percent

17
18
19
20
21
22
23

Debt

Equity

Total

$

$

$

12.132312

12.132.312

100.00%

100.00%

0.00%

12.40% 12.409

12409



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 9

Exhibit
Schedule C-2
Page 10
Witness: Bourassa

Income Tax Computation1

2

3 Test Year Test Year
Adjusted
Results

Adjusted
with Rate
IncreaseResults

Taxable Income $ 1,707,5987
8
9

10

Taxable Income

$ (103,297)

$ (103,297)

$ (349,515)

$ (349,515) $ 1,707,598

Income Before Taxes $ (103,297) $ (349,515) $ 1,707,598

Arizona Income Before Taxes $ (103,297) $ (349,515) $ 1,707,598

$ $ (24,354) $ 118,985Less Arizona Income Tax
Rate
Arizona Taxable Income

(7,198)

$ (96,099) $ (325,161) $ 1,588,612

Arizona Income Taxes $ (7,198) $ (24,354) $ 118.985

Federal Income Before Taxes $ 1,707,598

Less Arizona Income Taxes $ $ $ 118.985

13

14
15
16
17
18
19
20
21
22
23
24
25
26
27

28

Federal Taxable Income

$ (103,297)

(7,198)

$ (96,099)

$ (349,515)

(24,354)

$ (325_161 ) $ 1,588,612

$
$

(14,415) (48,774)
FEDERAL INCOME TAXES
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34° /> BRACKET

Federal
Effective

s
$
$
$
$

Federa I
Effective

$
$
$
$
$

8.500 Federal
91.650 Effective

426,228 Tax

31
32
33
34
35
36
37
38

39

Federal income Taxes $ (14,415) 1395° 4 $ (48.774) 13.95% $ 540,128 31.63%

Total Income Tax $ (21,613) $ (73,128) $ 659,114

Overall Tax Rate 20.92% 20.92% 38.60%

41

42
43

44
45
46

Income Tax at Proposed Rates Effective Rate >$ (134,909)



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Schedule C-3
Page 1
Witness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
31 .63%

State Income Taxes 6.97%

No.
1
2
3
4
5
6

Other Taxes and Expenses 0.00%

Total Tax Percentage 38.60%8
9

10
11
12
13

Operating Income % = 100° /< Tax Percentage 61.40° />

Gross Revenue Conversion Factor
Operating Income '% 1 .628616

17
18
19
20

SUPPORTING SCHEDULES RECAP SCHEDULES
A-t



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Comparative Balance Sheets

Exhibit
Schedule E-1

Page 1
V\htness: Bourassa

Ended
12/31/2008

Ended
12/31/2007

Ended
12/31/2006

$ 34,023,226 $ 31,033,505 $ 30,269,691
ASSETS

Plant In Service
Non-Utility Plant
Construction Work in Progress
Less: Accumulated Depreciation
Net Plan! $

95.024
(10,9B6,265)
23,131 ,985 $

647.216
(10,312,729)
21,367,992 $

397.779
(9,698,350)
20,969,120

Debt Reserve Funds

84,332 s 81,200 $ 70.997

336.968 300.109 310.821

12
13
14
15
16
17
18
19
20

CURRENT ASSETS
Cash and Equivalents
Restricted Cash
Short-term Investments
Accounts Receivable, Net
Accounts Receivable -Other
Materials and Supplies
Prepayments
Other Current Assets
Total Current Assets $

10.289
1.457.163
1 ,888,752 $

18.049
1.870.488
2,269,845 $

2
1.539.567
1.924.200

22
23

Deferred Debits $ (491,447) $ (422,974) $ (345,977)

Other Assets $ 1,029,413 s 752,965 $ 528.854

TOTAL ASSETS $ 25,558,703 $ 23,967,828 $ 23,076,19626

27
28
29
30

LIABILITIES AND STOCKHOLDERS' EQUITY
Common Equity $ 9,356,741 $ 7,970,067 $ 6.201.629

Long-Term Debt, less current $
32

$ 2,291,807 $ 1,604,763 $ 1.953.554

50.483

$ 2,298,952 $ 1,612,021 $ 2,010,946

275,455
73.648

$ 197,889
135.487

$ 181.779
131.037

34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

CURRENT LIABILITIES
Accounts Payable
Current Portion of Long-Term Debt
Current Portion of AlAC
Payables to Associated Companies
Customer Meter Deposits, Current
Taxes Payable
Accrued Employee expenses
Accrued Interest
Other Current Liabilities
Total Current Liabilities

DEFERRED CREDITS
Customer Meter Deposits, less current
Advances in Aid of Construction
Accumulated Deferred Income Taxes
Contributions In Aid of Construction
Accumulated Amortization of CIAC

20.188.921
(6,635,014)

2().188.921
(6,136,557)

20.188.906
(5,638,101)

Total Deferred Credits $ 13,903,010 $ 14,385,740 $ 14,863,621

53

54

Total Liabilities & Common Equity $ 25,558,703 $ 23,967,828 $ 23,076,196

SUPPORTING SCHEDULES RECAP SCHEDULES



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Comparative Income Statements

Exhibit
Schedule E-2
Page 1
V\htness: Bourassa

Prior Prior

Ended
12/31/2008

Ended
12/31/2007

Ended
12/3t/2006

1
$ 1,807,378 $ 1,779,582 $ 1,737,758

5
5

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

Total Revenues
Operating Expenses

s

44.672
1 .852,050 $

41.109
1,820,691 $

63.860
1,801,618

$ $

435.559 378.942 322.910
10

23.150
805.032

76.859

20.666
621 .910

83.762

3
48.755

540.775
54.275

18.783 23.660
68.629
31.853

26.954
79.315
37.699 34.701

17.564 28.055 11.758

14.822 10.609 12.545

270.733 209.368 344.046

Salaries and Wages
Purchased Water
Purchased Power
Fuel For Power Production
Chemicals
Materials and Supplies
Outside Services
Outside Services- Other
Outside Sewices- Legal
Water Testing
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Vehicle
Reg. Comm. Exp. - Other
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

148.295 109.054
63.242

91.295
90.592

30
31
32
33
34

$
$

1,946,227 $
(94,177) $

1,675,498
145,193

$
$

1,647,784
153,834

(9,120) (6,658) (9,515)
36

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income (loss)
Interest Expense
Other Expense

38
39
40

Total Other Income (Expense)
Net Profit (Loss) $

(9,120) $
(103,297) $

(6,658) $
138,535 $

(9,515)
144,319

43
44

SUPPORTING SCHEDULES RECAP SCHEDULES



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Comparative Statements of Cash Flows

Exhibit
Schedule E-3
Page 1
Witness: Bourassa

Prior Prior

Ended
12/31 /2008

Ended
12/31/2007

Ended
12/31/2006

3
4
5

$ (103,297) $ 138.535 $ 144.319

270733
(95,654)

209.368
(93,444)

344.046
(70,533)

10
(36,859) 10.712 (27,875)

687.043
(15,234)

(348,790)
(50,483)
16.110

(1 ,335)
680.700
50.483
46.04277_566

(113)

$
205.350

1 ,012,529 $

(478,035)
(610,912) $

(471 ,458)
695.35621

22
23 (2,437,529) (1,013,251> (1,423,016)

26
27
28
29

$ (2,437.529> $ (1,013,251) $ (1_423,016)

(61,839)

(159,034)

$
1.489.971
1,428,132 $

1629.901
1 ,634,366

10.203
70.997
81 ,200

$

672.575
522.996
(204,664)
275.661
70.997

Cash Flows from Operating Activities
Net Income
Adjustments to reconcile net income to net cash
provided by operating activities

Depreciation and Amortization
Adjustments to Depreciation and Amortization
Other
Changes in Certain Assets and Liabilities

Accounts Receivable
Accounts Receivable, Other
Materials and Supplies Inventory
Prepaid Expenses
Accounts Payable
Intercompany payable
Customer Meter Deposits
Taxes Payable
Deferred Income Taxes
Other assets and liabilities

Net Cash Flow provided by Operating Activities
Cash Flow From Investing Activities

Capital Expenditures
Plant Held for Future Use
Change In Short-term Investments

Net Cash Flows from investing Activities
Cash Flow From Financing Activities

Change in Restricted Cash
Net Receipts of Advanws-in-Aid of Construction
Net Receipts of Contributions-in-Aid of Construction
Repayments of Long-Term Debt
Dividends Paid
Deferred Financing Costs
Stock/Paid in Capital

Net Cash Flows Provided by Financing Activities
Increase(decrease) in Cash and Cash Fquivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year

81.200
84,332 $ $

35
36
37
38

kg
40
41

SUPPORTING SCHEDULES RECAP SCHEDULES



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Statement of Changes in Stockholder's Equity

Exhibit
Schedule E-4
Page 1
Vs/itness: Bourassa

Common
Stock Paid-In-Capital

Retained
Eaminas Total

$ 1 $ 5,175,333
672.575

s 368.438 $

1 $ 5,847,908
1 .629.902

$

(159,034)
144.319
353,723 $

5,543,771
672.575

(159,034)
144.319

6,201 ,631
1.629.902

1 $ 7,477,810
1.489.971

$
138.535
492,258 $

138.535
7,970,068
1 .489.971

4
5
6
7
8
9
10
11
12
13
14
15
16
17

Balance. Dec 31, 2005
Add fl Paid In Capital
Dividends
Net Income
Balance, Dec 31, 2006
Addni Paid In Capital
Dividends
Net Income
Balance. Dec 31, 2007
Add fl Paid In Capital
Dividends
Net income
Balance, Dec 31, 2008 1 $ 8,967,781 $

(103,298)
388,960

(103,298)
$ 9,356,741

20

23 SUPPORTING SCHEDULES RECAP SCHEDULES



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Detail of plant in Service

Exhibit
Schedule E-5
Page 1
Witness: Bourassa

Plant Description

Plant
Balance

at
12/31/2007

Plant
Additions
Reclass
cations or

or
Retirements

Plant
Balance

at
12/31/2008

5,785 $

44.194
1.623.937 1.108.896

44.194
2.732.833

507.210 510.929

279.153
187.371

2.513.872
372.970

78.269

279.154
197.120

2.592.141
372.950

759.861 759.861

21098.409
1 .907.6Q1

839.434
550.907

998.210
301.582
117.170

17.671

22.096.619
2.209.274

956.605
568.578

12.160
22.986
76.919

118.069
(313)

130.229
22.673
77.232

218.945216.020

15.035 0 15.035

301
302
303
304
305
306
307
308
309
310
311
320

320.1
320.2
330

330. 1
330.2
331
333
334
335
336
339
340

340.1
341
342
343
344
345
346
347
348

Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res
Lake River and Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Equipment
Chemical Solution Feeders
Distribution Reservoirs 8< Standpipe
Storage tanks
Pressure Tanks
Transmission and Distribution Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Miscellaneous Equipment
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant

201 .363 16.679 218.041

TOTAL WATER PLANT $ 31,033,505 $ 2,989,721 $ 34,023,226

38
39

SUPPORTING SCHEDULES RECAP SCHEDULES

II



Rio Rico utilities - Water Division
Test Year Ended December 31, 2008

Operating Statistics

Exhibit
Schedule E-7
Page 1
Witness: Bouras

Prior Prior

Ended
12/31/2008

Ended
12/31 /2007

Ended
12/31/2006

1

2

3

WATER STATISTICS

5
6

Total Gallons Sold (in Thousands) 754.340 767.418 733.107

8
9

10
Water Revenues from Customers $ 1,852,050 $ 1,820,691 $ 1,801,618

14
15

Year End Number of Customers

17
18
19
20

Annual Gallons (in Thousands)
Sold Per Year End Customer

Annual Revenue per Year End Customer 328.79 $ 291.82 $ 303.3522
23
24
25

Pumping Cost Per 1,000 Gallons
Purchased Water Cost per 1,000 Gallons

0.5774 $
$

0.4938 $
$

0.4405



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Taxes Charged to Operations

Exhibit
Schedule E-8
Page 1
Witness: Bourassa

Prior Prior

Ended
12/31/2008

Ended
12/31/2007

Ended
12/31/2006

1 Description

$ 49,723
13.519

$ 74,853
15.739

Federal Income Taxes
State Income Taxes
Payroll Taxes
Property Taxes 148.295 109.054 91.295

Totals $ 148,295 $ 172,296 $ 181,887

3
4
5
6
7
8

9
10
11
12

*Computed



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Notes To Financial Statements

Exhibit
Schedule E-9
Page 1
Witness: Bourassa

Company does not conduct independent audits



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Projected Income Statements - Present & Proposed Rates

Exhibit
Schedule F-1
Page 1
Witness: Bourassa

At Present
Rates

At Proposed
Rates

Test Year
Actual
Results

Ended
12/31/2009

Ended
12/31/2009

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

$ 1,807,378 s 1.802.584 $ 3,859,697

$
44.672

1,852,050 $
44.672

1,847,256 $
44.672

3,904,369

Operating Expenses
$ $

435.559 441.501 441.501

g
23.150

805.032
76.859

23.150
805.032

76.859

23.150
805.032
76.859

26.954
79.315
37.699

26.954
79.315
37.699

26.954
79.315
37.699

17.564 17.564
70.000
14.822

17.564
70.000
14.82214.822

270.733 463.297 463.297

Salaries and Wages
Purchased Water
Purchased Power
Fuel For Power Production
Chemicals
Materials and Supplies
Outside Services
Outside Services- Other
Outside Sewices- Legal
Water Testing
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Vehicle
Reg. Comm. Exp. - Other
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
income Tax

148.295 130.373
(134,909)

130.373
659.114

30
31
32
33
34

$ 1,946,227 $
(94, t77) $

2,061,862 $
(214,606) $

2,855,884
1,048,484

(9,120)

38
39

40

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense
Gain/Loss Sale of Fixed Assets

Total Other Income (Expense)
Net Profit (Loss) $

(9,120) $
(103,297) $

$
(214,606) $ 1 ,048,484



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Projected Statements of Changes in Financial Position
Present and Proposed Rates

Exhibit
Schedule F-2
Page 1
V\htrless: Bourassa

At Present
Rates

At Proposed
Rates

Test Year
Ended

12/31/2008
Ended

12/31/2009
Ended

12/31/2009

$ (103,297) $ (214,606) $ 1,048,484

270.733
(95,654)

463.297 463.297

(36,859)

687.043

77.565
(113)

23
24
25

$
205.350

1,012,529 $ 248,691 $ 1,511,781

(2,437,529) (175,400) (175,400)

28
29
30
31

$ (2,437,529) $ (175.400) $ (175,400)

(61 ,839)

37
38
39
40

$
1.489.971
1,428,132 $

Cash Flows from Operating Activities
Net Income
Adjustments to reconcile net income to net cash
provided by operating activities

Depreciation and Amortization
Adjustment to Depreciation and Amortization
Other
Changes in Certain Assets and Liabilities

Accounts Receivable
Accounts Receivable. Other
Materials and Supplies inventory
Prepaid Expenses
Accounts Payable
Intercompany payable
Customer Deposits
Taxes Payable
Deferred income Taxes
Other assets and liabilities

Net Cash Flow provided by Operating Activities
Cash Flow From Investing Activities

Capital Expenditures
Plant Held for Future Use
Change in Short-term Investments

Net Cash Flows from investing Activities
Cash Flow From Financing Activities

Change in Restricted Cash
Net Receipts of Advances-in-Aid of Construction
Net Receipts of Contributions-in-Aid of Construction
Repayments of Long-Term Debt
Dividends Paid
Deferred Financing Costs
Stock/Paid in Capital

Net Cash Flows Provided by Financing Activities
increase(decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year

81 .200
84,332 $

73.291
84.332

157,623

$
1.336.381

84.332
$ 1,420,713



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008
Projected Construction Requirements

Exhibit
Schedule F-3
Page 1
Witness: Bourassa

2
3
4

6

10 20.000 20.000

15.000 15.000 15.000

20.000
95,000
40.400

20.000
60000

515.000

20.000
65.000

465.000

800.000

Account
Number

301
302
303
304
305
306
307
308
309
310
311
320

320. 1
320.2
330

330. 1
330.2
331
333
334
335
336
339
340

340. 1
341
342
343
344
345
346
347
348

Plant Asset
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res
Lake River and Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Equipment
Chemical Solution Feeders
Distribution Reservoirs 8< Standpipe
Storage tanks
Pressure Tanks
Transmission and Distribution Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Miscellaneous Equipment
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant

45.000

39 Total

40

$ 175.400 $ 1,496,000 $ 606,500



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Assumptions Used in Rate Filing

Exhibit
Schedule F-4
Page 1
Witness: Bourassa

Property Taxes were computed using the method used by the Arizona Department
of Revenue

Projected construction expenditures are shown on Schedule A-4

Expense adjustments are shown on Schedule CO, and are explained in the testimony

Accumulated depreciation and depreciation expense were computed at Arizona Corporation
Commission allowed rated in Prior Commission Decision

1
2
3
4
5
6
7
8
9

10
11
12

Income taxes were computed using statutory state and federal income tax rates
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Jxww-ocz<n
@® © 4 W M

4 cm m --A of
of h \A
QS \l A  o UTm -K an Ruof

\ l \ l ® ( p 0 7 0 I U 1
© \ h N \ 0M 4 & ® W N ©
8 8 8 8 8 8 8

4>u1<.n¢>~
- » - m u o n .-
of<_°clg lo>l¢ D rv

4 N @ \ 0 4 4
A u : A \ I A \ l-*Nl<.Df\JblC)-\

8 8 8 8 8 8 8

oocaooo
na-~»ooo1v3OJ JOOCD<.Oyl
Q"-0*0*0' Q

- » n u 1 \ 1 o - » - »
m » m m
$ 8 8 8 8 8 8

la>->cnoLom@\@®MM



cm
A

CH<» WOaNNNNNNNNww-ococo\lo>u-nAonnNoNcooo\lo>u\Ao~>n:o'°°°*°'°'4*'~°'°*

6 6 6 6 :J 6 :J3' 3' 13' 3' O :r O
0 J 0 3
:r o :r O

3O

o o o o o o o
O O O O O O O
3 3 3 3 3 3 3
3 3 3 3 3 3 3
mmmmmmm
3 3 3 3 3 3 3
mmmmmmm

9090909011(p(§mgpm
m m w m m

Q a a a o .mcommm

mnzmmm

(7

a w LO cm w \| coo o A LD o G)a UP-A\lof w m of w .-A wm m \I m of

o UP4 of mof co oUP oof © an\|LO of v w 4> Ocm Ù l .-.\ O o
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Rio Rico Utilities. Inc. - Water Division
Changes in Representative Rate Schedules

Test Year Ended December 31. 2008

Exhibit
Schedule H-3
Page 3
Witness: Bourassa

Present
Rates

15.00
25.00
15.00
25.00
15.00

Proposed
Rates

$
$
$
$
$

15.00 $

No.
1
2
3
4
5
5
7
8
9
10
11
12
13
14
15

Other Service Charges
Establishment
Establishment (After Hours)
RecOnnection (Delinquent)
Reconnection (Delinquent) - After Hours
Meter test (If Correct)
Deposit
Deposit Interest
Reestablishment (within 12 months)
NSF Check
Meter Reread (if Correct)
Late Payment Penalty
Deferred Payment
Moving meter at customer request
Service Calls - Per Hour/After Hours(a)

6 per month
% per month
at Cost

21
22
23

* Per Commission Rule A.A.C. R-14-2-403(B)
** Per Commission Rule A.A.C. R-14-2-403(B)

Per Commission Rule A.A.C. R14-2-403(D) - Months off the system times the monthly minimum

(a) No charge for service calls during normal working hours25
26
27
28
29
30

IN ADDITION TO THE COLLECTION OF REGULAR RATES. THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE. SALES. USE, AND FRANCHISE
TAX. PER COMMISSION RULE 14-2-409D(5)

32

I I II



Rio Rico Utilities. Inc. - Water Division
Test Year Ended December 31, 2008

Meter and Service Line Charges

Exhibit
Schedule H-3
Page 4
VWtness: Bourassa

2 Refundable Meter and Service Line Charqes

Present
Service

Proposed
Service

Charge
$ 370.00

370.00
420.00
450.00
580.00
765.00

1.12000
1.63000

35

Present
Meter
Install
action

Charqe
130.00
205.00
240.00
450.00

1.64000
2.195.00
3.145.00
6.120.00

$

Total
Present
Charge

500.00
575.00
660.00
900.00

2,220.00
2,960.00
4,265.00
7,750.00

Charge
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
Al Cost
At Cost
At Cost
At Cost

Proposed
Meter
Install
action

Charge
A! Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost

Total
Proposed
Charge
At Cost
Al Cost
At Cost
At Cost
Al Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost

9
10
11
12
13
14
15
16
17
18
19
20

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 inch
8 Inch
10 Inch
12 Inch

At Cost
At Cost
Al Cost



Rio Rico Utilities. Inc. - Water Division
Test Year Ended December 31. 2008

Hook-Up Fees

Exhibit
Schedule H-3
Page 5
Witness: Bourassa

2 Off-site Facilities Hook-up Fee

Present
Charqe

NT

Proposed
Charge

NT

6
7
8
9
10
11
12
13
14
15

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch or larger

14.400
28.800
45.000
90.000

17

29
30

NT : no tariff

33
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Schedules

A through C, E, F, H
Wastewater Division



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Schedule A-1
Page 1
VWtness: Bourassa

Fair Value Rate Base 3.516.078

Adjusted Operating Income 490.676

Current Rate of Return 13.969

Required Operating Income 435.994

Required Rate of Return on Fair Value Rate Base 12.40%

Operating Income Deficiency (54,682)

Gross Revenue Conversion Factor 1.6288

Increase in Gross Revenue Revenue Requirement (89,058)

Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

$
1.829.976

(89,058)
1,740.918

-4.87%

Proposed
Rates
1,225,903 $

Percent
Increase

Customer
Classification
5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 inch

Residential
Residential
Residential
Residential
Residential

$

Present
Rates
1 ,287,713 $

Dollar
Increase

(61,810)
(302)

-4.80%
M

4,80'%
0.00%

-4.80%

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

(94)

Subtotal $ 1,304,221 $ 1,241,618 $ (62,603) -4.80%

32
33

78,006
61.192
27.159

178.576

$ 74,262
58.255
25.855

170.004

$ -4_80%
x

4.80%
-4.80%
4.80%

-4.80%

35
36
37
38
39

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

111.601
53.582

106.244
51

(3,744)
(2,937)
(1,304)
(8,572)

(380)
(5,357)
(2,572)

Subtotal $ 518,027 $ 493,162 $ (24,865) -4.80%

43
44

5/8 inch
1.5 Inch

Multi-tenant
Multi-tenant

8,933 $ (450) -4.80%
-4.80%
0.00%

MSubtotal 10,893 $ 10,370 $ (523)

$ 1,833,141 $
(4,505)

1,745,150 $
(4,289)

(87,991 ) -4.80%
4.80%

(193)
1,740,918 $

-117.719

Subtotal Revenues before Annualization
Revenue Annualization
Miscellaneous Revenues
Reconciling Amount H-1 to C~1
Total of Water Revenues (a) s 1,829,976 $

(1,283)
(89,058)

49
50
51
52
53
54
55 SUPPORTING SCHEDULES

l ll l\IIII\



l-lll l l l

Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Summary of Results of Operations

Exhibit
Schedule A-2
Page 1
Witness: Bourassa

Line
M Description

Gross Revenues

Prior Years Ended
12/31/2006 12/31/2007

$ 1,615,669 s 1,825,165

Test Year
Aclual Adjusted

12/31 /2008 12/31 /2008
$ 1,834,481 $ 1,829.976

Protected Year
Present Proposed
Rates Rates

12/31/2009 12/31/2009
$ 1,829,976 $ 1,740,918

Revenue Deductions and
Operating Expenses

1 ,067,050 947,092 1,095,657 1,339,300 1,339,300 t,304,924

Operating Income $ 548,609 $ 878,073 $ 738,824 $ 490,676 $ 490,676 $ 435,994

Other Income and
Deductions

Interest Expense (5,008) (6,393) (18,964)

Net Income $ 543,601 s 871,680 $ 719,860 $ 490,676 $ 490,676 $ 435,994

Earned Per Average
Common Share 543.80 871.68 719.86 490.68 490.68 435.99

Dividends Per
Common Share 53.01

Payout Ratio 0.10

Return on Average
Invested Capital 6.56% 10,72% 8.93% 6.03% 6.09% 5.41%

Return on Year End
Capital 6.70% 10.70% 9.01% 6.03% 6.14% 5.46%

Return on Average
Common Equity 1377% 21.40% 17.22% 10.82% 11.36% 10,16%

Return on Year End
Common Equity 1409% 20.33% 17.67% 10.27% 10.75% 9.67%

Times Bond Interest Earned
Before Income Taxes 177.68 199.59 59.40

Times Total Interest and
Preferred Dividends Earned
After Income Taxes 109.55 137.35 38.96

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
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46

SUPPORTING SCHEDULES
C-1
E-2
F-1



Rio Rico Utilities. Inc
Test Year Ended December 31. 2008

Summary of Capital Structure

Exhibit
Schedule A-3
Page 1
Witness: Bourassa

Projected

Description
Prior Years Ended

12/31/2006 12/31 /2007 12/31/2008 12/31/2009

Short-Term Debt $

Long-Term Debt

1
2
3
4
5
6
7
8

Total Debt

Preferred Stock10
11
12
13

Common Equity 10.058.640 12.257.855 12,132,312 13,616,790

15
16

Total Capital 8* Debt $ 10,058,640 $ 12,257,855 $ 12,132,312 $ 13,616,790

Capitalization Ratios

Short-Term Debt 0.00% 0.00%

Long-Term Debt 0.00% 0.00%

Total Debt 0.00%

Preferred Stock

18
19
20
21
22
23
24
25
26
27
28
29

Common Equity 100.00% 100.00% 100.00% 100.009

Total Capital 100.00% 100.00% 100.00% 100.00%

Weighted Cost of
Short-Term Debt 0.00%

Weighted Cost of
Long-Term Debt 000%

31
32
33
34
35
36
37
38
39
40
41
42
43

Weighted Cost of
Senior Capital 0.00%

47 SUPPORTING SCHEDULES



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Construction Expenditures
and Gross Utility Plant in Service

Exhibit
Schedule A~4
Page 1
Witness: Bourassa

Net plant
Placed

Construction
Expenditures Service

Gross
Utility
Plant

in Service

Prior Year Ended 12/31/2006 105.592 542.099 11.626.019

Prior Year Ended 12/31/2007 89.842 45.901 11.673.445

Test Year Ended 12/31/2008 145.286 157.122 11.833279

Projected Year Ended 12/31/2009 99.000 99.000 11.932279

13 SUPPORTING SCHEDULES
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Rio Rico Utilities . Wastewater Division
Test Year Ended December 31. 2008
Summary Statements of Cash Flows

Exhibit
Schedule A-5
Page 1
VWtnesszBourassa

Prior Projected Year
Present Proposed
Rates Rates

12/31/2009 12/31/2009
Ended

12/3t /2006
Ended

12/31/2007
Ended

12/31/2008

$ 543,601 $ 871,680 $ 719,860 $ 490,676 $ 435,994

186.708
(27,991)

(4,162)
(17,772)

13.562
(28,249)

252.672 252.672

(9,292) (12,287)
137775(110,307)

(445)
226.900
16.828

(5,078)
(116,264)
(16,828)

229.015

$
(172,152)
764,480 $ 540,918 $

(72,961)
989,264 $ 743,348 $ 688,666

(105,592) (89,842) (145,286) (99,000) (99,000)

$ (105,592) $ (89,842) $ (145,286) $ (99,000) $ (99,000)

(1,526) (6,772) 89.692

(53,011)

s

(440,903)
(447,675) s

(932,626)
(842,934) $

5 Cash Flows from Operating Activities
6 Net income
7 Adjustments to reconcile net income to net cash
8 provided by operating activities
9 Depreciation and Amortization

10 Adjustments to Depreciation/Amortization
Other
Changes in Certain Assets and Liabilities

Accounts Receivable
Accounts Receivable. Other
Materials and Supplies Inventory
Prepaid Expenses
Accounts Payable
intercompany payable
Customer Deposits
Taxes Payable
Deferred Income Taxes
Other assets and liabilities

23 Net Cash Flow provided by Operating Activities
24 Cash Flow From Investing Activities
25 Capital Expenditures
26 Plant Held for Future Use

Changes in Short~term investments
28 Net Cash Flows from Investing Activities
29 Cash Flow From Financing Activities
30 Change in Restricted Cash

Net Receipts of Advances-in-Aid of Construction
Net Receipts of Contributions-in-Aid of Construction
Repayments of Long~Term Debt
Dividends Paid
Deferred Financing Costs
Stock/Paid in Capital

37 Net Cash Flows Provided by Financing Activities
38 Increase(decrease) in Cash and Cash Equivalents
39 Cash and Cash Equivalents at Beginning of Year
40 Cash and Cash Equivalents at End of Year
41 SUPPORTING SCHEDULES

(672,572)
(727,109) $
(68,221)
91.887
23,668 $

23.666
27,067 $

27.067
28,111 $

$
644.348
28.111

672,459 $

589.666
28.111

617,776

I I II l l l l l l l l l



1-111111 I IIIII III l

Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Summary of Rate Base

Exhibit
Schedule B-1
Page 1
Witness: Bourassa

Line
N.;

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 11,829,043
5,110,028

$ 11,829,043
5,110,028

Net Utility Plant in Service $ 6,719,014 $ 6,719,014

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construction

Accumulated Amortization of CIAC

(861 ) (861)

5,376,456
(1 ,944,057)

5,376,456
(1 ,944,057)

Customer Meter Deposits
Deferred Income Taxes 8¢ Credits

95,000
(323,602)

95,000
(323,602)

Plus:
Unamortized Finance
Charges

Allowance for Working Capital

Total Rate Base $ 3,516,078 $ 3,516,078

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
27
28
29
30
31
32
33
34
35

SUPPORTING SCHEDULES:
B-2
B-3
B-5
8-1



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Original Cost Rate Base Proforma Adjustments

Exhibit

Schedule B-2
Page 1

VVhtness: Bourassa

Adjusted
at end

Actua!
at

End of
Test Year

Proforma
Adjustments

Amount Test Year
Gross Utility
Plant in Service $ 11,833,279 (4,236) $ 11,829,043

Accumulated
Depreciation 4.582.943 527.085 5.110.028

Net Utility Plant
in Service $ 7,250,336 $ 6,719,014

12
13
14
15

Less
Advances in Aid of
Construction (861 ) (861)

Contributions in Aid of
Construction (CIAC) 5.376.456 5.376.456

1 g
20

Accumulated Amortization of CIAC (2,325,014) 380.957 (1 ,944,057)

Customer Meter Deposits
Deferred Income Taxes

95.000 95.000
(323,602)22

23
(323,602)

25
26
27

Plus
Unamortized Finance
Charges

29
30

Allowance for Working Capital

Total $ 4,104,755 $ 3,516,078

35
36
37
38

SUPPORTING SCHEDULES
B-2, page 2
E-1

RECAP SCHEDULES
B-1
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Original Cost Rate Base Proforma Adjustments
Adjustment 4

Exhibit
Schedule B-2
Page 6
V\htness: Bourassa

1

2

3

CIAC and Accumulated Amortization

Computed balance at 12/31/2008 $ 5.376.456 $ 1 .944.057

Book balance at 12/31/2008 33 5.376.456 $ 2.325.014

5
6
7
8
9
10

Increase (decrease) 35 (380,957)

12

13

14

Adjustment to CIAC

Label 4a

380.957

4b

19
20
21
22
23

SUPPORTING SCHEDULES
B-2, page 6.1 to 6.4
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Computation of Working Capital

Exhibit
Schedule B-5
Page 1
V\htness; Bourassa

Cash Working Capital (1/8 of Allowance
Operation and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Prepaids
Materials 8 Supplies

117.268
1
2
3
4
5
6
7
8
9
10

Total Working Capital Allowance 120.698

12
13

Working Capital Requested

15 SUPPORTING SCHEDULES RECAP SCHEDULES
B-1



Rio Rico Utilities -Wastewater Division
Test Year Ended December 31, 2008

Income Statement

Exhibit(
Schedule C-1
Page 1
Witness: Bourassa

Test Year Proposed Adjusted
with Rate
IncreaseResults Label Adiustment

Test Year
Adjusted
Results Increase

1

2

3

Revenues
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$ 1,834,231 $ (4,505) $ 1,829,726 $ (89,058) $ 1,740,668

$ 1,834,481 s (4,505) $ 1,829,976 $ (89,058) 35 1,740,918

6 Operating Expenses
$

10 17.482 5/6 17.426 17.426

7 (212)

14.304
298.008

14.304
298.008

14.304
298.008

16 175.196 175.196 175.196

25.781 25.781 25781

20 26.817
12.021

26.817
12.021

26.817
12.021

41.667 41 .667 41.667

64.087
13.562 239.110

64.087
252.672

64.087
252.672

Salaries and Wages
Purchased Water and WW Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services - Other
Contractual Services - Legal
Equipment Rental
Rents - Building
Transportation Expenses
Insurance - General Liability
Insurance - Vehicle
Regulatory Commission Expense
Reg,Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation and Amortization
Taxes Other Than Income
Property Taxes
income Tax

49.415
387.612

42.290
(79,156)

91 .705
308.456 (34,375)

91.705
274.081

32
33
34
35

$ 1,095,657
$ 738,824

$ 243,643 $
$ (248,148) $

1 ,339,300
490,676

$
$

(34,375) $
(54,682) $

1 ,304,924
435,994

37

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense

(18,964) 8 18.964

Total Other Income (Expense)
Net Profit (Loss)

$
$

(18,964)
719,860

$ 18,964 $
$ (229,184) $ 490,676

$
$

$
(54,682) $ 435,994

40
41

42
43 SUPPORTING SCHEDULES RECAP SCHEDULES

A-1





Rio RicoUtilities -WastewaterDivision
Test Year Ended December 31. 2008

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Schedule C-2
Page 2
Witness: Bourassa

1

2

3

Depreciation Expense
Adjusted

O r i g i n a l Proposed
Rates

Depreciation
Exu€l"ls8

28.548

636.023
5.945.962

0.00%
0.00%
3.33%
5.00%
2.00%
2.00%
2.00%

12.720
118.919

1.145.530
55.989

22.911
10.00%
10.00%
2.00%
8.33%

867.120
1.504.181 12.50%

2.50%

28.875
188.023

1 006.848 5.00%
5.00%
333%

50.342

68.869

1 10.454

20.00%
20.00%
4.00%

Acct
No
351
352
353
354
355
360
361
362
363
364
365
366
367
370
371
374
375
380
381
382
389
390

390.1
391
392
393
394
396
398
398

10.009
10.00%
4,000/c
5.00% 21.350

463.451

Description
Organization
Franchises
Land
Structures & improvements
Power Generation
Collection Sewer Forced
Collection Sewers Gravity
Special Collecting Structures
Customer Services
Flow Measuring Devices
Flow Measuring Installation
Reuse Services
Reuse Meters And Installation
Receiving wells
Pumping Equipment
Reuse Distribution Reservoirs
Reuse Trans. and Dist. System
Treatment gt Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Sewer Plant & Equipment
Office Furniture 8= Equipment
Computers and Software
Transportation Equipment
Stores Equipment
Tools, Shop And Garage Equip
Laboratory Equip
Communication Equip
Other Tangible Plant
Nogales Capacity

TOTALS $
427.000

1 1,829,042 $

37
38

Less: Amortization of Contributions $ 5,376,456 3.92% s (210,779)

Total Depreciation Expense 252.672

Test Year Depreciation Expense 13.562

Increase (decrease) in Depreciation Expense 239.110

40
41
42
43
44
45
46

47
48
49

Adjustment to Revenues and/or Expenses 239.110

SUPPORTING SCHEDULE
B-2, page 3



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 2

Exhibit
Schedule C-2
Page 3
Witness: Bourassa

1 Adjust Propertv Taxes to Reflect Proposed Revenues

3
4
5
6
7

Adjusted Revenues in year ended 12/31/2008
Adjusted Revenues in year ended 12/31/2008
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2

$
$

1 .829.976
1.829.976
1.740.918
1 .800.290
3.600.580

Construction Work in Process at 10%
Deduct
Book Value of Transportation Equipment

3.600.580Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

756.122
11.3283%

Property Tax
Plus: Tax on Parcels

85.655

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23

24

Total Property Tax at Proposed Rates
Property Taxes recorded during the test year
Change in property taxes

91.705
49.415
42.290

26 Adjustment to Revenues and/or Expenses
27

42.290



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 3

Exhibit
Schedule C-2
Page 4
Witness: Bourassa

Rate Case Expense

Estimated Rate Case Expense 125.000

Estimated Amortization Period in Years 3

Annual Rate Case Expense 41 .667

Test Year Rate Case Expense

Increase(decrease) Rate Case Expense 41.667

1
2
3
4

5
6
7
8
9

10
11

12
13

14

Adjustment to Revenue and/or Expense 41.667



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 4

Exhibit
Schedule C-2
Page 5
Witness: Bourassa

1 Revenue Annualization

4
5
6

Revenue Annualization (4,505)

Total Revenue from Annualization8

9
10
11

12
13
14

Adjustment to Revenue and/or Expense (4,505)

SUPPORTING SCHEDULES
C-2 pages 5,1 to 5.12
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Schedule C-2
Page 6
Witness: Bourassa

Increase in Purchased Power Cost (APS)

Test Year Purchased Power $ 17,482

Estimated % Increase due to APS Interim Rate Increase 1.90%

Increase in Purchased Power Costs $ 332

Line

MQ
1
2

3
4
5
6
7
8
g
10
11
12
13

14
15
16
17
18

19
20

Adjustment to Revenue and/or Expense $ 332



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 6

Exhibit
Schedule C-2
Page 7
Witness: Bourassa

1 Annualize Purchase Power Expense

Test Year Purchased Power
Increase in Purchased Power (Adjustment 7)
Test Year Purchased Power Expense

17.482
(212)

17.270

Gallon Treated (in 1,000's) 155.443

Cost per 1,000 gallons

Number of bills during test year (excluding effluent) 24.852

Average How per bill per month (in 1,000's)

Increase (decrease) in number of bills (excluding eMuent) (565)

Increase (decrease) in flows (in 1,000's) (3,529)

Increase (decrease) in Purchased Power (388)

3

4

5
6
7

8
9
to
11
12
13
14
15
16

17
18
19
20
21

22

Adjustment to Revenue and/or Expense (388)
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 7

Exhibit
Schedule C-2
Page 8
Witness: Bourassa

Annualize Chemicals Expense

Test Year Chemicals Expense $ 9,856

Gallon Treated (in 1,000's) 155,443

Cost per 1,000 gallons $ 0.06

Number of bills during test year (excluding effluent) 24,852

Average flow per bill per month (in 1,000's) 6.25

Increase (decrease) in number of bills (excluding effluent) (565)

Increase (decrease) in flows (in 1,000's) (3,529)

Increase (decrease) in Sludge Removal $ (212)

Line

09.
1

2

3
4

5
6
7

8
9
10

11
12
13
14

15
16
17
18
19

20

Adjustment to Revenue and/or Expense $ (212)



Rio Rico Utilities -Wastewater Division
Test Year Ended December 31, 2008

Adjustment to Revenues and Expenses
Adjustment Number 8

Exhibit
Schedule C-2
Page 9
Witness: Bourassa

1 Interest Svnchronization

$ 3,516,078Fair Value Rate Base
Weighted Cost of Deb!
Interest Expense $

Test Year Interest Expense $ 18.964

4
5
6
7
8
9
10
11
12

Increase (decrease) in Interest Expense (18,964)

14

15

Adjustment to Revenue and/or Expense 18.964

Weighted Cost of Debt Commutation

Weighted

Amount

$Debt

Equip

Total

12.132.312

12.132312

Percent

0,00%

100.00%

10000%

12.40%

0.00%

12.40%

1240'%

17

18
19
20
21
22
23

$

I l I lIIIlu ll II



Rio Rico Utilities - WastewaterDivision
Test Year Ended December 31, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 9

Exhibit
Schedule C~2
Page 10
Witness: Bourassa

1 Income Tax ComDutation

Test Year Test Year
Adjus ted
Results

Adjusted
with Rate
IncreaseResults

$ 799,132 $ 710.0757
8
g

10

Taxable Income before Scottsdale Operating $ 1,107,472
Plus: Scottsdale Operating Lease
Taxable income $ 1,107.472 $ 799,132 $ 710,075

Income Before Taxes $ 1,107,472 $ 799,132 $ 710,075

Arizona Income Before Taxes $ 1,107,472 $ 799,132 $ 710,075

$ 77.169 $ 55,684 $ 49.478

697%
Less Arizona Income Tax
Rate
Arizona Taxable Income $ 1,030,303 $ 743,449 $ 660,597

Arizona Income Taxes $ 77.169 35 55.684 $ 49.478

Federal Income Before Taxes $ 1,107,472 $ 799,132 710.075

Less Arizona Income Taxes $ 77.169 $ 55,684 49.478

13

14
15
16
17
18
19
20
21
22
23
24
25
26
27

28

Federal Taxable Income $ 1,030,303 $ 743,449 $ 660,597

$

$ 8.500 Federal
91.650 Effective

236,403 Tax

$
$
$

8.500 Federal
91,650 Effective

138,873 Tax

$
$
$
$

8.500 Federal
91.650 Effective

110.703 Tax

FEDERAL INCOME TAXES
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET $

31
32
33
34
35
36
37
38

39

Federal income Taxes $ 350,303 3163'/0 $ 252,773 31.63% $ 224.603 31.63%

Total Income Tax $ 427,472 $ 308,456 $ 274,081

Overall Tax Rate 38.60% 38.60% 38.60%

41

42
43

44
45
46

Income Tax at Proposed Rates Effective Rate >$ 308,456

I I I I lIIIIIIIl ll lll_ll



l

Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Schedule C-3
Page 1
Witness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
31 .63%

State Income Taxes 6.97%

Other Taxes and Expenses 0.00%

Total Tax Percentage 38.60%

Operating Income % : 100% - Tax Percentage 61 .40%

Gross Revenue Conversion Factor1
Operating Income % 1.6286

Line
No.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
A-1



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Comparative Baianoe Sheets

Exhibit
Schedule E-1
Page 1
Witness: Bourassa

12/31/2008
Ended

12/31 /2007
Ended

12/31 /2006

s 11.833279 $ 11,673,445 $ 11,526,019
ASSETS

Plant In Service
Plant Held For Fuiture Use
Construction Work in Progress
Less: Accumulated Depredation
Net Plant $

28.150
(4,582,943)
7,278,486 $

42.698
(4,335,487)
7,380,655 $

(4,095,278)
7,531 ,023

Debt Reserve Fund $

28.111 $ 27.067 $ 23.666

112.323
(27,458)

100.036
110.307

103.607

CURRENT ASSETS
Cash and Equivalents
Restricted Cash
Short-term Investments
Accounts Receivable, Net
Accounts Receivable -Other
Materials and Supplies
Prepayments
Other Current Assets
Total Current Assets $

405.852
522,247 $

405.852
649,278 $

405.852
534,063

Deferred Debits s (137,762) $ (127,097)

Other Assets $

(156,951) $

343,138 $ 250,988 s 176,285

TOTAL ASSETS $ 7,986,919 as 8,143,160 $ 8,114,273

LIABILITIES AND STOCKHOLDERS' EQUITY

Common Equity $ 4,075,021 $ 4,287,788 s 3,857,011

Long-Term Debt $

$ 763,936 $ 534,921 s 651,185

16.828

5 766,317 $ 537,340 $ 670,315

95.000 $
(861) 11.219

CURRENT LIABlLlTIES
Accounts Payable
Current Portion of Long-Term Debt
Payables to Associated Companies
Customer Meter Deposits, Current
Current Portion AIAC Refunds
TaxesPayable
Accrued Interest
Other Current Liabilities
Total Current Liabilities
DEFERRED CREDITS

Customer Meter Deposits, less current
Advances in Aid of Construction
Accumulated Deferred Income Taxes
Contributions In Aid of Construction
Accumulated Amortization of CIAC

5.376.456
(2,325,014)

5.376_458
(2,062,871)

5.376.456
(1,800,l/28)

Total Deferred Credits $ 3,145,581 $ 3,318,032 $ 3,586,947

Total Liabilities 81 Common Equity s 7,986,919 $ 8,143,160 s 8,114,273

1
2
3
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
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 SUPPORTING SCHEDULES RECAP SCHEDULES



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Comparative Income Statements

Exhibit
Schedule E-2
Page 1
Witness: Bourassa
Revised

Prior Prior

Ended
12/31/2008

Ended
12/31/2007

Ended
12/31/2006

$ 1,834,231 $ 1,814,437 $ 1,607,376
Revenues

Revenues
Effluent Revenues
Other Wastewater Revenues

Total Revenues
Operating Expenses

$ 1,834,481 $
10.728

1,825,165 $ 1.615,669

$

17.482 54.933

14.304
298.008 188.912

14.242
175.333

175.196 195.428 181.852

25.781 31.563 29.109

26.817
12.021

17.094
11.077 12.812

64.087
13.562

28.498
(4,162) 186.708

Salaries and Wages
Purchased Wastewater Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services - Other
Contractual Services - Legal
Equipment Rental
Rents - Building
Transportation Expenses
Insurance - General Liability
Insurance - Vehicle
Regulatory Commission Expense
Reg.Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation and Amortization
Taxes Other Than Income
Property Taxes
Income Tax

49.415
387.612

51.200
397.926

42.021
341.230

32
33
34
35

$
$

1 ,095,657
738,824

$
$

947,092
878,073

$
$

1,067,060
548,609

$ $

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense

(18,964) (6,393) (5,008)

40
41

42
4:3

Total Other Income (Expense)
Net Profit (Loss)

$
$

(18,964) $
719,860 $

(6,393) $
871,680 $

(5,008)
543,601

45
46

SUPPORTING SCHEDULES RECAP SCHEDULES



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Comparative Statements of Cash Flows

Exhibit
Schedule E-3
Page 1
Witness: Bourassa

Prior Prior

Ended
12/31/2008

Ended
12/31/2007

Ended
12/31/2006

3
4
5
6

719.860 $ 871,680 $ 543,601

8

13.562
(28,249)

(4,162)
(17,772)

186.708
(27,991 )

10
(12,287)
137.775

(9,292)
(110,307)

229.015
(5,078)

(116,264)
(16,828)

(445)
226.900

16.828

(72,961 )
989,264 $

(64,038)
540,918 $

(172,152)
764,48021

22
23 (145,286) (89,842) (105,592)

26
27
28

$ (145,286) SB (89.842) $ (105,592)

89.692 (6,772) (1 ,526)

30

(53,011)

S

(932,626)
(842,934) $

(440,903)
(447,675) $

(672,572)
(727,109)

(68,221)
91 .887
23.666

35
36
37
38

39

Cash Flows from Operating Activities
Net Income
Adjustments to reconcile net income to net cash

provided by operating activities
Depreciation and Amortization
Adjustments to Depreciation/Amortization
Other
Changes in Certain Assets and Liabilities

Accounts Receivable
Accounts Receivable. Other
Materials and Supplies Inventory
Prepaid Expenses
Accounts Payable
Intercompany payable
Customer Deposits
Taxes Payable
Deferred Income Taxes
Other assets and liabilities

Net Cash Flow provided by Operating Activities
Cash Flow From Investing Activities

Capital Expenditures
Plant Held for Future Use
Change In Short-term Investments

Net Cash Flows from Investing Activities
Cash Flow From Financing Activities

Change in Restricted Cash
Net Receipts of Advances-in-Aid of Construction
Net Receipts of Contributions-in-Aid of Construction
Repayments of Long-Term Debt
Dividends Paid
Deferred Financing Costs
Paid in Capital

Net Cash Flows Provided by Financing Activities
Increase(decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year

27.067
28.111 $

23.666
27.067 $



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Statement of Changes in Stockholder's Equity

Exhibit
Schedule E-4
Page 1
Witness: Bourassa

Common
Stock

Additional
Paid-In-Cat>itaI

Retained
Earnings Total

$ 1 $ 3,822.181 $
(672,572)

216,812 $ 4,038,993
(672,572)
(53,011)
543.601

Balance. December 31, 2005
Add fl Paid In Capital
Dividends
Net Income

(53,011)
543.601

1 $ 3,149,609
(440,903)

$ 707,402 $ 3,857,011
(440,903)

Balance. December 31, 2006
Add fl Paid In Capita\
Dividends
Net Income 871.680 871.680

1 $ 2,708,706
(932,626)

$ 1,579,082 $ 4,287,788
(932,626)

Balance. December 31, 2007
Add fl Paid In Capital
Dividends
Net income 719.859 719.859

4

5

5

7

8

9

10
11

12

13

14
15

16

17
18
19

20

Balance. December 31, 2008 1 $ 1,776,080 $ 2,298,941 $ 4,075,021

22

26 SUPPORTING SCHEDULES RECAP SCHEDULES
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Detail of Plant in Service

Exhibit
Schedule E-5
Page 1
Witness: Bourassa

Acct.
M; Plant Description

Plant
Balance

at
12/31/2007

Plant
Additions,
Reclass-

ications or
or

Retirements

Plant
Balance

at
12/31 /2008

$ 5,785
417

7,545
28,548

$ $ 5.785
417

7,545
28,548

636,023
5,917,835 28,127

636,023
5,945,962

1,141,646
42,725

3,884
13,280

1,145,530
56,004

867,120
1,504,181

867,120
1,504,181

997,291 9,557 1 ,006,848

71,243
7,315
4,025

338
104,648

71,581
111,963

4,025

351
352
353
354
355
360
361
362
363
364
365
366
367
370
371
374
375
380
381
382
389
390

390.1
391
392
393
394
396
398
398

4,897 4,897

Line
_M
1
2
3
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
30
31
32

Organization
Franchises
Land
Structures 8< Improvements
Power Generation
Collection Sewer Forced
Collection Sewers Gravity
Special Collecting Structures
Customer Services
Flow Measuring Devices
Flow Measuring Installation
Reuse Services
Reuse Meters And Installation
Receiving Wells
Pumping Equipment
Reuse Distribution Reservoirs
Reuse Trans. and Dist. System
Treatment 8. Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Sewer Plant & Equipment
Office Furniture 8. Equipment
Computers and Software
Transportation Equipment
Stores Equipment
Tools, Shop And Garage Equip
Laboratory Equip
Communication Equip
Other Tangible Plant
Nogales WW Trmnt Capacity

TOTAL WATER PLANT $

5,936
3,913

427,000
11,673,445 $ 159,834 $

5,936
3,913

427,000
11 ,833,279

33
34
35
36
37

SUPPORTING SCHEDULES
B~2, pages 3.5 to 3.6

RECAP SCHEDULES:
A-4
E-1
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Operating Statistics

Exhibit
Schedule E-7
Page 1
Witness; Bouras

Test
Year

Ended
12/31/2008

Prior
Year

Ended
12/31/2007

Prior
Year

Ended
12/31/2006

WASTEWATER STATISTICS:

Sewer Revenues from Customer: $ 1,834,481 $ 1.825,165 $ 1,615.669

Year End Number of Customers 2,055 2,084 1 .997

Line
No.
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

Annual Revenue per Year End Customer $ 892.69 $ 875.80 35 809.05



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Taxes Charged to Operations

Exhibit
Schedule E~8
Page 1
Witness: Bourassa

Prior Prior

Ended
12/31/2008

Ended
12/31/2007

Ended
12/31/2006

1 Description

$ 310.421
77.191

$ 309,435
88.492

$ 279,557
61 .673

Federal Income Taxes
'State Income Taxes
Payroll Taxes
Property Taxes 49.415 42.021

Totals $ 437,027 $ 449,126 $ 383,251

3
4
5
6
7
8

g
10
11
12
13

*Computed



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Notes To Financial Statements

Exhibit
Schedule E-9
Page 1
Witness: Bourassa

The Company does not have outside auditors



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Projected Income Statements - Present & Proposed Rates

Exhibit
Schedule F-1
Page 1
V\litness: Bourassa

At Present
Rates

At Proposed
Rates

Test Year
Actual
Results

Ended
12/31/2009

Ended
12/31 /2009

Revenues
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$ 1,834,231 $ 1,829,726 $ 1,740,668

$ 1,834,481 $ 1,829,976 $ 1,740,918
Operating Expenses

$

17.482 17.426 17.426

14.304
298.008

14.304
298.008

14.304
298.008

175.196 175.196 175.196

25.781 25.781 25.781

26.817
12.021

26.817
12.021

26.817
12.021

41.667 41.667

Salaries and Wages
Purchased Water and Wastewater Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services - Other
Contractual Services - Legal
Equipment Rental
Rents - Building
Transportation Expenses
Insurance - General Liability
insurance - Vehicle
Regulatory Commission Expense
Reg.Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation and Amortization
Taxes Other Than income
Property Taxes
income Tax

64.087
13.562

54.087
252.672

64.087
252.672

49.415
387.612

91 .705
308.456

91.705
274.081

32
33
34
35

$ 1,095,657
738,824

$
$

1,339,300
490,676

$
$

1,304,924
435,994

(18,964)

40
41
42

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense
Gain/Loss Sale of Fixed Assets

Total Other Income (Expense)
Net Profit (Loss)

(18,964) $
719,860 $ 490,676

35
$ 435,994



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Projected Statements of Changes in Financial Position
Present and Proposed Rates

Exhibit
Schedule F-2
Page 1
Witness: Bourassa

At Present
Rates

At Proposed
Rates

Test Year
Ended

12/31/2008
Ended

12/31/2009
Ended

12/31/2009

719,860 $ 490,676 $ 435,994

13.562
(28,249)

252.672 252.672

(12,287)
137.775

229.015

23
24
25

(72,961)
989,264 $ 743,348 $ 688,666

(145,286) (99,000) (99,000)

28
29
30

$ (145,286) $ (99,000) $ (99,000)

89.692

$
(932,626)
(842,934) $ $37

38
39
40
41
42

Cash Flows from Operating Activities
Net income
Adjustments to reconcile net income to net cash
provided by operating activities

Depreciation and Amortization
Adjustments to Depreciation/Amortization
Other
Changes in Certain Assets and Liabilities

Accounts Receivable
Accounts Receivable. Other
Materials and Supplies Inventory
Prepaid Expenses
Accounts Payable
Intercompany payable
Customer Deposits
Taxes Payable
Deferred income Taxes
Other assets and liabilities

Net Ca Other assets and liabilities
Cash Flow From Investing Activities

Capital Expenditures
Plant Held for Future Use
Change in Short-term investments

Net Cash Flows from investing Activities
Cash Flow From Financing Activities

Change in Restricted Cash
Net Receipts of Advances-in-Aid of Construction
Net Receipts of Contributions-in-Aid of Construction
Repayments of Long~Term Debt
Dividends Paid
Deferred Financing Costs
Paid in Capital

Net Cash Flows Provided by Financing Activities
Increase(decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Year
Cash and Cash Equivalents at End of Year
F-3

27.067
28.111 $

644.348
28.111

672,459 $

589.666
28.111

617,776



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008
Projected Construction Requirements

Exhibit
Schedule F-3
Page 1
Witness: Bourassa

2
3
4
5

$

50.000 50.000

16.000
10

32.000

50.000 45.000 50.000

Account
Number

351
353
354
355
360
361
362
363
364
366
367
370
371
374
375
380
381
382
389
390

390.1
391
392

1.600.000

394
396
397

Plant Asset
Organization
Land
Structures & Improvements
Power Generation
Collection Sewer Forced
Collection Sewers Gravity
Special Collecting Structures
Customer Services
Flow Measuring Devices
Reuse Services
Reuse Meters And Installation
Receiving Wells
Pumping Equipment
Reuse Distribution Reservoirs
Reuse Trans. and Dist. System
Treatment & Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Sewer Plant & Equipment
Office Furniture & Equipment
Computers and Software
Transportation Equipment
Stores Equipment
Tools, Shop And Garage Equip
Laboratory Equip
Communication Equip
Misc. Equipment

32
33
34

Total 99,000 $ 1,712,000 $ 122.500



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Assumptions Used in Rate Filing

Exhibit
Schedule FT
Page 1
Witness: Bourassa

Property Taxes were computed using the method used by the Arizona Department
of Revenue

1
2
3
4
5
6

Projected construction expenditures are shown on Schedule A-4

Expense adjustments are shown on Schedule CO, and are explained in the testimony

8 Accumulated depreciation was computed using depreciation rates authorized
in prior Commission decision

11
12

Income taxes were computed using statutory state and federal income tax rates
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Rio Rico Utilities. Inc. - Wastewater Division
Changes in Representative Rate Schedules

Test Year Ended December 31, 2008

Exhibit
Schedule H-3
Page 2
Witness: Bourassa

Present
Rates

15.00
25.00
15.00
25.00

Proposed
Rates

$
$
$
$

No.
1
2
3
4
5
6
7
8
9
10
11
12

Other Service Charqes
Establishment
Establishment (After Hours)
Reconnection (Delinquent)
Reconnection (Delinquent) - After Hours
Deposit
Deposit Interest
Reestablishment (within 12 months)
NSF Check
Late Payment Penalty
Deferred Payment
Service Calls - Per Hour/After Hours(a)

15.00 $
1.5% per month
1 .5% per month

$

16 * Per Commission Rule A.A.C. R-14-2-603(B)
17 ** Per Commission Rule A.A.C. R-14-2-603(B)
18 Per Commission Rule A.A.c. R14-2-603(D) - Months off the system times the monthly minimum
19
20 (a) No charge for service calls during normal working hours

22 IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM
23 ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
24 TAX. PER COMMISSION RULE 14-2-B08D(5)
25
26



Rio Rico Utilities. Inc. - Wastewater Division
Test Year Ended December 31 , 2008

Meter and Service Line Charges

Exhibit
Schedule H-3
Page 3
Witness: Bourassa

2 Service Line Installation Charqes

8
9
10
11
12
13
14

Service Line Size
4 Inch
6 Inch
8 Inch
10 Inch
12 Inch

$

Present
Charge

500.00
650.00
800.00

1 .000.00
1 .200.00

Proposed
Charge
At Cost
At Cost
At Cost
At Cost
Al Cost

19

25

27

32
33
34

N/T = No Tariff

37



Rio Rico Utilities. Inc.- WastewaterDivision
Test Year Ended December 31, 2008

Hook~Up Fees

Exhibit
Schedule H-3
Page 4
V\htness: Bourassa

2
3
4

Off-site Facilities Hook-up Fee

Present
Charge

NT

Proposed
Charqe

6 Equivalent Residential Unit

10

21
22

NT = No tariff

24
25

' Equivalent Residential Unit is based on 320 gallons per day (god)
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Attachment A

Alternative Rate Design
On Metered Water Usage



Rio Rico Utilities, Inc.. Wastewater Division
Test Year Ended December 31, 2008

Alternate Design Based on Metered Water Usage

Attachment A

STEP 1 - Compute Revenues from Fixed Charge and Commoditv Charge

Revenue
Coliecled

Revenues
CollectedProposed

Revenue

Requirement

Revenue
CoIleded
from Fixed

Monthlv Charge

Revenues
Collected
from Fixed

Monihlv Charqe Commoditv Charqe Commodilv Charge

1 .740.668 $ 1,044.401 696267

STEP 2 . Compute Fixed Monthlv Charge for All Customer Classes

Revenues to be Collected From Fixed Monthly Charge
Number of bills (including annualization)
Fixed Monthly Charge

1.044.401
24.287

STEP 3 - Computation of Volumetric Charge Based on Metered Water Usage

Wastewater
Flow through

Metered
Water Usage
lim 1.000 ualsl

180.981

(in 1.000 Gals)

Single-Family Residential

Muni-family Residenflal

Corrumerdal
154.993252.550

s 696.267
154.993

Revenues to be Collected From Volumetric Charge
Wastewater Flow (in 1,oo0 gals)
Charge per 1,000 gallons s

Charge
per 1,000 gallons

of WW Flow
s

Flow through
Charge per

1,000 gallons
of Water UsageRate Der MeteredWaler Usage

Single-Family Residential
Multi-family Residential
Commercial

90%

Monthlv Bills Based on Average Use

Metered
Water Usage
in 1,000 Gals)

1B0.981
Number of Bills

22.716

Average
Usage

(in 1,000 aalsl

Slagle-Family Residential
Multi-family Residential
Commercial

Average
Total Monthly

(in 1.000 oalsl

Commodity
Charge

17.89
41 .35

170.84

Single-Family Residential
Multi-family Residmtlal
Cammerdal

10.23
4228

s
$

Fixed Monthly
Charge

43,00
43.00
4300

$
$
s

s
s
s

Blll Comnarlson Based on Meter Size and Class

Average

(in 1.000 Qalsl
7.936 $

Proposed Bill
Under Alterative

Rate Design
63,23
29.03
61 .24

Difference

7GB7 $

Proposed Bill
Under Current
Rate Design

53.85
61 .19
75_59

s
s
s

$
$
$

(32.15)
(14.35)

144.20
42.48

$
s

Meter Size and Class
5/8 Inch Residential
3/4 Inch Residential
t Inch Residential
1.5 Indl Residential
2 inch Residential
5/8 Multi-family
15 Inch Multi-family
5/8 Inch Commercial
1 Inch Commercial
1,5 Inch Commercial
2 Inch Commercial
3 Inch Commercial
4 Inch Commercial
6 Inch Commercial

10.513 $
7.583 $

10.999 $
15,375 $
40,402 $

109.273 $
72.250 $

340.646 $
649.250 s

15481
72.75

114.78
75.39

121.12
293.18
710.76
624.40

2213.43
4.250.88

s
s
s
$
s
s
s
s
s
s

44,45
62.13

163.26
441.57
291 .96

1376.55
2.623.62

$
s
s
s
s
$
$

(10.61 )
(3027)
(84.14)
(30.94)
(58.99)

(129.92)
(269.19)
(332.43)
(B36.B8)

(1 ,627.26)

Proposed revenues from rates. See Schedule C-1. page 1, line 2, column lableded as "Adjusted with Rate increase
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2

3

Q-

INTRODUCTION

PLEASE STATE YOUR NAME AND ADDRESS

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive

Phoenix_ Arizona 85029

5 Q- ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

TESTIMONY ON RATE BASE. INCOME STATEMENT. REVENUE

REQUIREMENT AND RATE DESIGN IN THIS DOCKET?

8 A Yes, and all of my background information and testimony regarding my

qualifications is contained in that portion of my direct testimony

10 11. SUMMARY OF TESTIMONY AND THE PROPOSED COST OF CAPITAL
FOR THE COMPANY

12 Q. WHAT IS THE PURPOSE OF THIS PORTION OF YOUR DIRECT

TESTIMONY?

14

15

16

This portion of my direct testimony will focus on cost of capital issues. I will

testify in support of Rio Rico Utilities, Inc.'s ("RRUI" or "the Company")

proposed rate of return on its fair value rate base. I am sponsoring the Company's

D Schedules, which are attached to this testimony. As noted above, I am also

sponsoring direct testimony that addresses the Company's rate base, income

statement (revenue and operating expenses), required increase in revenue, and its

rate design and proposed rates and charges for service. For the convenience of the

Commission and the parties, that testimony and my related schedules are being

filed separately in this case

23 Q HAVE YOU PREPARED ANY SCHEDULES AND ATTACHMENTS TO

ACCOMPANY YOUR TESTIMONY?

Yes. I have prepared 20 schedules that support my testimony and 1 attachment

qnl8m0)E CRAIG
IFESSIONAL Col1pokATlor~

PHOENIX

A.

A.



Q- PLEASE SUMMARIZE YOUR COST OF CAPITAL TESTIMONY1

2

3

4

A. I determine the Company's cost of equity falls in the range of 10.0 percent to 15.4

percent with the midpoint of the range of 12.4 percent. I am recommending a

return on equity ("ROE") of 12.4 percent. My recommendation is based on (i) cost

of equity estimates using constant growth and multi-stage growth discounted cash

flow ("DCF") models and the capital asset pricing model ("CAPM") for the sample

group of publicly traded utilities, (ii) my review of the economic conditions

expected to prevail during the period in which new rates will be in effect, (iii) my

judgments about the risks associated with small utilities like RRUI not captured by

the market data for publicly traded water utilities used in my study, (iv) the

financial risk associated with the level of debt in RRUI's capital structure, and

(v) additional specific business and operational risks faced by RRUI Company

13 Q- PLEASE SUMMARIZE THE APPROACH YOU USED TO ESTIMATE

THE COST OF EQUITY FOR THE COMPANY

The cost of equity for RRUI cannot be estimated directly because RRUI's common

stock is not publicly traded and there is no market data for RRUI. Consequently, I

applied the DCF and CAPM models using data from a sample of water utilities

selected from the Value Line Investment Survey. There are six water utilities in

my sample: American States Water, Aqua America, California Water, Connecticut

Water, Middlesex Water, and SJW Corp. As explained later in my testimony, these

companies aren't really comparable to RRUI, but they are water utilities for which

market data are available and because the Arizona Commission's Utilities Division

Staff has relied on data for these water utilities in a number of recent water and

sewer utility rate cases

My DCF analyses indicate ROE's in the range of ll.l percent to 12.6

percent with a midpoint of 11.9 percent. The CAPM analysis, again using the
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same sample group, indicates ROE's in the range of 10.1 percent to 19.5 percent is

appropriate with a midpoint of 14.8 percent. Both the DCF and CAPM ranges are

before consideration of company specific risks

My ROE estimates after consideration of company specific risks is in the

range of 10.0 percent to 15.4 percent with a midpoint of 12.4 percent. Given

RRUI's relatively small size compared to the large publicly traded utilities used in

my sample, the regulatory methods and policies used in this jurisdiction, and other

firm-specific factors, it is my opinion that at the present time, a cost of equity of no

less than 12.4 percent is warranted

My recommendation of 12.4 percent balances my judgment about the

degree of financial and business risk associated with an investment in RRUI as

well as consideration of the current economic environment. A summary of my cost

of equity analysis result is shown on Schedule D-4.1

14 111. OVERVIEW OF THE RELATIONSHIP BETWEEN
EXPECTED RETURN ON AN INVESTMENT

RISK AND THE

16

17

18

19

20

Q, HOW IS THE COST OF EQUITY TYPICALLY ANALYZED?

The cost of equity is the rate of return that equity investors expect to receive on

their investment. Investors can choose to invest in many types of assets, not simply

publicly traded stock. Each investment will have varying degrees of risk, ranging

from relatively low risk assets such as Treasury securities to somewhat higher risk

corporate bonds to even higher risk common stocks. As the level of risk increases

investors require higher returns on their investment. Finance models that are used

to estimate the cost of equity often rely on this basic concept

24 Q- CAN YOU ILLUSTRATE THE CAPITAL MARKET RISK-RETURN

CONCEPT?

26 A. Yes. The following graph depicts the risk-retum relationship that has become
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widely known as the Capital Market Line ("ClVIL"). The. CML illustrates in a

general way the risk-return relationship

The Capital Market Line (CML)

Expected Rate of Return

20%
Common
Stocks

Investment
Grade Bond

Higher Risk

The CML can be viewed as a continuum of the available investment opportunities

for investors. Investment risk increases moving upward and to the right along the

CML. Again, the expected return increases with the risk

20 Q- HOW DOES THE RISK-RETURN TRADE-OFF CONCEPT WORK IN

THE CAPITAL MARKET?

22 A. As already suggested by the CML, the allocation of capital in a free market

economy is based upon the relative risk of, and expected return from, an

investment. In general, investors rank investment opportunities in the order of their

relative risks. Investment alternatives in which the expected return is

commensurate with the perceived risk become viable investment options. If all
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other factors remain equal, the greater the risk, the higher the rate of return

investors will require to compensate investors for the possibility of loss of either

the principal amount invested or the expected annual income from such investment

Short-term Treasury bills provide a high degree of certainty and in nominal

terms (after considering inflation) are considered virtually risk free. Long-term

bonds and preferred stocks, having priority claims to assets and fixed income

payments, are relatively low risk, but are not risk free. The market values of long

term bonds often fluctuate when government policies or other factors cause interest

rates to change. Common stocks are higher and to the right on the CML continuum

because they are exposed to more risk. Common stock risk includes the nature of

the underlying business and financial strength of the issuing corporation as well as

market-wide factors, such as general changes in capital costs

The capital markets reflect investor expectations and requirements each day

through market prices. Prices for stocks and bonds change to reflect investor

expectations and the relative attractiveness of one investment versus another

While the example provided above seems straightforward, returns on common

stocks are not directly observable in advance, in contrast to debt or preferred stocks

with fixed payment terms. This means that these returns must be estimated from

market data. Estimating the cost of equity capital is a matter of informed judgment

about the relative risk of the company in question and the expected rate of return

characteristics of other alternative investments

22 Q- HOW IS THE COST OF EQUITY FOR A PARTICULAR UTILITY

DETERMINED?

24 The estimation of a utility's cost of equity is complex. It requires an analysis of the

factors influencing the cost of various types of capital, such as interest on long

term debt, dividends on preferred stock, and earnings on common equity. The data
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for such an analysis comes from highly competitive capital markets, where the Finn

raises funds by issuing common stock, selling bonds, and by borrowing (both long

and short-term) from banks and other financial institutions. In the capital markets

the cost  o f capit al,  whether  t he capit al is  in t he fo rm o f debt  o r  equity,  is

determined by two important factors

1)

2)

The pure or real rate of interest , often called the risk-free rate of

interest; and

The uncertainty or risk premium (the compensat ion the investor

requires over and above the real or pure rate of interest for subjecting

his capital to additional risk)

11

12

13

14

Q- PLEASE DISCUSS THESE FACTORS IN GREATER DETAIL

The pure rate of interest essentially reflects both the time preference for and the

productivity of capital. From the standpoint  of the individual, it  is the rate of

interest required to induce the individual to forgo present consumption and offer

the funds thus saved to others for a specified length of time. Moreover, the pure

rate of interest concept is based on the assumption that no uncertainty affects the

investment undertaken by the individual, i.e., there is no doubt that the periodic

interest payments will be made and the principal returned at the end of the time

period. In reality, investments without risk do not exist . Every commitment of

funds involves some degree of uncertainty

Turning to the second factor affecting the cost  of capital, it  is generally

accepted that the higher the degree of uncertainty, the higher the cost of capital

Investors are regarded as risk adverse and require that the rate of return increase as

the risk (uncertainty) associated with an investment increase
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1 Q. CAN YOU PROVIDE SOME PERSPECTIVE ON YOUR PREVIOUS

DISCUSSION WITH RESPECT TO RETURNS ON COMMON STOCKS?

3 Yes. Conceptually

[1] Required Return for
Common Stocks

Return on a
ask-free asset + Risk Premium

where the risk premium investors require for common stocks will be higher than

the risk premium they require for investment grade bonds. This relationship is

depicted in the graph of the CML above. As I will discuss later in this testimony

this concept is the basis of risk premium methods, such as the CAPM, that are used

to estimate the cost of equity

11 Q~ WHAT HAS BEEN THE RECENT EXPERIENCE IN THE U.s. CAPITAL

MARKETS?

13

14

In the past 10 years, inflation and capital market costs have generally declined

Interest rates have been lower than in previous decades. Past inflation, as

measured by the Consumer Price Index, has been at relatively low levels in the past

10 years

The roughly 6 year span of economic expansion after the 2001 recession

began to wane in 2007. Year-over-year Gross Domestic Product ("GDP") growth

for 2004, 2005, and 2006 was 3.6 percent, 2.9 percent, and 2.8 percent

respectively. GDP growth was, in part, spurred on by low interest rates during this

period. The Federal Reserve, having lowered the target Federal Funds rate to 1.0

percent by the end of 2003, began raising interest rates in 2004 to help keep the

economy from overheating and to help keep inflation in check. By mid-2006, the

Federal Reserve had raised the target Federal Funds rate to 5.25 percent

The economic expansion was broad, taking in the major consumer and

GDP percentage change based on current dollars (1930-2008)
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industrial sectors over its span. However, economic expansion also brought

excesses, particularly in housing, lending practices, and the financial markets

Economic growth slowed in 2007. For 2007, the year-over-year GDP

growth had dropped to 2.0 percent with the last quarter of 2007 at a negative 0.2

percent. The slow economic growth combined with the excesses during the

economic expansion of the previous 6 years has created turmoil in the credit

financial, and housing markets. This turmoil continues to have a significant drag

on the economy Federal Reserve Chairman Ben Bernanke noted in Congressional

testimony late last year that financial markets are currently under considerable

stress and that broader retrenchment in the willingness of investors to bear risk

troubles in the credit markets and a weaker outlook of economic growth have

added to the stresses on economic growth

In order to address the weakening economy, the Federal Reserve, starting in

September 2007, has taken a series of rate cut actions (525 basis points). The

reductions in interest rates by the Federal Open Market Committee ("FMOC")

were taken in order to promote economic growth and to mitigate risks to economic

activity. The target Federal Funds rate stands at zero to .25 percent

GDP growth for the first three quarters of 2008 was 0.9 percent, 2.8 percent

and a negative 0.5 percent, respectively. The Bureau of Economic Analysis of the

U.S. Department of Commerce recently released its final estimate of 2008 fourth

quarter GDP growth at a negative 6.2 percent. According to a recent Blue Chip

Financial forecast (February l, 2009), many economists now assume the current

recession will be the longest and deepest recession in Post-World War II history

The Blue Chip Financial Forecast ("Blue Chip") consensus forecasts (April 1

2009) of real GDP growth for the first and second quarter of 2009 are expected to

be a negative 5.7 percent and a negative 2.4 percent, respectively. While economic
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growth is expected to tum positive by second half of 2009, recovery is expected to

be slow as there are risks to the U.S. economy from a far more serious worldwide

recession, the failure of the housing market to stabilize in the year ahead, and

continued weakness in business and consumer spending

5

6

Q. WHAT ABOUT THE STATUS OF THE CREDIT MARKETS?

One of the biggest risks to the economy stems from the conditions in the credit

markets. Without increased access and more affordable credit for consumers and

businesses, the prospects for a meaningful economic recovery are dim. The stock

market has had the worst year since 1931 and 1926 and this has produced a

massive safe haven bid for Treasury debt. Recently, the three month Treasury bill

yields dropped to near zero, and yields on the two, five, ten and thirty year yield

treasuries fell to the lowest levels since the Treasury began regular sales of the

securities. More recently, yields on longer dated Treasury yields have begun to

rise better than 50 basis points over their December 2008 levels. Some analysts

attribute the run up in yields to rising jitters among investors about the tidal wave

of Federal debt issued earlier this year and to the expected debt to be issued to fund

the massive $800 billion "stimulus" package recently enacted by Congress and

signed by the President and to the expected additional billions of dollars above the

already authorized $750 billion Trouble Asset Repurchase Program ("TARP")

passed last year to address the weaknesses in the credit markets

In short, the current capital markets reflect the uncertainty and low

confidence of investors in the financial markets and in the future prospects of

economic growth and concerns over higher inflation over the next several years

Namrally, despite relatively low U.S. Treasury yields over the past several years

the premiums required for investors to hold and buy securities is much higher than

in the recent past due to this uncertainty
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1 Q- IS THERE A RELATIONSHIP BETWEEN THE COST OF EQUITY AND

INTEREST RATES?

Yes. All things being equal, the cost of equity moves in the same direction as

interest rates. Lower interest rates on U.S. Treasuries ("risk-free" rate) imply

lower equity returns and visa versa. However, as indicated by Equation 1 above

the risk premium required to compensate investors also impacts the cost of equity

Higher risk premiums required by investors imply higher equity costs and visa

versa. Risk premiums are impacted by uncertainty in future interest rates, business

and economic conditions, expected inflation, and other risk factors including

interest rate risk, business risk, regulatory risk, financial risk, construction risk, and

liquidity risk

12 Q~ EVERYDAY WE SEEM TO HEAR MORE SOUR ECONOMIC NEWS

HOW DOES ALL THIS BAD NEWS IMPACT INVESTORS?

It makes investors want to hold on to their money and put it in low risk

investments. The flight to quality and low risk investments as the stock market

began to rumble last year drove treasury yields to very low levels. But, as noted

earlier, the federal government has and is expected to significantly increase its

borrowing in order to "stimulate" the economy and address systemic problems in

the credit markets. This in tum, has resulted in increasing yields on Treasuries as

investors get jittery about the risks of the massive debt load the federal government

is taking on

22 Q~ IS RRUI AFFECTED BY THESE SAME MARKET UNCERTAINTIES AND

24 A.

CONCERNS?

Yes, in general, all investors are impacted by bad economic news, and the

Company's investors are not immune to uncertainty. In the current economic

environment, even large publicly traded companies are feeling the impact
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Investment grade bond (Baa) yields rose to over 9 percent towards the end of last

year and are currently at around 8.4 percent (April 16, 2009). Recent yields on

investment grade bonds have been similar to the yields during the 2001 recession

Utilities are not immune to the higher capital costs of the current economic

environment either. Theaverage beta (a measurement of market risk) for the water

utility sample companies has risen significantly over the past couple of years

Borrowing costs for utilities have also risen sharply. In November 2008, American

Water Capital Corp., the credit facility for American Water (AWK), issued $75

million of senior debt at 10%

As discussed above, capital costs have risen significantly over the past year

or so. And, smaller utilities like RRUI generally feel the impact worse because

they are small, with a small customer base and an inability to attract capital

13 Q, WHAT ARE THE RECENT DEVELOPMENTS IN THE WATER UTILITY

INDUSTRY AFFECTING UTILITY INVESTMENTS AND THE MARKET?

On the whole, the water utility industry is expected to continue to confront

increasing infrastructure demand. According to the Value Line Investment Survey

many utilities have facilities that are decades old and in need of significant

maintenance and, in some cases, massive renovation and replacement. In addition

the EPA and state and local regulators continue to impose more stringent

environmental quality and operational standards, such as new maximum

contaminant levels for public drinking water systems. Additional operational

requirements have also been imposed to address the threat of bio-terrorism on U.S

water systems. As infrastructure costs continue to climb, many smaller companies

are at a serious disadvantage. Without sufficient resources to fund improvements

to meet new and more stringent requirements, many smaller companies are being
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forced to sell to larger utilities, which have greater operational flexibility and

resources, as well as access to capital

3 Q- WQULD YOU PLEASE DISCUSS IN MORE DETAIL THE IMPACT OF

5 A.

RISK ON CAPITAL COSTS?

With reference to specific utilities, risk is often discussed as consisting of two

separate types of risk: business risk and financial risk

Business risk, the basic risk associated with any business undertaking, is the

uncertainty associated with the enterprise's day-to-day operations. In essence, it is

a function of the nonna day-to-day business environment, both locally and

nationally. Business risks include the condition of the economy and capital

markets, the state of labor markets, regional stability, government regulation

technological obsolescence, and other similar factors that may impact demand for

the business product and its cost of production. For utilities, business risk also

includes the volatility of revenues due to abnormal weather conditions, degree of

operational leverage, regulation, and regulatory climate. Regulation, for example

can compound the business risk if it is unpredictable in reacting to cost increases

both in terms of the time lag and magnitude. Regulatory lag makes it difficult to

earn a reasonable return particularly in an inflationary environment and/or when

there is significant lag between the timing of investment in capital projects and its

recognition in rates. Put simply, the greater the degree of uncertainty regarding the

various factors affecting a company's business, the greater the risk of an

investment in a company and the greater the compensation required by the

investor

Financial risk. on the other hand. concerns the distribution of business risk

to the various capital investors in the utility. As I discussed earlier, permanent

capital is nominally divided into three categories: long-term debt, preferred stock
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and common equity. Because common equity owners have only a residual claim

on earnings after debt and preferred stocldiolders are paid, financial risk tends to be

concentrated in that element of the firm's capital. Thus, a decision by management

to raise additional capital by issuing additional debt concentrates even more of the

financial risk of the utility in the common equity owners

An important component of financial risk is construction risk. Construction

risk refers to the magnitude of a company's capital budget. If a company has a

large construction budget relative to internally generated cash flows it will require

external financing. It is important that companies have access to capital funds on

reasonable temps and conditions. Utilities are more susceptible to construction risk

for two reasons. First, utilities generally have high capital requirements to build

plant to serve customers. Second, utilities have a mandated obligation to serve

leaving less flexibility both in the timing and discretion of scheduling capital

projects. This is compounded by the limited ability to wait for more favorable

market conditions to raise the capital necessary to fund the capital projects

Although often discussed separately, the two types of risks (business and

financial) are interrelated. Specifically, a common equity investor may seek to

offset exposure to high financial risk by investing in a firm perceived to have a low

degree of business risk. In other words, the total risk to an investor would be high

if the enterprise was characterized as a high business risk witha large portion of its

permanent capital financed with senior debt. To attract capital under these

circumstances, the Finn would have to offer higher rates of return to its common

equity investors
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1

2

IV.

Q.

THE MEANING OF "JUSTAND REASONABLE" RATE OF RETURN

HAVE THE COURTS SET FORTH ANY CRITERIA THAT GOVERN THE

RATE OF RETURN THAT A UTILITY'S RATES SHOULD PRODUCE?

4

5

6

A. Yes. The U.S. Supreme Court set forth the following criteria for determining

whether a rate of return is reasonable in Blue held Water Works and Improvement

Co. v. Public Service Commission of West Virginia, 262 U.S.679, 692-93 (1923)

A public utility is entitled to such rates as will permit it to am a
return on the value of the property which it employs for the
convenience of the public equal to that generally being made at the
same time and in the same general part of the country on investments
on other business undertaking which are attended by corresponding
risks and uncertainties The return should be reasonably sufficient
to assure confidence in the financial soundness of the utility and
should be adequate, under efficient and economical management to
maintain and support its credit and enable it to raise money necessary
for the roper discharge of its public duties. A rate of return may be
reasonable one time and become too high or too low by changes
affecting op ortunities for investment, the money market, and
business conditions generally

In summary, underBlue field Water Works

(2)

(3)

(1) The rate of return should be similar to the return in businesses with

similar or comparable risks

The return should be sufficient to ensure the confidence in the

financial integrity of the utility, and

The return should be sufficient to maintain and support the utility's

credit

21 Q, HOW HAVE THESE CRITERIA BEEN APPLIED IN REGULATORY

PROCEEDINGS?

23 A. Yes, but the application of the "reasonableness" criteria laid down by the Supreme

Court has resulted in controversy. The typical method of computing the overall

cost of capital is quite straightforward: it is the composite, weighted cost of the

various classes of capital (debt, preferred stock, and common equity), used by the
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utility. The weighting is done by calculating the proportion that each class of

capital bears to total capital. However, there is no consensus regarding the best

method of estimating the cost of equity capital. The increasing regulatory

emphasis on objectivity in determining the rate of return has resulted in a

proliferation of market-based finance models that are used in equity return

determination. As will be discussed more fully below, however, none of these

models are universally accepted as the "correct" means of estimating the ROE

8 v. THE ESTIMATED COST OF EQUITY FOR RRUI

A. The Publiclv Traded Utilities That Comprise the Sample Group Used to
Estimate the Companv's Cost of Equitv

11 Q. PLEASE BRIEFLY DESCRIBE THE APPROACH YOU FOLLOWED IN

YOUR COST OF CAPITAL ANALYSIS FOR RRUI

As I have stated, estimating the cost of equity is a matter of informed judgment

The development of an appropriate rate of return for a regulated enterprise involves

a determination of the level of risk associated with that enterprise and the

determination of an appropriate return for that risk level. Practitioners employ

various techniques that provide a link to actual capital market data and assist in

defining the various relationships that underlie the equity cost estimation process

Since RRUI is not publicly traded, the information required to directly

estimate RRUI's cost of equity is not available. Accordingly, I used a sample

group of water utilities as a starting point to develop an appropriate cost of equity

for RRUI. There are six water utilities included in the sample group: American

States Water, Aqua America, California Water, Connecticut Water, Middlesex

Water, and SJW Corp. All these companies are followed by the Value Line

Investment Survey
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1 Q- ARE THE WATER UTILITIES IN YOUR SAMPLE DIRECTLY

COMPARABLE TO RRUI?

3 No, but they are utilities for which market data is available. All of them are

regulated, they primarily provide water service, although some provide both water

and wastewater services, and their primary source of revenues is from regulated

services. Therefore, they provide a useful starting point for developing a cost of

equity for RRUI. I emphasized "starting point" because RRUI is not publicly

traded. Additionally, there is no market data available for smaller utilities, like

RRUI, that can be used to develop cost of equity estimates

10 Q. DOES THE MARKET DATA PROVIDED BY THE WATER UTILITY

SAMPLE CAPTURE ALL OF THE MARKET RISKS THAT RRUI MIGHT

FACE IF IT WERE PUBLICLY TRADED?

In my opinion, no. As I stated, there is no comparable market data for utility

companies the size of RRUI. The average revenue of the water utility sample

companies is over 78 times that of RRUI, and the average net plant of the water

utility sample companies is 29 times that of RRUI. Even the smallest company in

the sample group, Connecticut Water, has over 8 times the net plant of RRUI, and

nearly 16.5 times the revenues

19

20

21

Q- PLEASE PROVIDE A GENERAL DESCRIPTION OF THE WATER

UTILITIES IN YOUR SAMPLE

24

Schedule D-4.2 lists the operating revenues and net plant for the six water utilities

as reported by AUS Utility Reports (formerly C.A. Turner Utility Reports) and

RRUI. In addition, below is a general description of each of the companies

(1) American States Water (AWR) primarily serves the California

market through Golden State Water Company, which provides water

services to over 254.000 customers within 75 communities in 10
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<2)

(3)

(4)

counties in the State of California, primarily in Los Angeles, San

Bernardino, and Orange counties. It has one subsidiary serving the

Arizona market with approximately 13,000 customers in Fountain

Hills and Scottsdale. AWR also owns an electric utility service

provider with over 23,000 customers, but approximately 91 percent

of its revenues were derived from commercial and residential water

customers. Revenues for American States were $318.7 million in

2008 and net plant nearly $724 million at the end of 2008

Aqua America (WTR) owns regulated utilities in Pennsylvania

Ohio, North Carolina, Illinois, Texas, New Jersey, Florida, Indiana

Virginia, Maine, Missouri, New York, and South Carolina, serving

over 945,000 customers at the end of 2008. WTR's utility base is

diversified among residential water, commercial water, tire

protection, industrial water, other water, and wastewater customers

Total revenues for WTR were nearly $627 million in 2008 and net

plant was nearly $2.58 billion at the end of 2008

California Water Service Group (CWT) owns subsidiaries in

California, New Mexico, Washington, and Hawaii serving over

180,000 customers. The California operations account for over 95

percent of customers and over 96 percent of operating revenues

Revenues for CWT were over $410 million in 2008 and net plant

nearly $1 billion at the end of 2008

Connecticut Water Services (CTWS) owns subsidiaries in

Connecticut and Massachusetts serving over 87,000 customers

Revenues for CTWS were over $61 million in 2008 and net plant

over $250 million at the end of 2008
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(5)

(6)

Middlesex Water (MSEX) owns subsidiaries in New Jersey and

Delaware serving over 105,000 customers and provides water service

under contract to municipalities in central New Jersey to a population

of over 267.000. Revenues for MSEX were over $91 million in 2008

and net plant was over $312 million at the end of 2008

SJW Corp. (SJW) owns San Jose Water, which provides water

service in a 138 square mile area in San Jose, California, and

surrounding communities. Revenues for SJW were over $220

million in 2008 and net plant was over $492 million at the end of

11 Q- HOW DOES RRUI COMPARE TO THE SAMPLE WATER UTILITIES?

It is smaller. At the end of the test year, RRUI had approximately 6,000 customers

(4,000 water only customers and 2,000 water and wastewater customers). Its

revenues totaled under $3.8 million, and its water and wastewater net plant-in

service was approximately $30.6 million. RRUI is located in the Santa Clarita

valley and has a relatively small service territory compared to the sample water

companies

18 Q- ARE THE ANY OTHER CHARACTERISTICS WHICH DISTINGUISH

RRU1FROM THE SAMPLE WATER UTILITIES?

20

21

22

A.

24

Yes. RRUI has 2-3 times as much zero cost capital (advances-in-aid of

construction and contdbutions-in-aid of constulction) in its capitalization' as do the

sample water utilities. This is not surprising as smaller utilities, having less access

to debt and equity capital, fund more of their utility plant with developer funds

All things being equal, rates are lower as a result. While this is a benefit to

Total capitalization equals debt plus equity plus advances-in-aid of construction plus
contributions-in-aid of construction. This is the capital funding the utility's plant-in-service
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ratepayers, a high proportion of zero cost capital increases risk to RRUI and its

stockholders. RRUI has an obligation to refund advances, and like debt

obligations, refund payments take priority on cash flows over distributions to

shareholders or utilizing cash to cover operating expenses or internally fund capital

improvements. And while advanced plant receives depreciation recovery in rates

providing cash flows to make refunds, contributed plant does not and neither type

of zero cost capital plant contributes to earnings. Ultimately, however, both types

of zero cost capital have detrimental impacts on the long-tenn cash flows of the

Company. Advanced plant and contdbuted plant still has to be maintained and

eventually has to be replaced. This places additional stress on earnings and

increases risk to the Company as the eventual plant replacements will require the

Company to raise additional capital to fund the replacements

13 Q. ARE THERE OTHER FACTORS OF SMALLER UTILITIES, LIKE RRUI

WHICH INCREASE RISK?

15

16

A. Yes. Because smaller utilities, like RRUI, are not publicly traded they have less

financial flexibility which in tum increases risk. The Company does not have

access to the public equity markets and this lack of financial flexibility increases

risk because it has no choice but to rely on retained earnings, short-term debt, and

privately placed bonds to provide capital for plant improvements and additions

necessary to ensure safe and reliable water service to its customers. Further, the

Company does not have a market to issue common stock to the public to raise

capital

Water utilities are capital intensive and typically have large construction

budgets. RRUI's construction budget for the next three years is over $4.2 million

As discussed on page 14 of my testimony, firms with large capital budgets face

construction risk (a form of financial risk). The size of a utility's capital budget
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relative to the size of the utility itself often increases construction risk. Larger

utilities may be able to fund large capital budgets from earnings and short-tenn

borrowings. For smaller utilities, like RRUI, the ability to fund relatively large

capital budgets from earnings and short-term debt is difficult to obtain, requiring

that additional capital be raised. However, the ability to raise additional capital is

in and of itself challenging and compounded by a limited ability to access capital

an obligation to serve, and a limited ability to wait for more favorable market

conditions to raise the capital necessary to fund necessary capital prob eats

9 Q- WHAT OTHER RISK FACTORS DISTINGUISH RRUI FROM THE

LARGER SAMPLE WATER UTILITIES?

11

12

A.

14

17

22

24

There are a number of state specific factors that increase the risk to Arizona water

and wastewater utilities

First, the regulatory environment in which RRUI operates is much different

than that of the sample water utilities. Arizona water and wastewater utilities face

legal constraints that limit their ability to obtain rate relief outside of a general rate

case in which the "fair value" of the utility's property is determined and used to set

rates. The Arizona Constitution, as interpreted in court decisions, limits the ability

of Arizona utilities to utilize adjustment mechanisms, advice letter filings and other

streamlined procedures to obtain recovery of costs outside a general rate case, in

contrast to many other jurisdictions

Second, the Commission requires the use of an historic test year with

limitations on the amount of out-of-period adjustments. This process creates

another state-specific factor that increases risk and thus required ROEs for utilities

in Arizona. In fact, three out of the six sample water companies operate primarily

in California - American States, California Water and SAW Corp. California uses

future test years to help better match plant investment and revenues and expenses
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going forward - the period in which rates will be in effect. California also allows

the use of balancing accounts on major operating expenses like purchased power

and purchased water to help utilities recover expenses that are beyond their control

A fourth utility in the sample group, Aqua America, has regulatory mechanisms

available to it to help lessen risk. In six states in which Aqua America operates

water utilities, and two states in which Aqua America operates wastewater utilities

regulatory bodies permit it to add a surcharge to water or wastewater bills to offset

the additional depreciation and capital costs associated with certain capital

expenditures related to replacing and rehabilitating infrastructure systems. Aqua

America also operates in jurisdictions in which it may bill utility customers in

accordance with a rate filing that is pending before the respective regulatory

commission as well as jurisdictions that authorize the use of expense deferrals and

amortization in order to provide for an impact on its operating income by an

amount that approximates the requested amount in a rate request. In addition

certain states in which Aqua America operates use a surcharge or credit on bills to

reflect changes in certain costs, such as changes in state tax rates, other taxes and

purchased water, until such time as the costs are incorporated into base rates

18

19

20

21

22

Q~ IT DOESN'T APPEAR THAT RRUI IS ACTUALLY COMPARABLE TO

THE SAMPLE WATER UTILITIES

24

It really isn't, for the reasons I have stated. Constraints on the rate making process

in Arizona make it difficult to obtain approval of rates that allow Arizona water

and wastewater utilities to recover the costs of service it will actually incur during

the period when new rates are put in place, which can be several years beyond the

test year. Risks are higher for RRUI and the required return on equity should be

above the level required by water utilities that operate in states that do not have

such limitations imposed, either by law or by agency policy, on the rate-setting
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system. Unfortunately, as I testified, the approaches commonly used to estimate a

utility's cost of equity require market data, which is not available for smaller

companies and utilities operating exclusively in Arizona, like RRUI. As a result

much larger, public companies must be used asproxies

But the emphasis on proxy is very important. The criteria established by the

Supreme Court in decisions such as Blue Lela' Water Works require the use of

comparable companies, i.e., companies that would be viewed by investors as

having similar risks. A rational investor would not regard RRUI as having the

same level of risk as Aqua America or even Connecticut Water. Consequently, the

results produced by the DCF and CAPM methodologies, utilizing data for the

sample utilities, often understates the appropriate return on equity for a regulated

water utility provider

13

14

Q- YOU PREVIOUSLY DISCUSSED FINANCIAL RISK, WHICH IS

RELATED TO A FIRM'S CAPITAL STRUCTURE. HOW DO THE

CAPITAL STRUCTURES OF THE SAMPLE WATER UTILITIES

COMPARE TO RRUI?

17

18

Schedule D-4.3 shows that the capital structure of RRUI at December 31, 2008

contains 0 percent debt and 100 percent equity, compared to the average of the

water utility sample of 46.9 percent debt and 53.1 percent equity

20 Q. IS THERE A RELATIONSHIP BETWEEN A UTILITY'S CAPITAL

STRUCTURE AND ITS COST OF CAPITAL?

22

23

24

A. Yes. Generally, when a firm engages in debt financing, it exposes itself to greater

risk. Once debt becomes significant relative to the total capital structure, the risk

increases in a geometric fashion compared to the linear percentage increase in the

debt ratio itself. This risk is illustrated by considering the effect of leverage on net

earnings. For example, as leverage increases, the equity ratio falls. This creates
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two adverse effects on the investor. First, equity earnings decline rapidly and may

even disappear. Second, the "cushion" of equity protection for debt falls. A

decline in the protection afforded debt holders, or the possibility of a serious

decline in debt protection, will act to increase the cost of debt financing

Therefore, one may conclude that each new financing, whether through debt or

equity, impacts the marginal cost of future financing by any alternative method

For a firm already perceived as being over-leveraged, this additional borrowing

would cause the marginal cost of both equity and debt to increase. On the other

hand, if the same Finn instead employed equity funding, this could actually reduce

the real marginal cost of additional borrowing, even if the particular equity

issuance occurred at a higher unit cost than an equivalent amount of debt

Having less debt in its capital structure implies that RRUI has less financial

risk than the water utility sample, which may offset the other factors that make

RRUI more risky than the sample group. However, smaller utilities cannot support

the same level of debt as larger utilities and smaller utilities tend to have less debt

in their capital structures as a result. Smaller utilities face higher business and

operational risk as compared to larger utilities which magnify the financial risk of

higher debt levels in their capital structures

20 Q-

Overview of the DCF and CAPM Methodologies

PLEASE EXPLAIN THE GENERAL APPROACHES TO ESTIMATING

THE COST OF CAPITAL

There two broad approaches

1) identify comparable-risk sample companies and estimate the cost of

capital directly, and

find the location of the CML and estimate the relative risk of the

company that jointly determines the cost of capital

2)
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The DCF model is an example of a method falling into the first general

approach. It is a direct method, but uses only a subset of the total capital market

evidence. The DCF model rests on the premise that the fundamental value of an

asset (stock) is its ability to generate future cash flows to the owner of that asset

(stock). I will explain the DCF model in more detail later. For now, the DCF is

simply the sum of a stock's expected dividend yield and the expected long-term

growth rate. Dividend yields are readily available, but long-term growth estimates

are more difficult to obtain

The CAPM is an example of a method falling into the second general

approach. It uses information on all securities rather than a small subset. I will

explain the CAPM in more detail later. For now, the CAPM is a risk-retum

relationship, often depicted graphically as the CML. The CAPM is the sum of a

risk-free return and a risk premium

Each of these two methods has their own way of measuring investor

expectations. In the final analysis, ROE estimates are subjective and should be

based on sound, informed judgment rationally articulated and supported by

competent evidence. I have applied several versions of the DCF, and two versions

of the CAPM to "bracket" the fair cost of equity capital for RRUI, but without

taking into account the additional risks that RRUI possesses

21 Q~

C. Explanation of the DCF Model and Its Inputs

PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST OF

EQUITY

23 A. The DCF model is based on the concept that the current price of a share of stock is

equal to the present value of future cash flows from the purchase of the stock. In

other words, the DCF model is an attempt to replicate the market valuation process

that sets the price investors are willing to pay for a share of a company's stock. It
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rests on the assumption that investors rely on the expected returns (i.e., cash flow

they expect to receive) to set the price of a security. The DCF model in its most

general form is

[2] P0 = CFI/(1+k) + CF2/(1+k)' + + CFU/(1+k)

where k is the cost of equity, n is a very large number, P0 is the current stock price

and, CF1, CF2,...CFD are all the expected future cash flows expected to be received

in periods 1

Equation (2) can be written to show that the current price (P0) is also equal

to

[3] P0 = CFI/(1+k) + CF2/(1+k)' + + P9/(1+k)

where Pt is the price expected to be received at the end of the period t. If the future

price (P) included a premium (an expected increase in the stock price or capital

gain), the price the investor would pay today in anticipation of receiving that

premium would increase. In other words, by estimating the cash flows from the

purchase of a stock in the form of dividends and capital gains, we can calculate the

investor's required rate of return, i.e., the rate of return an investor presumptively

used in bidding the current price to the stock (P0) to its current level

Equation [3] is a Market Price version of the DCF model. As with the

general form of the DCF model in equation [2], in the Market Price approach the

current stock price (pol is the present value of the expected cash inflows. The cash

flows are comprised of dividends and the final selling price of the stock. The

estimated cost of equity (k) is the rate of return investors expect if they bought the

stock at today's price, held the stock and received dividends through the transition

period, and then sold it for price (pl
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1 Q. CAN YOU PROVIDE AN EXAMPLE TO ILLUSTRATE THE MARKET

PRICE VERSION OF THE DCF MODEL?

3 A. Yes. Assume an investor buys a share of common stock for $40. If the expected

dividend during the coming year is $2.00, then the expected dividend yield is 5

percent ($2.00/$40 = 5.0 percent). If the stock price is also expected to increase to

$43.00 after one year, this $3.00 expected gain adds an additional 7.5 percent to the

expected total rate of return ($3.00/$40 = 7.5 percent). Thus, the investor buying

the stock at $40 per share, expects a total return of 12.5 percent (5 percent dividend

yield plus 7.5 percent price appreciation). The total return of 12.5 percent is the

appropriate measure of the cost of capital because this is the rate of return that

caused the investor to commit $40 of his capital by purchasing the stock

12 Q~ PLEASE CONTINUE WITH YOUR DESCRIPTION OF THE DCF

MODEL

14

15

16

Under the assumption that future cash flows are expected to grow at a constant rate

("g"), equation [2] can be solved for k and rearranged into the simple form

[4] k = CFI/P0 +

where CF1/P0 is the expected dividend yield and g is the expected long tern

dividend (price) growth rate ("g"). The expected dividend yield is computed as the

ratio of next period's expected dividend ("CF,") divided by the current stock price

("PT"). This font of the DCF model is known as the constant growth DCF model

and recognizes that investors expect to receive a portion of their total return in the

form of current dividends and the remainder through future dividends and capital

(price) appreciation. A key assumption of this form of the model is that investors

expect that same rate of return (k) every year and that market price grows at the

same rate as dividends. This has not been historically true for the water utility

sample, as shown by the data in Schedule D-4.4 and Schedule D.4.5. As a result
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2 Q-

4

5

6

estimates of long-term growth rates (g) should take this into account

ARE THERE ANY GENERAL CONCERNS ABOUT APPLYING THE DCF

MODEL TO UTILITYSTOCKS?

There are a number of reasons why caution must be used when applying the DCF

model to utility stocks. First, the stock price and dividend yield component may be

unduly influenced by st ructural changes in the indust ry,  such as mergers and

acquisitions, which influence investor expectations.

based on a number of assumptions which may not be realist ic given the current

capital market environment. The tradit ional DCF model assumes that the stock

price, book value, dividends, and earnings all grow at the same rate. This has not

been historically true for the sample water utility companies. Third, the application

of the DCF model produces estimates of the cost of equity that are consistent with

investor expectations only when the market price of a stock and the stock's book

value are approximately the same. The DCF model will understate the cost  of

equity when the market-to-book ratio exceeds 1.0 and conversely will overstate the

cost of equity when the market-to-book ratio is less than 1.0. The reason for this is

that the market-derived return produced by the DCF is often applied to book value

rate base by regulators. Fourth, the assumption of a constant growth rate may be

unrealistic, and there may be difficulty in finding an adequate proxy for the growth

rate. Historical growth rates can be downward based as a result of the impact of

anemic historical growth rates in earnings, mergers and acquisitions, restructuring

unfavorable regulatory decisions, and even abnormal weather patterns. Further, by

placing too much emphasis on the past, the estimation of future growth becomes

circular

Second, the DCF model is
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1 Q- LET'S TURN TO THE SPECIFIC INPUTS USED IN YOUR DCF MODELS

WHAT DATA HAVE YOU USED TO COMPUTE THE EXPECTED

DIVIDEND YIELD (cF1/p0) IN YOUR MODELS?

First, I computed a current dividend yield (CF0/P0). The expected dividend yield

(CF1/P0) is the current dividend yield (CF0/p0) times one plus the growth rate (g). I

used the spot price for each of the stocks of the water utilities in the sample group

as reported by the Value Line Investment Analyzer for April 16, 2009 for P0. The

current dividend (CF0) is the dividend for the next year as reported by Value Line

In my schedules, the current dividend yield is denoted as (D0/PO), where D0 is the

current dividend and P0 is the spot stock price. (D1/P0) is used to denote the

expected dividend yield in the schedules

12 Q- WHAT MEASURES OF GROWTH ("g") HAVE YOU USED?

For my primary DCF growth estimate, I have used analyst growth forecasts, where

widely-followed sources Zack's Investment

Research, Morningstar, Yahoo Finanee, and Value Line Investment Survey

Schedule D-4.6 reflects the analyst estimates of growth. The currently available

estimates from these four sources provide at least two estimates for each of the

sample water utility companies with the exception of Connecticut Water

Connecticut Water's single estimate of 15 percent from Yahoo Finance was

excluded leaving no estimates for Connecticut Water. When there is no estimate of

forward-looking growth for a utility in the water utilities sample, as in the case of

Connecticut Water, I have assumed investors expect the growth for that utility to

equal the average of growth rates for the other water utilities in the sample

available, from four different,
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1 Q- WHY DID YOU USE FORECASTED GROWTH R.ATES AS YOUR

PRIMARY ESTIMATE OF GROWTH?

3 The DCF model requires estimates of growth that investors expect in the future and

not past estimates of growth that have already occurred. Accordingly, I use as a

primary estimate of growth analysts' forecasts of growth. Logically, in estimating

future growth,  financial inst itut ions and analysts have taken into  account  all

relevant  histo r ical info rmat ion on a company as well as o ther  more recent

information.4 To the extent that past results provide useful indications of future

growth prospects, analysts' forecasts would already incorporate that information

In addit ion, a stock's current  price reflects known historic information on that

company, including its past earnings history. Any further recognition of the past

will double count what has already occurred. Therefore, forward-looking growth

rates should be used

14 Q~ WHAT OTHER ESTIMATES OF GROWTH DID YOU USE?

I used the 5-year historical average growth rates in the stock price, book value per

share ("BVPS"), earnings per share ("EPS") and dividends per share ("DPS")

along with the average of analyst  expectations. Using the historical average of

pr ice,  BVPS,  EPS,  and EPS is reasonable because investo rs know that ,  in

equilibrium, common stock prices, BVPS, EPS and DPS will all grow at the same

rate and would take information about changes in stock prices and growth in BVPS

into  account  when they price ut ilit ies' stocks. As I  s t a t ed  ear lier ,  a  basic

assumption of the DCF model is that the stock price, BVPS, EPS and DPS all grow

David A. Gordon, Myron J. Gordon and Lawrence I Gould, "Choice Among Methods of Estimating Share Yield
Journal of Portfolio Management (Spring 1989) 50-55. Gordon, Gordon and Gould found that a consensus of
analysts' forecasts of earnings per share growth for the next five years provides a more accurate estimate of growth
required in the DCF model than three different historical measures of growth (historical EPS, historical DPS, and
historical retention growth). They explain that this result makes sense because analysts would take into account such
past growth as indicators of future growth as well as any new information
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at the same rate. While I believe this growth rate gives further recognition to the

past that is already incorporated into analyst estimates of growth, I have been

criticized by Staff in the past for not giving direct consideration to past growth

rates in my estimate of growth

5 Q. WHAT OTHER CONCERNS DO YOU HAVE ON THE USE OF

HISTORICAL DPS GROWTH IN YOUR DCF ESTIMATE OF GROWTH?

7

8

9

10

Although I have used historical DPS growth in my estimate, I believe the use of

historical DPS growth depresses the growth rate. Attachment l shows the constant

growth DCF results using historical DPS growth. The result is 7.05 percent, well

below the current cost of investment grade bonds at 8.4 percent and is even below

the cost of Baa/BBB utility bonds at 7.5 percent. It is important to keep in mind

that there is a great deal of empirical evidence demonstrating that, on average

stocks are riskier than bonds and achieve higher returns. Morningstar, for example

annually publishes a comprehensive study of historical returns on both

Putting aside the potential distortions to the result produced by the DCF

model caused by structural changes to the industry and abnormal weather

conditions, it does not make sense to employ growth rates that result in indicated

equity returns less than the cost of debt, especially when those results fly in the

face of a large body of empirical evidence. Investors would not bid up the price of

a utility stock if the expected return is equivalent to returns on bonds and other debt

investments. As the CML depicted previously illustrates, common stocks are

higher and to the right of investment grade bonds on the CML continuum because

they are rislder investments. Again, the empirical evidence supports this

conclusion. The results using historical DPS growth are unreasonable

Morningstar, Ibbotson SBBI 2009 Valuation Yearbook
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2 Q-

Explanation of the CAPM and Its Inputs

PLEASE EXPLAIN THE CAPM METHODOLOGY FOR ESTIMATING

THE COST OF EQUITY

4 As I already indicated, the CAPM is a type of risk premium methodology that is

often depicted graphically in a form identical to the CML. Put simply, the CAPM

formula is the sum of a risk-free rate plus a risk premium. It quantities the

additional return required by investors for bearing incremental risk. The risk-free

rate is the reward for postponing consumption by investing in the market. The risk

premium is the additional return compensation for assuming risk

The CAPM formula provides a fontal risk-retum relationship premised on

the idea that only market risk matters, as measure by beta. The CAPM formula is

(7) k Rf l3(Rm-Rf)

where k is the expected return, Rf is the risk-free rate,  Rm is the market return, (R

Rm) is the market risk premium, and [3 is beta

The difficulty with the CAPM is that it is a prospective or forward-looking

model while most of the capital market data required to match the input variables

above is historical

+

18

19

Q- WHAT IS THE RISK-FREE RATE?

It is the return on an investment with no risk. The U.S. Treasury rate serves as the

basis for the risk-free rate because the yields are directly observable in the market

and are backed by the U.S. government. Practically speaking, short-term rates are

volatile, fluctuate widely and are subject to more random disturbances than long

tern rates. In short, long-term Treasury rates are preferred for these reasons and

because long-term rates are more appropriately matched to securities with an

indefinite life or long-term investment horizon

ENNEMORE CRAIG
PloFEss\onALCorfu>oxArxor~

PHOENIX

A.

A.



1 Q. WHAT IS BETA AND WHAT DOES IT MEASURE?

Beta is a measure of the relative risk of a security and the market. In other words

it is a measure of the sensitivity of a security to the market as a whole. This

sensitivity is also known as systematic risk. It is estimated by regressing a

security's excess returns against a market portfolio's excess returns. The slope of

the regression line is the beta

Beta for the market is 1.0. A security with a beta greater than 1.0 is

considered rislder than the market. A security with a beta less than 1.0 is

considered less risky than the market

There are computational problems surrounding beta. It depends on the

return data, the time period used, its duration, the choice of the market index, and

whether annual, monthly, or weekly return figures are used. Betas are estimated

with error. Based on empirical evidence, high betas will tend to have a positive

error (risk is overestimated) and low betas will have a negative error (risk is

underestimated)

16

17

18

Q. WHAT DID YOU USE AS THE PROXY OF THE BETA FOR RRUI?

20

I used the average beta of the sample water utility companies. Betas were obtained

from Value Line Investment Analyzer (April 16, 2009). Value Line is the source for

estimated betas that I regularly employ along with Arizona Commission Staff and

is widely accepted by financial analysts. The average beta as shown on Schedule

D-4.13 is 0.84. I should note that because RRUI is not publicly traded, RRUI has

no beta. I believe that RRUI, if it were publicly traded, would have a higher beta

than the sample water utility companies

Eugene F. Fame and Kenneth R. French, "The Capital Asset Pricing Model: Theory and Evidence," Journal of
Eeonomie Perspectives (Summer 2004) 25-46
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1 Q-

2

WHY?

Smaller companies are more risky than larger companies. In Chapter 7 of

Morningstar's Ibbotson SBBI 2009 Valuation Yearbook, for example, Ibbotson

reports that when betas are properly estimated, betas are larger for small companies

than for larger companies. As I will explain later, Ibbotson also finds that even

after accounting for differences in beta risk, small firms require an additional risk

premium over and above the added risk premium indicated by differences in beta

9 Q, PLEASE EXPLAIN THE MARKET RISK PREMIUM?

The market-risk premium (Rm-Rf) is the return an investor expects to receive as

compensation for market risk. It is the expected market return minus the risk-free

rate. Approaches for estimating the market risk premium can be historical or

prospective

Since expected returns are not directly observable, historical realized returns

are often used as a proxy for expected returns on the basis that the historical market

risk premium follows what is known in statistics as a "random walk." If the

historical risk premium does follow the random walk, then one should expect the

risk premium to remain at its historical mean. Based on this argument, the best

estimate of the future market risk premium is the historical mean. Morningstar's

SBBI Valuation Edition 2008 Yearbook provides historical market returns for

various asset classes from 1926 to 2008. This publication also provides market risk

premiums over U.S. Treasury bonds, which make it an excellent source for

historical market risk premiums

Prospective market risk premium estimation approaches necessarily require

examining the returns expected from common equities and bonds. One method

employs applying the DCF model to a representative market index such as the
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Value Line 1700 stocks (the Value Line Composite Index). The expected return

from the DCF is measured for a number of periods of time, and then subtracted

from the prevailing risk-free rate for each period to alive at market risk premium

for each period. The market risk premium subsequently employed in the CAPM is

the average market risk premium of the overall period

6 Q. HOW MANY MARKET RISK PREMIUM ESTIMATES YOU

PREPARE IN CONNECTION WITH YOUR ASSIGNMENT FOR RRUI?

DID

8 A. I prepared two market risk premium estimates: An historical market risk premium

and a current market risk premium

10 Q- HOW YOU ESTIMATE THE HISTORICAL MARKET RISK

PREMIUM?

DID

I used the Morningstar's Ibbotson SBBI 2009 Valuation Yearbook measure of the

average premium of the market over long-term treasury securities from 1926

through 2008. The average historical market risk premium over long-term treasury

securities is 6.5 percent

16 Q. HOW DID YOU ESTIMATE THE CURRENT MARKET RISKPREMIUM?

I derived a market risk premium by, first, using the DCF model to compute an

expected market return for each of the past 24 months using Value Line's

projections of the average dividend yield and average price appreciation (growth)

on the Value Line 1700 Composite Index. I then subtracted the average 30-year

Treasury yield for each month from the expected market returns to arrive at the

expected market risk premiums. Finally, I averaged the computed market risk

premiums to determine the current market risk premium. The data and

computations are shown on Schedule D-4.ll. The average current market risk

premium is 17.74 percent. Estimates of the current market risk premium have

increased significantly over the past 6-12 months. In fact, the 6 and 12 month
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average of the market risk premium is 33.91 and 25.17, respectively. My 24 month

estimate is more conservative at 17.74 percent. The increase in the market risk is

not surprising given the financial markets and economic conditions of the past 12

months and the continued uncertainty expected in the capital markets in the future

5 Q- HAS THE COMMISSION STAFF EMPLOYED A CURRENT MARKET

RISK PREMIUM IN THE PAST?

7 A.

10

Yes. However, Staffs estimation of the current market risk premium is somewhat

different. Staff uses a DCF model to compute the current market risk premium as I

do. However ,  S t aff uses t he median annualized pro ject ed 3-5 year  pr ice

appreciation on the Value Line 1700 stocks in conjunction the median dividend

yield on the Value Line 1700 stocks. Based on data from April 16, 2009, including

the current yield on 30 year U.S. Treasury bonds, the current market risk premium

under Staffs method would be approximately 18.8 percent. Arguably, my method

is more conservative at 17.7 percent

15 Q~ WHAT DO YOU ADOPT AS THE RETURN FOR THE RISK-FREE RATE?

I use long-term Treasury bond rates as the measure of the risk-free return for use

with both CAPM and cost of equity estimates. Morningstar's Ibbotson SBBI 2009

Valuation Yearbook explains on page 47 that the appropriate choice for the risk

free rate is a return that is no less than the expected return for long-term Treasury

securities. Thus,  when det ermining an est imat e o f t he r isk- free rat e ,  it  is

appropriate to adopt a return that is no less than the expected return on the long

term Treasury bond rate. Both of my CAPM estimates are based on a projected

est imate of the long-term treasury rates for 2010-2011 of 4.60% as shown on

Schedule D-4.10. The 2010-2011 timeframe is the period when new rates will be

put in place for the Company

ENNEMORE CRAIG
ROFESSIUNAL CORPORATE

PHOENIX
35



2 Q-

5

E. Financial Risk Adjustment

PLEASE EXPLAIN YOUR FINANCIAL RISK ADJUSTMENT TO

REFLECT RRUI'S LCWER LEVEL OF DEBT IN ITS CAPITAL

STRUCTURE AS COMPARED TO THE SAMPLE WATER UTILITIES?

My financial risk estimation is based upon the methodology developed by

Professor Hamada of the University of Chicago, which incorporates the beta of a

levered Timi to that of its unlevered counterpart. The equation is

tit = 13u[1 + (1 T)q>]

where BL and BU are the levered and unlevered betas, respectively, T is the tax rate

and q> the leverage, defined as the ratio of debt and equity of the Hrm. In simple

terms, I unlevel the average beta of the six publicly traded water utilities in my

sample using a ratio of the market value of debt and the market value of equity

While I can compute the market value of equity of the sample water utilities based

on the current number of shares outstanding and the current stock price, estimating

the market value of debt is much more difficult. For purposes of my analysis, I

assume the market value of debt is the book value. This is a reasonable assumption

and is conservative. Once the unlevered beta is determined, I reliever the beta using

the capital structure of RRUI. For the market value of equity I multiplied RRUI's

book value of equity times the average market-to-book ratio of the sample water

utilities. For RRUI's debt, I assume the market value of debt is equal to the book

value

The relevered beta is then used in my CAPM models, and the new CAPM

results are compared to my original CAPM results. The computed difference is the

basis of my financial risk adjustment. My computation of the financial risk

adjustment can be found in tables D-4.13, D-4.14, and D-4.15
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Q- WHAT IS THE COMPUTED FINANCIAL RISK ADJUSTMENT?1

2 A. A downward adjustment of 140 basis points. However, in my opinion, the beta for

RRUI would be higher than that of the sample water utilities which would have

resulted in a lower financial risk adjustment

5

6

Q- DO YOU HAVE ANY CONCERNS ABOUT THE HAMADA METHOD?

Yes. In order to use this method, I have made the assumption that the average beta

of the sample water utilities is the beta for RRUI. Since RRUI is a much smaller

Finn than the sample water utilities, I would expect the beta to be higher

Consequently, the financial risk adjustment is likely overstated

Q.

Companv Specific Risk Premium

PLEASE DISCUSS YOUR COMPANY SPECIFIC RISK PREMIUM

As I testified earlier, RRUI is not directly comparable to the sample water utilities

because of its small size and the regulatory environment in Arizona. The

characteristics such as small size, lack of diversification, limited revenue and cash

flow, small customer base, lack of liquidity, as well as the magnitudes of regulatory

and construction risk are common to smaller water utilities regardless of the

regulatory jurisdiction. These characteristics and magnitudes of risk are unique

only in the sense that the large publicly traded water utilities (including the

companies in the proxy group) do not possess these same characteristics and

magnitudes of risk. With respect to Arizona regulation, the use of historical test

year with limited out of period adjustments and the lack of adjuster mechanism

increases to the risk of RRUI

Q~ PLEASE DISCUSS SIZE RISK FOR SMALL UTILITY COMPANIES23

24

25

26

A. Investment risk increases as the Finn size decreases, all else remaining constant

There is a great deal of empirical evidence that firm size phenomenon exists

Morningstar's Ibbotson SBBI 2009 Valuation Yearbook (Chapter 7) reports that
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smaller companies have experienced higher returns that are not fully explainable

by their higher betas and that beta is inversely related to company size. In other

words, smaller companies not only have higher betas but higher returns than larger

ones. Even after accounting for differences in beta risk, small companies require

additional risk premium over and above the added risk premium indicated by

differences in beta risk. Dr. Zepp also reported evidence that the stocks of small

water utilities, like RRUI, are more risky than the stocks of larger water utilities

such as those in the water utilities sarnple.7 Even the California PUC conducted a

study that showed smaller water utilities are more risky than larger ones.° Based on

the evidence it is clear that investors require higher returns on small company

stocks than on large company stocks

I have included in Schedule D-4.16 the results of an Ibbotson study using

annual data reporting the size premium based upon firm size and return data

provided in Morningstar Ibbotson SBBI 2009 Valuation Yearbook and information

contained in a published work by Dr. Thomas M. Zepp. I have estimated that a

small company risk premium in the range of 99 to 181 basis points is appropriate

17 Q, WHAT COMPANY SPECIFIC RISK PREMIUM DO YOU RECOMMEND

FOR RRUI?

19 A. To be conservative, I conclude that a company specific risk premium of no less

than 50 basis points is warranted for RRUI to account for its smaller size and

regulatory risk

Thomas M. Zepp, "Utility Stocks and the Size Effect - Revisited
Economics and Finance, Vol. 43, Issue 3, Autumn 2003, 578-582

The Quarterly Review

Staff Report on Issues Related to Small Water Utilities, June 10, 1991 and CPUC Decision 92
03-093
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2 Q.

G. Summarv and Conclusions

HAVE YOU PREPARED A SCHEDULE WHICH SUMMARIZES YOUR

ESTIMATES PRESENTSEQUITY

RECOMMENDATIONS?

5 Yes.

Schedule D-4.1

In the first part of my analysis, I applied two versions of the constant growth

DCF model. One uses analyst  estimates of growth and the other uses historical

growth and analyst expectations. See Schedules D-4.8. The DCF models produce

an indicated equity cost  in the range of 11.1 percent  to  12.6 percent ,  with a

The equity cost estimates and my recommendations are summarized in

14

20

midpoint of 11.9 percent

In the second part of my analysis, I applied two versions of the CAPM - a

historical risk premium CAPM and a current  market  risk premium CAPM. The

CAPM analyses appear in Schedule D-4.12 and produce an indicated cost of equity

in the range of 10.1 percent to 19.5 percent, with a midpoint of 14.8 percent

In the third part  of my analysis, I compute a financial risk adjustment to

account for the lower level of debt in RRUI's capital structure compared to the

sample water utilit ies. My recommendat ion is that  a downward financial risk

adjustment of no More than 140 basis points be applied to RRUI's cost of equity

My financial risk adjustment analysis is shown in schedules D-4.13, D-4.14, and

22

24

In the fourth part of my analysis, I reviewed the financial literature on the

small firm size effect  and determined that  an appropriate small company size

premium for small utilities like RRUI is in the range of 99 to 181 basis points. See

Schedule D-4.16. I also considered the risks for RRUI from Arizona regulation

My recommendation is that an upward adjustment for company specific risk of no
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less than 50 basis points be applied to RRUI's cost of equity

The range of results of both my DCF and CAPM analyses and other risk

adjustments is 9.7 percent to 15.4 percent, with a mid-point of 12.4 percent. See

Schedule D-4.l

Q- WHAT EQUITY RETURN DO YOU RECOMMEND?5

6 A. My recommended return on equity based on RRUI's capital structure is 12.4. It is

the mid-point of the range of my over-all results and reflects the application of my

expert ise and informed judgment to reach a recommendation that  I felt  I could

defend in this proceeding

10 Q. DOES THAT CONCLUDE YOUR DIRECT TESTIMONY ON COST OF

CAPITAL?
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14

16

17

DIRECT TESTIMONY OF

THOMAS J. BOURASSA

SCHEDULES
20

22

24
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Rio Rico Utilities. Inc
Test Year Ended December 31, 2008

Cost of Preferred Stock

Exhibit
Schedule D~3
Page 1
Witness: Bourassa

End of Test Year End of Protected Year

Line
No

Description
of Issue

Shares
Outstanding Amount

Dividend
Requirement

Shares
Outstanding Amount

Dividend
Requirement

NOT APPLICABLE. NO PREFERRED STOCK ISSUED oR OUTSTANDING

10

13

SUPPORTING SCHEDULES
E-1

RECAP SCHEDULES
D-1



Rio Rico Utilities. Inc
Test Year Ended December 31, 2008

Cost of Common Equity

Exhibit
Schedule D-4
Page 1
Witness: Bourassa

The Company is proposing a cost of common equity of 12.40%

SUPPORTING SCHEDULES RECAP SCHEDULES
D-1

D-411 to D-4.16
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2

3

Q-

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive

Phoenix. Arizona 85029

Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?5

6 A. I am testifying in this proceeding on behalf of the applicant, Rio Rico Utilities, Inc

("RRUI" or the "Company")

8 Q- HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE

A.

INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application in this

docket. There were two volumes, one addressing rate base, income statement and

rate design, and the other addressing cost of capital

10

11

12

13

14

Q-

A

WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct filings by Staff and

RUCO. Morespecifically, this first volume of my rebuttal testimony relates to rate

base, income statement and rate design for RRUI. In a second, separate volume of

my rebuttal testimony, I will also present an update to the Company's requested

cost of capital as well as provide responses to Staff and RUCO on the cost of

capital and rate of return applied to the fair value rate base, and the determination

of operating income

21

22

SUMMARY OF RRUI'S REBUTTAL POSITION

WHAT ARE THE REVENUE INCREASES FOR THE WATER AND

WASTEWATER DIVISIONS THAT THE COMPANY IS PROPOSING IN

THIS REBUTTAL TESTIMONY?

25

26

For the water division the Company is proposing a total revenue requirement of

$3.647.859. which constitutes an increase in revenues of $1.827.602. or 98.94%

ENNEMORE CRAIG
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over adjusted test year revenues. For the wastewater division, RRUI is proposing a

total revenue requirement of $l,696,840, which constitutes a decrease in revenues

of $133,135, or -7.28% over adjusted test year revenues

4 Q, HOW DO THESE COMPARE WITH THE COMPANY'S DIRECT

6 A.

11

12

13

14

Q-

FILING?

They are both lower. In the direct filing for the water division, the Company

requested a total revenue requirement of $3,904,369, which required an increase in

revenues of $2,057,112, or 111.36%. In the direct fil ing for the wastewater

division, the Company requested a total revenue requirement of $1,740,918, which

required a decrease in revenues of $89,058, or -4.87%

WHAT'S DIFFERENT?

In its rebuttal filing, RRUI has adopted a number of adjustments recommended by

Staff and/or RUCO, as well as proposed a number of adjustments of its own based

on known andmeasurable changes to the test year

For the water division, the net result of these adjustments is: (1) the

Company's proposed operating expenses have decreased by $27,534, from

$2,061,862 in the direct tiling to $2,034,328, and a net decrease of $463,238 in rate

base from the direct filing of $8,455,517 to $7,992,279

For the wastewater division, the net result of these adjustments is: (1) the

Company's proposed operating expenses have increased by $20,086, from

$1,339,300 in the direct tiling to $1,359,386; and a net decrease of $192,629 in rate

base from the direct filing of $3,516,078 to $3,323,449

In addition, the Company has reduced its recommended cost of equity from

12.4% in its direct filing to 11.7% in its rebuttal filing. This has resulted in a lower

requested weighted cost of capital from 12.40% in the Company's direct filing to

11.7% in its rebuttal filing
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1 Q-

3

10 Q-

13

14

A.

PLEASE SUMMARIZE THE REASON FOR THE DECREASE IN THE

RATE BASES?

For the water division, the primary reason for the reduction in rate base is that the

Company is proposing a change to the water division's deferred income taxes

UDIT) of $463,238 based on a revision to its DIT computation. The net rate base

impact of this adjustment is $(463,238). The same is true for the wastewater

division, where RRUI is proposing a change to the wastewater division's deferred

income taxes (DIT) of $192,629 based on a revision to its DIT computation. The

net rate base impact of this adjustment is $(196,629)

WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE

INCREASES FOR THE COMPANY.. STAFF. AND RUCO AT THISSTAGE

OF THE PROCEEDING?

For the water division, the proposed revenue requirements and proposed rate

increases are as follows

Revenue Inch % Increase

$2.057 111.36%

$1,052,240 56.96%

$ 936 49.95%

827.602 98.94%

the proposed revenue requirements and

24

Revenue Requirement

Company-Direct $3,904,369

Staff $2,899,496

RUCO $2,810,229

Company Rebuttal $3,674,859

For the wastewater division,

proposed rate increases are as follows

Revenue Requirement

$1 ,740,918

$1 465.673

300.774

$1 ,696,840

Company-Direct

Staff

Revenue Inch

$ (89,058)

s (364,303)

$ (549,328)

$ (133,135)

% Increase

(4.87)%

(19.91)%

(29.69)%

(7.28)%Company Rebuttal
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1 111.

3 Q-

RATE BASE

A. Water Division Rate Base

WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

BASE RECQMMENDATIQNS FOR THE WATER DIVISION?

5 Yes, for the water division the rate bases proposed by the parties proposing a rate

base in the case, the Company, Staff and RUCO, are as follows

Company-Direct

Staff

$ 8.455.517

$ 6.639.072

$ 7.045_555

$7.992.279

$ 8,455,517

$ 6,639,072

$ 7.045.555

$ 7,992,279

13 Q-

Company Rebuttal

1 Plant-in-service

WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED

ORIGINAL COST RATE BASE FOR THE WATER DIVISION. AND

IDENTIFY ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF

AND/OR RUCO?

17 . A .

18

19

20

24

26

The Company's rebuttal rate base adjustments to the water division's OCRB are

detailed on rebuttal schedules B-2, pages 3 through 6. Rebuttal Schedule B-2, page

1 and 2, summarize the Company's proposed adjustments and the rebuttal OCRB

Rebuttal B-2 adjustment 1, as summarized on Rebuttal Schedule B-2, page

2, consists of one adjustment labeled as "A" on Rebuttal Schedule B-2, page 3

Adjustment A reflects a reclassification of PIS. This is primari ly a

housekeeping" adjustment. The Company has adopted Staff's proposal to

reclassify amounts from account 320 to account 320.1 and from account 330 to

account 330.1.' RUCO has not proposed a similar adjustment

1 See Direct Testimony on revenue requirement of Gerald W. Becker ("Becker Dt.") at 10
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Rebuttal B-2 adjustment 2, as summarized on Rebuttal Schedule B-2

page 2, and as detailed on Rebuttal Schedule B-2, page 4, is zero as there are no

proposed changes to accumulated depreciation

Advances-in-aid of Construction (AIAC) and Contributions-in
aid of Construction (CIAC)

6 Q~ PLEASE DISCUSS THE COMPANY'S ADJUSTMENT TO AIAC AND

8

9

10

A. In rebuttal B~2 adjustment 3, as shown on Schedule B-2, page 2, the Company

proposes a decrease to AIAC of $48,724 and a decrease to CIAC of $48,724. The

net impact on rate base is zero. This reclassification of AIAC and CIAC is based

upon information provided to the parties in the instant case concerning the

reconciliation of AIAC and CIAC. ' RUCO proposes a similar adjustment." Staff

has proposed an increase to AIAC for $48,724, but has not proposed a

corresponding decrease to CIAC." Staffs adjustment is incomplete because it fails

to also adjust CIAC. Rather than a net zero impact on rate base, Staff's adjustment

results in net decrease in rate base of 3548.724

Q, DID STAFF ALSO PROPOSE AN INCREASE TO CIAC?17

18

19

20

A. Yes." However, the Company disagrees with Staffs adjustment. Staff's assertion

that there were unrecorded amounts of CIAC in 2006 and 2008 totaling $1,087,409

($797,060 for 2006 and $290,349) is incorrect.° The CIAC balance has been

24

25

26

See Company response to Staff data request GB 2.3 (worksheet "RRUI AIAC Reconci1iation.x1s"). The
data request responses referenced herein are not attached, but were previously provided to Staff and the
interveners who requested them

' See Direct Testimony on revenue requirement of Timothy J. Coley ("ColeyDt.") at 32

Becker Dt. at 21

Id. at 11

6 Id
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Q.3

4

5

6

7

A.

reconciled to the end of the test year and the Company's rebuttal balances reflect

the correct amount of CIAC

THEN WHY DOES STAFF INCREASE CIAC?

It appears that Staff's proposal is based upon its review of the Company's book and

tax values for its DIT computation. As I will discuss below, Staff has incorrect

concluded that the Company failed to record CIAC, and as a result of this error

Staff substantially understates rate base and the revenue requirement

Q,

Deferred Income Taxes (DIT)

HAS THE COMPANY PROPOSED A REBUTTAL ADJUSTMENT TO

DEFERRED INCOME TAXES FOR THE WATER DIVISION?

9

10

11

12

A.

14

18 Q- YOU TO THE

20

21

22

A.

Yes. 111 rebuttal B-2 adjustment 4, as shown on Schedule B-2, page 2, the

Company's deferred income tax asset, an addition to rate base, is decreased by

$463,238 to $314,965. The decrease reflects (1) the Company's rebuttal proposed

changes to PIS, accumulated depreciation, AIAC and CIAC, and (2) recognition

that some CIAC funded PIS in prior years was included in the tax basis of PIS

The details of the Company's rebuttal proposed DIT adjustment is shown on

Schedule B-2, page 6 and 6.1

WHAT CHANGES OR UPDATES HAVE MADE

COMPANY'S DIT COMPUTATION?

There are three primary changes/updates to the DIT computation. First, in the

direct filing, the DIT computation rolled forward the tax basis of PIS using the tax

asset information from the 2007 tax returns and estimates of tax additions, tax

deprecation, and special ("bonus") depreciation through the end of 2008. A roll

24

26

See Company response to Staff data request GB 2.3 (worksheet "GB 2.3 RRUI AIAC
Reconci1iation.xls") and Company response to Staff data request GB 3.4 (worksheets "GB 3.4 and 3.12
CIAC Schedu1e.xls" and "GB 3.4 and 3.12 RRUI AIAC Schedu1e.xls")
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forward approach was done because the 2008 tax returns were not finalized at the

time the DIT computation was prepared. The rebuttal DIT computation starts with

the tax asset information contained in the 2008 tax returns that are now finalized

The second change/update was made in response to issues raised by Staff in

the recent Black Mountain Sewer Corporation ("BMSC")°  and Litchfield Park

Service Company ("LPSCO")' rate cases. To address those concerns, I conducted

a review of the book and tax values from 1996 through the end of 2008 and

prepared a reconciliation to identify differences between book and tax values

These differences were then accounted for in the Company's rebuttal DIT

computation. Finally, the Company's rebuttal DIT computation reflects the impact

of Company proposed rebuttal changes to PIS, accumulated depreciation, and

AIAC and CIAC

13 Q. WHAT IS THE PRIMARY REASON FOR THE DECREASE IN THE

DEFERRED INCOME TAX ASSET?

15

16

A.

19

20

22

Removal of CIAC funded plant-in-service ("PIS") from the tax basis of PIS

including associated tax depreciation. As you will find on Schedule B-2, page 6.1

which shows the details of the book and tax values from 1996 through the end of

2008, the prior owners of RRUI, Avatar, included PIS funded with CIAC in the tax

basis of PIS. Algonquin acquired RRUI at the end of 2005. Since then, the

differences between book and tax have been due the timing differences between the

time the PIS was recorded on the books and when the PIS was recorded for tax

purposes

24
See Docket No. SW-02361A-08-0609

See Docket Nos. SW-01428A-09
0120 (consolidated)

-0103. W-01427A-09-0104, W=01427A-09-0116, and W-01427A-09

26
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1 Q, IS THE REMOVAL OF THE CIAC FUNDED PIS FROM THE TAX BASIS

THE PROPER WAY TO ACCOUNT FOR THESE DIFFERENCES?

3 Yes, and Staff correctly removed the CIAC amounts it identified from the tax basis

of plant However, I am not sure whether Staff included the prior tax

depreciation as part of its adjustment because Staff is silent on this aspect of the

adjustment

7 Q- DID STAFF IDENTIFY THE SAME DIFFERENCES IN THE TAX AND

BOOK VALUES RELATED TO CIAC FOR THE YEARS 2000 TO 2005?

9

10

No. Staff identified $3,360,021 of CIAC," and I identified $3,887,046. As shown

on Schedule B-2, page 5.1 the CIAC amounts for 2000 - 2005 are as follows

14

Amount
$
s 12
$ 478,931
$ 460,666
$ 730,017
$ 2,205,285

S  3 887.046

18 Q- ARE THERE OTHER DIFFERENCES IN THE TAX AND BOOK VALUES

20 A.

21

22

RELATED TO CIAC?

Yes. For 1997 through 1999, I identified additional CIAC that was recognized for

tax purposes totaling $55,494. As can be found on Schedule B-2, page 5.1 the

CIAC amounts for 2000 through 2005 are as follows

24

Becker Dt. at 16

Id
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Amount
16.751
33.903

s
s
s
$ 55.494

5 Q- HAVE YOU REMOVED THE $3,887,046 AND THE $55,494 FROM THE

TAX BASIS OF THE COMPANY'S DIT COMPUTATION?

7

8

9

10

A. Yes. The details of the amounts removed can be found in footnote 2 on Schedule

B-2, page 5. The net adjustment to the tax basis of PIS is summarized as follows

Description
Gross CIAC funded tax assets 1996 to 1999
Gross CIAC fundedtax assets 2000 to 2005
Tax Depreciation on CIAC funded tax assetsthrough 2007
TaxDepreciation for 2008

Net CIAC funded taxassetsadjustmentto tax value

Reference
Line 36, B-2 p. 5
Line 36, B-2 p. 5
Line 46, B-2 p- 5
L'me 57, B-2 p.5

Amount
$ (55,494)
$ (3,887,046)
$ 616.408
$ 157.779

$ (3,l68,353)

14 Q, ARE THERE OTHER DIFFERENCES IN THE TAX AND BOOK VALUES

RELATED TO CIAC THAT YOU IDENTIFIED?

16

17

21 Q-

CIAC RELATED

24

25

26

A.

Yes. I identified a book and tax difference for 1996 and prior totaling $2,576,335

However, since certain amounts of CIAC for1996 and prior were treated as taxable

income upon which the Company has paid income taxes, the Company has a

legitimate tax basis in this plant. No adjustment to the tax basis in the DIT

computation is required

ARE THERE ANY OTHER DIFFERENCES BETWEEN STAFF AND THE

COMPANY CONCERNING BOOK-TAX TIMING

DIFFERENCES?

Yes. Staff has erroneously assumed that the book and tax timing difference for

2006 and 2008 totaling $1,087,409 are related to CIAC. Furthermore, Staff

ENNEMORE CRAIG
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assumed that the differences for these years were the result of the Company's

failure to record CIAC on its books

3 Q- HOW DO YOU RESPOND TO STAFF'S ASSERTION THAT CIAC

TOTALING $1.087.409 WAS NOT RECORDED ON THE BOOKS?

5

6

7

A. Staffs assumption is severely flawed. As I stated earlier, the CIAC balance was

reconciled to the end of the test year. Further, and more importantly, the doing

difference in 2006 and 2008 was due to the recognition of plant costs for book

purposes, but not for tax purposes. It was not the result of failure to record CIAC

on its books. As is shown on Schedule B-2, page 5.1, the Company has identified

$797,709 of 2006 booked plant additions and $809,876 of booked plant additions

that were not reflected in the tax basis of plant for those years

12 Q, BUT THAT ADDS UP TO OVER $1.6 MILLION STAFF'S

UNRECORDED" CIAC WAS JUST OVER $1 MILLION STAFF

ALLEGEDLY IDENTIFIED. CAN YOU EXPLAIN?

15

16

17

A. I can explain the roughly $1.6 million timing difference I identified, but I cannot

explain how Staff derived its roughly $1 million

Q- HOW WERE YOU ABLE TO IDENTIFY THE ROUGHLY $1.6 MILLION

OF UNRECORDED TAX ADDITIONS?

19

20

A.

22

I compared the tax work papers" which contained both the book and tax additions

for 2006 and 2008 and compared the total additions with the Company's B-2 plant

additions schedules and discovered the differences. I then asked the Company to

explain. Subsequently, I asked the Company to provide me the details which the

Company was able to do

24

26

Id. at 11

See Company response to Staff data requests GB 3.3 and 3.11 (worksheet "GB 3.3 and 3.11 Tax Value
Build-up.x1s")

"' See RRUI rebuttal work papers (worksheet "#3 Rio Rico Fixed Asset Schedule - Rec for Tom.xls")
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1 Q- WAIT A MINUTE, MR. BOURASSA. DOESN'T STAFF IDENTIFY THE

CONTRIBUTOR OF THIS CIAC. THE ASSOCIATED NEW

DEVELQPMENT AND RELATED UTILITY FACILITIES?

4

5

6

A.

8 Q-

No. Mr. Becker has created CIAC out of thin air. All I can say at this point is that

the timing difference is Lag; the failure to record CIAC. Therefore, Staff lacks any

legitimate basis to increase either the CIAC balance in its DIT computation and

just as important, increase the CIAC balance and thereby reduce rate base

ON STAFF'STHANK YOU. WOULD YOU PLEASE COMMENT

RECOMMENDED DIT BALANCE?

10

11

12

A. Like the Company, Staff is recommending a net DIT asset for the water division

However, Staff's recommendation is $73,648'°  for the water division compared to

the Company's rebuttal recorrnnendation of $314,965 as shown on Schedule B-2

page 5

14 Q- DOES STAFF ELIMINATE THE NET OPERATING LOSS COMPONENT

FROM ITS COMPUTATION?

16

17

A. 10

Q-21

22

23

24

A.

Yes. Staff claims the inclusion of a net operating loss ('"NOL") component (a

DIT asset) would be unfair to ratepayers since the ratepayers would essentially be

paying a carrying charge on the Company's expected future tax benefit and thus

would be unfair to rate payers since they have already paid their fair share of

income tax expense through rates

HAVE YOU SEEN THIS ADJUSTMENT MADE BEFORE?

No, and I disagree with Staff assertions for several reasons. First, the NOL cony

forward represents the unused portion of the special depreciation allowance the

Becker Dt. at 20

Id

Id. at 19
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Company elected to take during the test year. Ratepayers have not already paid

income taxes related to the book and tax depreciation timing differences on this

unused depreciation. Staff is just wrong. Nor has the Company offset any taxable

income and paid lower income taxes related to the unused depreciation as of the

end of the test year. The unused depreciation deduction will provide future tax

benefits as an offset to future taxable income

The second reason I disagree with Staff's assessment is that the NOL carry

forward is directly related to the book and tax depreciation timing difference from

which deferred income taxes arise. These book and tax timing differences create

net DIT l iabi l i t ies or net DIT assets depending on the ci rcumstances

Discriminating between DIT liabilities and DIT assets for the inclusion or the

exclusion from the ratemaldng process simply because one may reduce rate base

while another may increase rate base, is inherently unfair. Consistent treatment

will ultimately be fair to both the utility and to its ratepayers. But, just as

important, recognizing portions of deferred income taxes while not recognizing

others, particularly with respect to capital investments, would violate the tax

normalization requirements of the Internal Revenue Code for ratemaldng and

financial reporting. Failure to follow the normalization as prescribed by the Code

results in the possible loss of eligibility to utilize the tax benefits associated with

accelerated depreciation and investment tax credits

Q- WHAT IS TAX NORMALIZATION?21

22

23

24

A. Tax normalization refers to the accounting and regulatory process that recognizes

that there may be temporary tax timing differences in the amount of the tax paid in

early years that will reverse themselves in later years. Normalization is similar to

accrual accounting, which generally requires the effects on assets and liabilities to

be shown on the books in the time period in which they occur rather than when

12ENNEMORE CRAIG
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cash is received or paid. Accordingly, the difference between the allowed income

taxes in rates and the actual income taxes paid is recognized in a company's

accounts as deferred taxes

4 Q- HOW IS THE NOL CARRY-FORWARD DIRECTLY RELATED TO

6 A.

13 Q.

15

16

17

A.

Q.19

20

21

22

A.

24

PLANT-IN-SERVICE?

The NOL carry-forward is created due to a special depreciation allowance provided

to businesses as part of the Economic Stimulus Act of 2008. Under the law, a

taxpayer is entitled to depreciate 50 percent of the adjusted basis of certain

qualified property during the year that the property is placed in service. This is

similar to the special depreciation allowance that was previously available for

certain properly placed in service generally before Jan. l, 2005, often referred to as

bonus depreciation

PLEASE CONT INUE WIT H YOUR REASONS FOR DISAGREEING

WITH STAFF

The third reason I disagree with Staff's assessment is that the net DIT asset balance

(and rate base) would have been higher had the Company not elected to take the

special depreciation allowance. This would have increased rate base and ultimately

led to higher rates

WHY IS THAT?

Because the tax basis of the Company's PIS would have been higher by amount of

the foregone special depreciation allowance. The resulting higher tax basis of PIS

would alter the difference between the book and tax basis values of PIS which

would more than offset the net DIT asset that was otherwise created by the NOL

carry-forward. To show this, I have included as Exhibit TJB-RB1 a DIT

computation that excludes the special depreciation allowance taken by the

Company in 2008. Before discussing.the result, I first wish to point out the net

13ENNEMORE CRAIG
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DIT for both divisions (water and wastewater) as shown on Schedule B-2, page 5 is

a net DIT asset of $445,938. As shown on the DIT computation 'm my Exhibit

TJB-RB1, the net DIT asset would have increased to $555,422 had the Company

not elected to take special depreciation allowance - an increase of over $100,000

Ultimately, the rate base would also be higher by over $100,000

6 Q- WHY DID THE COMPANY TAKE THE SPECIAL DEPRECIATION

DEDUCTION IF IT COULD NOT TAKE FULL ADVANTAGE OF IT BY

THE END OF 2008?

9

10

A. Because according to the Law, the special depreciation allowance must be taken in

the first year the plant is placed into service. If a business does not elect to tice the

special depreciation allowance, it is lost forever

Q, PLEASE COMMENT ON RUCO'S RECOMMENDED DIT BALANCE?12

13

14

A.

16

Unlike the Company and Staff, RUCO is recommending a DIT l iabil i ty of

3501.057 for die water division." RUCO's recommended DIT is based on an

allocation of the Algonquin Power Income Fund's ("APIF") deferred income taxes

as reported in its 2008 annual report. The allocation factor is based the 2005

acquisition cost of RRUI relative to the total assets of APIF in 2008."' RUCO

asserts that this complies with the Statement of Financial Accounting Standards

No. 109 - Accounting for Income Taxes ("SFAS No. 109")

20 Q~ DOES RUCO'S METHQD COMPLY WITH THE REQUIRENIENTS OF

SFAS NO. 109?

Possible exception is an amended return

Coley Dt. at31

Id

ENNEMORE CRAIG
Pv.orzsslonAL Couonnor

PHOENIX



1 A.

12

No. I agree with RUCO that Section 40 of SFAS No. 109 requires that any method

adopted for allocating deferred income taxes must be systematic, rationale and

consistent with the broad principles of SFAS No. 109." However, RUCO has

ignored Section 40(b) of SFAS No. 109, which states that methods that are not

consistent with SFAS No. 109 includes any method that allocates deferred income

taxes to a member of the group that is fundamentally different from the asset and

liability method described in the statement. RUCO's method is flawed because it

allocates deferred income taxes based on the 2005 acquisition cost of RRUI which

is fundamentally inconsistent with the asset and liability method as prescribed by

the statement. The deferred tax amount for a group that tiles a consolidated

income tax return must be the equal to sum of the individual companies' deferred

income taxes based on the asset and liability method prescribed by SFAS No. 109

As a consequence, RUCO's recommended DIT should be rejected

Q. HAVE YOU SEEN THIS ALLOCATION METHOD BEFORE?14

15

16

17

A. Only once. The same method was advanced by RUCO in the most recently

decided Black Mountain Sewer Company rate case The Colnlnission rejected

this method and correctly concluded

20

Whether other util ities normally report net deferred tax

BMSC should have a net asset or liability. in this case

(see, e Ex. S-13) and the fact that its Annual Report reflects

22

liabilities is not a controlling factor in determining whether

BMSC's ultimate parent, APIF, controls myriad companies

a net deferred tax liability is not necessarily indicative of
whether its individual sub2s41diaries have a net liability or asset
on their respective books

24

26

Id. at 30

Black Mountain Sewer Corporation,Decision No. 69164 (December 5, 2006) at e

Id. at 6
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Q.5

6 A.

8 Q.

12 A.

13

14

If fact, when BMSC

19

20

Q,

22 A.

23

24

In contrast, the method employed by BMSC in its rate case, the same as

employed by RRUI in this case, is consistent with SFAS No. 109 because it is

based on the amounts of assets and liabilities on the books of the Company that

result in the deferredtaxes of the Company's parent

WEREN'T YOU THE WITNESS FOR BMSC IN THAT CASE?

Yes, and I can personally testify to the fact that the method used by RRUI in the

instant case is the same as the method used in the BMSC

DOES THE FACT THE COMMISSION DID NOT AUTHORIZE A DIT

BALANCE IN RRUI'S LAST RATE CASE HAVE ANY BEARING ON THE

COMPANY'S REQUEST TO RECOGNIZE A DIT IN THE INSTANT

CASE?

No. Mr. Coley's mention of this is perplexing for several reasons First

unclear why Mr. Coley includes this testimony since he does not seem to make any

point from it. Second, in the BMSC rate case mentioned earlier, BMSC had never

been granted recognition of DIT in any prior rate case.

initially tiled its rate case, it did not include a proposal to include DIT. It was

RUCO who proposed a DIT for BMSC. The Company responded with its own

proposal which was ultimately adopted by the Commission

PLEASE RESPOND TO MR. COLEY'S TESTIMONY ON PAGE 27 THAT

THE BONUS DEPRECIATION CREATES A DEFERRED INCOME TAX

LIABILITY?

I agree with Mr. Coley that a DIT liability would be created for the plant for which

a special depreciation allowance was taken but only to the extent of the special

depreciation allowance that reduced the Company's 2008 taxable income to zero

Coley Dt. at 16

DecisionNo. 69164 ate
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For that portion of the special depreciation allowance, the tax basis in plant is less

than that for book thereby creating a DIT liability for this plant. Where Mr. Coley

and I disagree is with respect to the portion of the special depreciation allowance

that reduced the taxable income to below zero thereby creating a net operating loss

('NOL"). The NOL creates a DIT asset. As I stated earlier, the NOL creates a

future tax benefit that can be used to offset future tax liabilities. Putting that aside

the recognition of the NOL as a DIT asset is not inconsistent with the 2008

Prentice Hall publication tax book slide show presentation which Mr. Coley

includes at RUCO Exhibit 4 in support of his claim that aM of the special

depreciation allowance creates a deferred income tax liability

Q- PLEASE EXPLAIN11

12

13

14

A. On page 1 of 2 the Prentice Hall presentation it correctly states that deferred tax

liabilities occur when tax basis of assets are less than the book basis of assets (last

bullet point on the page). On page 2 of 2, it also states that deferred tax assets

occur when loss/credit carry-forwards exist (last bullet point on the page)

16 Q, DOES THE QUOTE FROM MR. LARKIN'S TESTIMONY IN THE HOPE

GAS CASE ON PAGE 28 OF MR. COLEY'S TESTIMONY CHANGE

YOUR OPINION REGARDING THE SPECIAL DEPRECIATION

20

21

22

A.

24

ALLOWANCE?

No. Franldy, I have no idea what factual circumstances were in that in that case or

in what context Mr. Larldn concluded Hope Gas incorrectly increased deferred

income taxes. Perhaps Hope Gas simply made an error. I do not know because

Mr. Coley fails to provide such circumstances and context or even explain why this

quote is meaningful

Coley Dr. at 27
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1 Q- PLEASE RESPOND TO MR. COLEY'S TESTIMONY ON PAGE 29 THAT

THE INCLUSION OF AIAC AS A COMPONENT IN THE COMPANY'S

DIT COMPUTATION IS ERRONEOUS

4

5

6

7

A.

10 Q-

12

13

14

A.

20

Mr. Coley asserts that for AIAC funded PIS the Company does not have a book

basis nor a tax basis.'°  Mr. Coley is half correct. The Companydoes have a book

basis in the AIAC ded PIS as depreciation is included in the cost of service

The Company does not have a tax basis in the AIAC funded PIS as no tax

depreciation is allowed. As refunds are made, however, the Company will receive

a tax basis in PIS to the extent of the refunds

WHY IS A DIT ASSET CREATED FOR AIAC FUNDED PLANT-IN

SERVICE?

Because a book-tax timing Difference exists. Depreciation on AIAC funded PIS is

recognized for book purposes (and rate ming purposes), but not recognized for

tax purposes. As a result, for book purposes (and ratemMng purposes), a lower

taxable income is recognized in rates because of the depreciation expense on the

AIAC ded PIS. But because the Company cannot recognize a depreciation

deduction for tax purposes, it pays higher income taxes as a result. Thus, a book

tax timing difference and a resulting deferred tax asset. This book-tax timing

difference will reverse itself in the future as refunds are made and the Company

receives a tax basis and tea tax depreciation

24

Id. at 29
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2 Q-

4

5

6

7

Remaining Rate BasesIssues

PLEASE DISCUSS THE REMAINING RATE BASE ISSUES BETWEEN

THE PARTIES

The Company does not agree with RUCO's proposed adjustments to accumulated

depreciation. The reason for the disagreement is that RUCO's re-computation of

accumulated depreciation contains errors. If these errors are corrected, RUCO and

the Company should be in substantial agreement on the balance of accumulated

depreciation

Q~ WHAT ARE THOSE ERRORS?

First, RUCO failed to properly account for retirements. Second, RUCO does not

take half year depreciation on retirements. Finally, RUCO over-depreciated

account 340.1 Computers and Software

9

10

11

12

13 Q- ARE THE ANY OTHER RATE BASE ISSUES BETWEEN THE PARTIES

FOR THE WATER DIVISION?

15 No

Q,

B. Wastewater Division Rate Base

WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

BASE RECOMMENDATIONS FOR THE WASTEWATER DIVISION?

17

18

19

20

Yes, for the wastewater division the rate bases proposed by the parties proposing a

rate base in the case, the Company, Staff and RUCO, are as follows

22

24

Company-Direct

Staff

RUCO

Company Rebuttal

$ 3,516,078

s 2.994.399

$2,937,595

s 3 323.449

$ 3.516.078

s 2.994,399

$ 2,937,595

s 3.323,449
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2 Q,

4

5

6

Plant-in-Service and Accumulated Depreciation

PLEASE DISCUSS THE COMPANY'S ADJUSTMENT TO PLANT-IN

SERVICE AND ACCUMULATED DEPRECIATION?

The Company proposes no additional changes to plant-in-service or to accumulated

depreciation. Rebuttal B-2 adjustments 1 and 2, as shown on Schedule B-2, page

2, show no changes to plant-in-service and accumulated depreciation

AIAC andCIAC

PLEASE DISCUSS THE COMPANY'S ADJUSTMENT TO AIAC AND8 Q-

10

11

12

A.

14

In rebuttal B-2 adjustment 3, as shown on Schedule B-2, page 2, the Company

proposes a decrease to AIAC of $238,783 and a decrease to CIAC of $238,783

The net impact on rate base is zero. This reclassification of AIAC and CIAC is

based upon information provided to the parties in the instant case concerning the

reconciliation of AIAC and CIAC." RUCO proposes a similar adjustment." Staff

has proposed an increase to AIAC for $238,783, but has not proposed a

corresponding decrease to CIAC." Staffs adjustment is incomplete because it

fails to also adjust CIAC. Rather than a net zero impact on rate base, Staff's

adjustment results in net decrease in rate base of $238,783

20 Q;

Deferred Income Taxes (DIT)

HAS THE COMPANY PROPOSED A REBUTTAL ADJUSTMENT TO

DEFERRED INCOME TAXES FOR THE WATER DIVISION?

22

23

24

Yes. In rebuttal B-2 adjustment 4, as shown on Schedule B-2, page 2, the

Company's deferred income tax asset is decreased by $192,629 to $130,973. The

See Company response to Staff datarequestGB 2.3 (worksheet "RRUI AIAC Reconci1iation.xls")

Coley Dr. at 32

Becker Dt. at 8
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5 Q,

8

9 Q.

11

12

13

14

Q.

17 Q.

21

22

23

24

Q-

increase reflects the Company's rebuttal proposed changes to PIS, accumulated

depreciation, AIAC and CIAC as well as recognition that some CIAC funded PIS

in prior years was included in the tax basis of PIS. The details of the Company's

rebuttal proposed DIT adjustment is shown on Wastewater Schedule B-2, page 6

ARE THE CHANGES OR UPDATES HAVE YOU MADE TO THE

COMPANY'S DIT COMPUTATION THE SAME AS DISCUSSED

PREVIOUSLY?

Yes

IS THE REASON FOR THE DECREASE IN THE DEFERRED INCOME

TAX ASSET THE SAME AS YOU DISCUSSED PREVIOUSLY?

Yes

PLEASE COMMENT ON STAFF'S RECOMMENDED DIT BALANCE?

Like the Company, Staff is recommending a net DIT asset for the wastewater

division. However. Staff's recoirnnendation is $40.705" for the wastewater

division compared to the Company's rebuttal recommendation of $130,973 as

shown on Wastewater Schedule B-2, page 6

DO YOU HAVE THE SAME COMMENTS REGARDING STAFF'S

APPROACH TO THE COMPUTATION OF ITS PROPOSED DIT

BALANCE FOR THE WASTEWATER DIVISION AS YOU MADE

PREVIOUSLY?

Yes

PLEASE COMMENT ON RUCO'S RECONHVIENDED DIT BALANCE?

Unlike the Company and Staff, RUCO is recommending a DIT liability of

$208,912 for the wastewater division." As with the water division, RUCO's

Coley Dr. at 31
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6 Q-

8

12 Q-

Q~

14 A.

15 Iv.

16

17

18

19

20

21

22

A.

24

recommended DIT for the wastewater division is based on an allocation of the

Algonquin Power Income Fund's ("APIF") deferred income taxes as reported in its

2008 annual report. Please refer to my previous comments in this area to why

RUCO's method does not comply with SFAS No. 109 and should be rejected

Remaining Rate Bases Issues

PLEASE DISCUSS THE REMAINING RATE BASE ISSUES BETW EEN

THE PARTIES

Again, the Company does not agree with RUCO's proposed adjustments to

accumulated depreciation because it contains errors. If RUT corrects these errors

we should be in substantial agreement on the balance of accumulated depreciation

I have already discussed these errors above and they do not need to be repeated

ARE THERE ANY OTHER RATE BASE ISSUES BETWEEN THE

PARTIES FOR THE WASTEWATER DIVISION?

No

INCOME STATEMENT

A. Water Division Revenue and Expenses

WOULD YOU PLEASE. DISCUSS THE COMPANY'S PROPOSED

ADJUSTMENTS TO REVENUES AND EXPENSES FOR THE WATER

DIVISION AND IDENTIFY ANY ADJUSTMENTS YOU HAVE

ACCEPTED FROM STAFF AND/OR RUCO?

The Company rebuttal adjustments for the Water Division are detailed on Rebuttal

Schedule C-2, pages 1-10. The rebuttal income statement with adjustments is

summarized on Rebuttal Schedule C-1, page 1-2

Rebuttal adjustment l increases depreciation expense. Depreciation expense

is slightly higher, primarily due to the impacts of the Company's proposed rebuttal

adjustments to plant-in-service. The Company and RUCO are is substantial

ENNEMORE CRAIG
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Q-13

14

15

16

A.

20

24

agreement on the computed level of depreciation expense. The difference appears

to be related to a slight difference the amortization rate for CIAC. The difference

in depreciation expense compared to Staff is due to a difference in the respective

party's balance of CIAC and in the CIAC amortization rate. As discussed earlier

Staffs CIAC balance includes an upward adjustment of $l,087,409, an adjustment

RRUI strongly opposes. For the amortization rates, Staff uses a composite

depreciation rate for all depreciable PIS where as the Company uses a composite

depreciation rate for all PIS. The Company believes the composite rate should

reflect all plant, not just depreciable plant. Non-depreciable assets, such as land

can be funded with CIAC, and so land costs should be included. Under the concept

of using a composite rate for amortization of CIAC, a key assumption is that CIAC

is used to fund all plant, not just depreciableplant

PLEASE CONTINUE

Rebuttal adjustment number 2 increases property tax expense and reflects the

rebuttal proposed revenues. Staff, RUCO, and the Company are in agreement on

the method of computing property taxes. This method utilized the ADOR formula

and inputs two years of adjusted revenues plus one year of proposed revenues. I

computed the property taxes based on the Company's proposed revenues, and then

used the property tax rate and assessment ratio that was used in the direct filing

Rebuttal adjustment number 3 removes purchased power expense that is

attributed to the wastewater division and was incorrectly reflected in the water

division's purchased power expense. Staff, RUCO, and the Company are in

agreement on this adjustment

Rebuttal adjustment number 4 removes $6,725 of unnecessary costs from

transportation expense. Neither Staff nor RUCO propose this adjustment at this

stage of the proceeding

ENNEMORE CRAIG
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17 Q-

19

20

21

A.

Q-

Rebuttal adjustment number 5 removes costs from outside services that were

identified as out of period (test year) costs. This adjustment reflects the adoption

of Staff"s proposed adjustment for $14,477.'4 RUC() has not proposed a similar

adjustment at this stage of the proceeding

Rebuttal adjustment 6 removes charitable contributions from miscellaneous

expense. This adjustment reflect the adoption of RUCO propose adjustment to

miscellaneous expense

Rebuttal adjustment 7 reduces bad debt expense reflecting a normalized

level of bad debt expense proposed by RUCO." The Company's acceptance of

this adjustment is to help eliminate issues between the parties. Staff has not

proposed a similar adjustment

Rebuttal adjustment 8 reflects an increase to the allocated affiliate central

office costs and reflects adjusted actual costs incurred by the central office for the

test year of $5,065,373." The Company's adjustment is detailed on Rebuttal

Schedule C-2, page 9. As shown, the central office cost allocated to and included in

RRUI outside service expense is $130,534

DID THE COMPANY REMOVE UNNECESSARY COSTS FROM ITS

CENTRAL OFFICE ALLOCATION POOL?

Yes. The Company removed $204,508 of costs identified as unnecessary to the

provision ofservice

PLEASE COMMENT ON STAFF'S RECOMMENDED FOR ALLOCATED

CENTRAL OFFICE COSTS?

24 Becker Dt. at 25; see Staff Schedule GWB-11, Adjustment #7

Coley Dt. at 44

Id. at 51

See Company response to Staff data request GWB 4.2a26
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3 Q-

5

7 Q-

A_.

Q-

9

10

11

12

13

A.

Q-

15

16

17

Staff is recommending an expense level of $1,363 based on an adjusted central

office allocation pool of $190,931 and an allocation factor of 1.43 percent

PLEASE COMMENT ON RUCO'S RECOMl\1ENDED LEVEL OF

ALLOCATED CENTRAL OFFICECOSTS?

RUCO is recommending an expense level of $7,064 based on an adjusted central

office allocation pool of $319,061

DO YOU HAVE ANY ADDITIONAL COMMENTS REGARDING STAFF'S

OR RUCO'S TESTIMONY ON CENTRAL OFFICE COSTS?

No, this issue is addressed in great detail in the rebuttal testimony of Peter Eichler

PLEASE CONTINUE

Rebuttal adjustment 9 reflects income taxes at Company's proposed rates

Remaining Revenue and Expense Issues

PLEASE IDENTIFY ANY REMAINING ISSUES IN DISPUTE WITH

RUCO AND/OR STAFF

The Company disagrees with Staff's proposal to remove ACC assessment fee from

outside services totaling $45,010 ($27,820 plus $17,190).'"' The reason for the

disagreement is that these amounts Staff identified are not related to ACC

assessment fees, but rather cost related to accounting fees provided by Liberty

Water. ACC assessment fees are not recorded to eXpense, they are directly

reflected to accounts payable

The Company also disagrees with Staffs foreign exchange adjustment for

allocated costs from the central office." All of the Company's expenses are

Becker Dr. at 31-32: see Staff Water Schedule GWB-20

Coley Dt. at 51; see RUCO Water Schedule TJC-14

Becker Dt. at 24: see Staff Water Schedule GWB-11 and Staff Water Schedule GWB-17

Becker Dt. at 25-26
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recorded in U.S. dollars and reported in U.S. Dollars. Therefore, this is an

unnecessary and inappropriate adjustment

The Company also disagrees with Staff's adjustment to regulatory

commission expense for $17,554.4' Staff identifies these costs asresidual ratecase

However, the Company has reviewed these expenses and they do not

relate to rate case expense at all

€Xp€n$€5-'*-'

Q- WHAT DO THESE COSTS RELATE To,MR. BOURASSA?7

8

9

10

A.

13 Q~

15

16

17

A.

Q. WHAT DOES19

20

21

22

A.

24

These costs are related to ADEQ annual registration fees, ADOT registration fees

annual software license fees, right of way permit fees, and some membership dues

to organizations like the American Water Works Association and the Arizona

Water Pollution Control Association. These are typical and necessary expenses

and should be allowed operating expenses

ARE THERE ANY REMAINING REVENUE AND/OR EXPENSE ISSUES

BETWEEN THE COMPANY AND RUCO?

Yes. The Company disagrees with RUCO's proposed revenue annualization

adjustment. RUCO's asserts that its revenue annualization adjustment is

appropriate because it believes that the Company has a seasonal customer base

particularly for the 5/8 inch customer class

ON BASIS MR. COLEY TESTIFY THAT RRUI 'S

CUSTOMERBASE IS SEASONAL?

No basis whatsoever. All we have is Mr. Coley's testimony. However, I have

examined the test year data, including the level of reconnection fees that occurred

during the test year, and there is no indication that RRUI customer base is seasonal

in nature. The economic downturn that occurred in 2008 may explain why the

Id. at 22

Id
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customer counts (billings) in the middle of 2008 were higher than that at the end of

2008, which might explain some customer loss and return, but there is simply

nothing in the record to justify RUCO's revenue annualization adjustment based on

average number of customers. I find the typical annualization, which annualized

revenue to the year-end number of customers, is entirely appropriate

6 Q- PLEASE COMMENT ON DIFFERENCES BETWEEN THE PARTIES ON

A.

RATECASE EXPENSE

At this stage of the proceeding Staff has not proposed any adjustments to the

Company proposed rate case expense. RUCO is recoxmnending a downward adjust

of 25 percent to the Company's proposed level of rate case expense

8

9

10

11 Q- WHAT LEVEL OF RATE CASE EXPENSE IS RRUI ESTIMATING AT

13

14

A.

THIS STAGE?

Same as in direct because not enough has happened yet to alter our original

estimate. The Company is proposing rate case expense for the water division of

$210,000 amortized over 3 years for an annual expense of $70,000. As a result

RUCO's reduced rate case "estimate" would result in an annual expense of

$52.500

Q- WHAT IS RUCO'S BASIS FOR REDUCING RATE CASE EXPENSE?18

19

20

A.

22

RUCO appears to base its 25 percent reducion on the fact that through October

2009, the Company has only incurred about $41,000 of rate case expense." It is

entirely premature to make any meaningful determinations about the ultimate level

of rate case expense that will be incurred in the instant case. This is obviously true

given that at the time of Mr. Coley's testimony the Company had yet to incur the

24

Coley Dr. at 43

Id

ENNEMORE CRAIG
PROFESSIONAL COKFORATIOD-

PHOENIX

27



costs for the preparation of its rebuttal testimonies, rejoinder testimonies, any

discovery, hearing preparation and hearings, post hearing briefs, and final decision

In this light, RRUI continues to estimate rate case expense of $210,000 for

the water division. But this is still an estimate, which the Company will true-up at

a later date when more of the costs are known. as needed

7

8

9

Q.

B. Wastewater Division Revenue and Expenses

WOULD YOU PLEASE DISCUSS THE COMPANY'S WASTEWATER

DIVISION PROPOSED ADJUSTMENTS TO REVENUES AND EXPENSES

AND IDENTIFY ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM

11

12

A.

14

Q-22

23

24

A.

STAFF AND/OR RUCO?

The Company rebuttal adjustments for the Wastewater Division are detailed on

Rebuttal Schedule C-2, pages 1-8. The rebuttal income statement with adjustments

is summarized on Rebuttal Schedule C-1, page 1-2

Rebuttal adjustment 1 increases depreciation expense. Depreciation expense

is slightly higher primarily due to the impacts of the Company proposed rebuttal

adjustments to plant-in-service. The Company and RUCO are in substantial

agreement on the computed level of depreciation expense. The difference appears

to'be related to a slight difference the amortization rate for CIAC. The difference

in depreciation expense compared to Staff is primary due to a difference in the in

the CMC amortization rate, which I discussed immediately above for the water

division

PLEASE CONTINUE

Rebuttal adjustment number 2 increases property tax expense and reflects the

rebuttal proposed revenues. As stated, Staff, RUCO, and the Company are in

agreement on the method of computing property taxes

ENNEMORE CRAIG
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14 1

Rebuttal adjustment number 3 removes purchased power expense that is

attributed to the wastewater division and was incorrectly reflected in the water

division's purchased power expense. Staff, RUCO, and the Company are in

agreement on this adjustment

Rebuttal adjustment number 4 removes $2,242 unnecessary costs from

transportation expense. This is also a new adjustment proposed by the Company at

this rebuttal stage

Rebuttal adjustment 5 reduces bad debt expense reflecting a normalized

level of bad debt expense proposed by RUCO." The Company's acceptance of

divs adjustment is to help eliminate issues between the parties. Staff has not

proposed a similar adjustment

Rebuttal adjustment 6 reflects an increase to the allocated affiliate central

office costs and reflects adjusted actual costs incurred by the central office for the

test year of $5,065,373.'*' The Company's adjustment is detailed on Rebuttal

Schedule C-2, page 7. As shown, the central office cost allocated to and included

in RRUI outside service expense is $43,056

17 Q, DID THE COMPANY REMOVE UNNECESSARY COSTS FROM ITS

CENTRAL OFFICE ALLOCATION POOL?

19

20

A. Yes. The Company removed $204,508 of costs it identified as unnecessary to the

provision of service

22

24

Id. at51

See Company response to Staff data request GWB 4.2a
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1 Q,

3 A.

5 Q-

7 A.

9

10

11

12

Q-

Q-

14 A.

15

16

Q-19

20

21

22

A.

PLEASE COMMENT ON STAFF'S REc o1v11v1EnDED FOR ALLOCATED

CENTRAL OFFICE COSTS?

Staff is recommending an expense level of $460 based on an adjusted central office

allocation pool of $190,931 and an allocation factor of 1.43 percent

PLEASE COMMENT ON RUCO'S RECOMMENDED LEVEL OF

ALLOCATED CENTRAL OFFICE COSTS?

RUCO is recommending an expense level of $2,943 based on an adjusted central

office allocation pool of $319,061

PLEASE CONTINUE

Rebuttal adjustment 7 reflects income taxes at Company's proposed rates

Remaining Revenue and Expense Issues

PLEASE IDENTIFY ANY REMAINING ISSUES IN DISPUTE WITH

RUCO AND/OR STAFF

The Company also disagrees with Staff's foreign exchange adjustment for

allocated costs Rom the central office I addressed the reasons for our

disagreement above, I also discussed RUCO's proposed revenue annualization

adjustment. The Company does not have a seasonal customer base, therefore

RUCO's proposed modification of the annualization is groundless

PLEASE COMMENT ON DIFFERENCES BETWEEN THE PARTIES ON

RATE CASE EXPENSE

For the wastewater division, the Company is proposing rate case expense of

$125,000 amortized over 3 years for an annual expense of $41,667. As discussed

above, RUCO is recommending a downward adjust of 25 percent to the

24
Becker Dt. at 31-32: see Staff Water Schedule GWB-20

Coley Dt. at 51; see RUCO Water Schedule TJC-14

Becker Dr. at 35
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Company's proposed level of rate case expense." This translated to a reducion to

total rate case expense of $31,250, or a total rate case expense of $93,750. For the

reasons I identified above, RUCO's adjustment is premature, at best

4 v.

6 Q-

RATE DESIGN

A. Water Division

WHAT ARE THE COMPANY'S REBUTTAL PROPOSED R.ATES FOR

8

9

10

A.

14

WATER SERVICE?

The Company's proposed rates are

MONTHLY SERVICE CHARGES

5/8" x 3/4" meters

3/4" Meters

1" Meters

1 1/2" Meters

2" Meters

3" Meters

4" Meters

6" Meters

8" Meters

10" Meters

12" Meters

Fire Lines up to 8 Inch

Fire Lines 10 Inch

Fire Lines 12 Inch

$13.09

$19.64

$32.73

$65.45

$104.72

$209.44

$327.25

$654.50

$1047.20

$1 505.35

963.50

$13.00

$15.00

$30.00

24

Coley Dt. at 43
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COMMODITY RATES

5/8" X %" Meters

W' Meters

1" Meters

1 %"Meters

2" Meters

3" Meters

4" Meters

6" Meters

8" Meters

10" Meters

12" Meters

1 to 4.000

4.001 to 10.000

Over 10.000

1 to 6.000

Over 6.000

1 to 15.000

Over 15.000

1 to 20.000

Over 20.000

1 to 57.000

Over 57.000

1 to 57.000

Over 57.000

1 to 57.000

Over 57.000

1 to 125.000

Over 125.000

1 to 125

Over 125000

1 to 125.000

Over 125.000

1 to 125.000

Over 125.000

$ 2.78

$ 3.48

$ 3.88

s 3.48

$ 3.88

$ 3.48

$ 3.88

s 3.48

$ 3.88

$ 3.48

$ 3.88

$ 3.48

$ 3.88

$ 3.48

$ 3.88

$ 3.48

s 3.88

$ 3.48

$ 3.88

$ 3.48

$ 3.88

$ 3.48

s 3.88
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Q-1

2

3

4

A.

HAVE YOUMADE ANY CHANGES TO THE RATE DESIGN?

Yes. I have scaled the break-over points for the 1 inch and larger meters based

upon the 2nd tier of the 5/8 inch metered customers. The break-over points under

the present rate design are not scaled. The 2 inch through 4 inch meter sizes, for

example, all have a 57,000 gallon break-over point. The 6 inch through 12 inch

meter sizes all have a 125,000 gallon break-over point. In its direct filing, the

Company proposed no change to the break-over points and proposed to keep the

same basic rate design as is. However, in response to Staff's rate design proposal

which increases the break-over points as the meter size increases, the Company is

proposing these changes

11 Q- WHAT WILL BE THE AVERAGE 5/8 INCH RESIDENTIAL CUSTOMER

AVERAGE MONTHLY BILL UNDER THE NEW RATES?

13

14

A. As shown on Schedule H-2, page 1, the average monthly bill under proposed rates

for a 5/8 inch residential customer using an average 8,548 gallons is $40.04 - a

$20. 10 increase over the present monthly bill or a 100.77 percent increase

16

17

18

19

Q- PLEASE COMMENT on THE PROPOSED RATE DESIGN OF STAFF

Like the Company, Staff is proposing an inverted three tier design for the 5/8

metered customers and an inverted two tier design for the % inch and larger

metered customers." Staffs break-over points increase with meter size, but Staff

are different than the Company's. The first tier commodity rate for 1 inch and

larger metered customers is the same as the second tier of the 5/8 inch metered

customers. The second tier of the % inch and larger metered customers is the same

as the third tier of the 5/8 inch metered customers." Staff also proposes that the

24

See Staff Schedule GWB-1

Id.
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fire line charges be equivalentto 2% of the average monthly bill for that meter size

but not less than $10 per month

3 Q- WHAT CONCERNS DO YOU HAVE WITH STAFF'S PROPOSED RATE

5 A.

DESIGN?

The first 3,000 gallons for the 5/8 inch metered customers are priced at $1.50 per

thousand gallons, which is the first major problem with Staflf"s rate design. The

present commodity rate is $1.44 per thousand. Thus, even though Staff is

recommending an increase in water revenues of about 57%, the commodity rate in

the first tier will be increased by only about 4%. The second 6,000 gallons for the

5/8 inch metered customers are priced at $2.75 per thousand. The present

commodity rate is $1 .70 per thousand. The commodity rate in the second tier will

be increased by about 62 percent. Finally, gallons in the third tier are priced at

$3.42 per thousand gallons. The present cormnodity rate is $1.90 per thousand

The commodity rate in the third tier will be increased by about 80 percent

Q- SO WHAT'S WRONG WITH THAT.. MR. BOURASSA?15

16 A. It's blatant revenue shifting. Staff is discounting water service and generating a

subsidy (i.e., selling water below cost in the first rate block) for the 5/8 inch

metered customers. As a result, customers that use large amounts of water for

various residential and non-residential purposes will be required to pay more than

the cost of service in order to subsidize the low use residential customers

Q. HAVE YOU PREPARED A SCHEDULE TO ILLUSTRATE THIS?21

22 A. Yes, Exhibit TJB-RB2 is similar to the H-2 schedule contained in the Company's

rebuttal filing. The H-2 shows the average bill at present and proposed rates. As I

stated, Staff is recommending a revenue increase of 57 percent. But, as shown on

the schedule, Staff is providing only a 49 percent increase on the average 5/8 inch

residential metered customers. In fact, the 5/8 inch metered customer class

34ENNEMORE CRAIG
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10 Q-

12

13

14

A.

Q-

DERIVED FROM

17

18

19

20

A.

Q-

22

23

24

A.

receives the lowest increase at the average of all the customer classes. Further, at

the average usage, the larger metered commercial class receives increases well

above the 57 percent revenue increase Staff recommends. In other words, Staff"s

rates provide less revenue recovery from the residential class relative to the total

revenues under its proposed rates than under present rates. For example, the 5/8

inch metered residential customer class provides approximately 78.3 percent of

water revenues under present rates. Under Staffs proposed rates, the 5/8 inch

meter customer provides approximately 77.0 percent of water revenues. The

majority of the revenue shift is to larger commercial metered customers

DOESN'T THE 5/8 INCH CUSTOMERCLASS COMPRISE THEBULK OF

THE CUSTOMERS?

Yes. The 5/8 inch residential customer class comprises nearly 95 percent of the

customers and uses over 78 percent of the water

DO YOU HAVE AN EXHIBIT SHOWING THE PERCENTAGES OF

REVENUES EACH CUSTOMER CLASS UNDER

PRESENT RATES AND STAFF PROPOSED RATES?

Yes. Exhibit TJB-RB3 is a revenue summary similar to the H-1 schedule

contained the Company's rebuttal schedules which shows the revenues under

present rates and Staff's proposed rates

DOESN'T THE COMPANY'S RATE DESIGN SHIFT REVENUES AWAY

FROM THE 5/8 INCH RESIDENTIALCLASS?

Only slightly, this reflects my effort to balance all of the factors that go into rate

design. As you will find on Rebuttal Schedule H-1, the percent of revenues under

the Company proposed rates is about 78.1 percent. Compare this to about 78.3

percent under present rates

FENNEMORE CRAIG
\ PROFESSIONAL CUKPORATIOF

PHOENIX
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1 Q- YOU SAID THAT THERE ARE OTHER PROBLEMS WITH THE STAFF

3 A.

RATES. WHATARE THEY?

Staff is also shifting revenue recovery away from the monthly minimums on to the

commodity rates. Under present rates, approximately 29.6 percent of revenues are

derived from the monthly minimums. However, under Staff's proposed rates, the

percentage drops to 28.8 percent. This shift results in more revenue instability as

less revenue from the monthly minimums exposes the Company to less revenues

when water sales are affected by conservation

9

10

11

12

Q, HOW DOES THE COMPANY'S RATE DESIGN COMPARE?

14

The Company proposed rate design continues to derive approximately 29.6 percent

revenue recovery from the monthly minimums, the same as under present rates. I

should note that based upon my experience, Staff typically recommends revenue

recovery between 30 and 40 percent of the monthly minimums. So, RRUI's

current rate design is already rislder than most that I have seen. Shifting revenue

recovery further away from the monthly minimums will only increase revenue

instability

Q, PLEASE CONTINUE17

18

19

A. Staffs revenue shift can also be found by comparing the revenues from monthly

minimum to the revenues from the first tier commodity rates. Under present rates

approximately 34.6 percent of revenues are recovered from these two components

of metered revenues. Under Staffs rate design, this percentage drops to about 33.2

percent

23 Q- HAVE YOU PREPARED SCHEDULES ILLUSTRATING THE REVENUE

RECOVERY FROM THE MONTHLY MINIMUMS AND FROM EACH

TIER?

FENNEMORE CRAIG
APaorssslor4AL CORPORATION

PHOENIX

A.



1 A.

4 Q.

6 A.

Yes. Exhibit TJB-RB4 contains schedules showing the revenue breakdown by

customer class under present rates, Company proposed rates and Staff proposed

rates

THANK you, CAN YOU PLEASE COMMENT ON RUCO'S RATE

DESIGN?

RUCO is proposing an inverted three tier design for the 5/8 inch metered

residential and an inverted two tier design for the % inch and larger metered

customers." RUCO's break-over points are the same as under present rates

Like the Company's rate design, RUCO's rate design spreads the rate

increase more evenly than Staff's rate design, and while RUCO's rate design does

shift revenue from the monthly minimums, it is less of a shift than Staff's rate

design. However, when comparing the revenues from the monthly minimums plus

the first tier commodity revenues, RUCO's proposed rate provide about the same

level as under present rates

15 Q- HAVE YOU PREPARED A SCHEDULE TO ILLUSTRATE THE

AVERAGE INCREASE BY CUSTOMER CLASS UNDER RUCO'S

PROPOSED R.ATES?

18

19

20

A. Yes. Exhibit TJB-RB2 is similar to the H-2 schedule contained in the Company's

rebuttal filing. The H-2 shows the average bill at present and proposed rates

RUCO is recommending a revenue increase of about 50 percent. As shown on the

schedule, RUCO is providing only a 47.7 percent increase on the average 5/8 inch

residential metered customers. The larger metered commercial customers on

average will see a rate increase of 50 to 51 percent

24

See RUCO Water Schedule TJC-RD1

ENNEMORE CRAIG
Pk4JFEsslonAI. CORPORATION

Puoemx
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1 Q- DOES RUCO'S R.ATE DESIGN SHIFT REVENUE AWAY FROM THE 5/8

INCH METERED RESIDENTIAL CLASS?

3 A.

4 Q.

Yes. But, to a far less extent than does Staffs rate design

DO YOU HAVE AN EXHIBIT SHOWING THE PERCENTAGES OF

REVENUES DERIVED FROM EACH CUSTQMER CLASS UNDER

PRESENT RATES AND RUCO PROPOSED RATES?

7 A.

8

9

Yes. Exhibit TJB-RB3 is a revenue summary similar to the H-1 schedule

contained the Company's rebuttal schedules, which show the revenues under

present rates and RUCO's proposed rates

11 Q,

B. Wastewater Division

WHAT ARE THE COMPANY'S REBUTTAL PROPOSED RATES FOR

13

14

20

22

24

WASTEWATER SERVICE?

The Company's proposed rates are

MONTHLY SERVICE CHARGES

5/8" x 3/4" meters

3/4" Meters

1" Meters

1 1/2" Meters

2" Meters

3" Meter

4" Meters

6" Meter

8" Meters

10" Meters

12" Meters

$52.30

$59.64

$73.68

$108.80

$150.91

$262.90

$389.68

$740.51

$1 161.96

653.63

$3,058.47

ENNEMORE CRAIG
v.oFBsslonAI. Conroknlor-

PHOENIX

A.
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5 Q.

7 A.

8

9

10 Q-

12 A .

13

14

16 Q.

19 A.

20 Q.

COMMODITY RATES

Commercial and Multi-tenant only

0 to 7,000 gallons $0.00

Over 7,000 gallons $5.30

WHAT WILL BE THE AVERAGE 5/8 INCH RESIDENTIAL CUSTOMER

MONTHLY BILL UNDER THE NEW RATES?

As shown on Wastewater Schedule H-2, page 1, the monthly bill under proposed

rates for a 5/8 inch residential customer is $52.30 - a $4.06 decrease from the

present monthly bill or a 7.2 percent decrease

PLEASE COMMENT ON THE PROPOSED RATE DESIGNS OF STAFF

AND RUCO?

All of the parties recommend similar rate designs for the wastewater division

Further, all of the parties spread their respective recommended revenue increases

evenly across all classes

C. Miscellaneous Issues

IS THERE ANY DISAGREEMENT BETWEEN THE COMPANY AND

STAFF ON THE COMPANY'S PROPOSED METER AND SERVICE LINE

INSTALLATION CHARGES?

No. The Company and Staff are in agreement

IS THERE ANY DISAGREEMENT BETWEEN THE COMPANY AND

STAFF ON THE COMPANY'S PROPOSED MISCELLANEOUS

CHARGES?

No. The Company and Staff are in agreement23

24

25 Direct Testimony on rate design of Gerald W. Becker at 2

Id. at 2-3

ENNEMORE CRAIG
Pl1oFEsslonAL ConronATlo»

Puosnlx

A.
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1 Q- DO YOU HAVE ANY RESPONSE TO STAFF'S RECOMMENDATIONS

CONCERNING THE COMPANY PROPOSEDHOOK-UP FEE?

3,A. No. Response to Staffs testimony can be found on the rebuttal testimony of Greg

Sorensen

5 Q- DO YOU HAVE ANY RESPONSE TO STAFF'S AND/OR

RECOMMENDATIONS CONCERNING THE COMPANY PROPOSED

LOW INCOME TARIFF?

8 A. No. Response to Staffs testimony can be found on the rebuttal testimony of Greg

Sorensen

Q- DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?10

11

12

Yes

14

22

24

Rebuttal Testimony of Greg Sorensen at 4-9

Id. at 10-11

ENNEMORE CRAIG
PROFESSIONAL Convention

PHOENIX

A.
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Rio Rico Utilities - Water Division
Tm Year Ended December31. 2008

Deferred Income Taxes VWthout 2o0a Bonus Depredatlon

Attachment

l Deferred Income Tax ml of Degunber31. 2008 (Water and Wastewater Divisions)
Probability

afkealization
of Future

Tax Bereft

Deductible TD
(Tlxablc TD)
Expected to

Tax Vslué

Fuhlre Tax Ann

Curran\ Non Current

Future Tax Liability

Curran( Non Curran;
6

7

Plant-in-Service

Acc um Dupree

s

g
10
ll
12

Fixed Assets

A IA C

Tax Bandits Enm O.L. Carry Forward

s

Adjusted

Book Value'
45_888_844

(l7,582,689)
(l6,705,616)
l1.600.539 s 12,679,163 100.0% 1.078.624

360.294

416.349
139.073s

s
s 555.422 s

nu ALsset (niabiliry) s 555,422

16

17

18

0.70630

s

20
21
22

WllerDiviliunllluGliullfll:lnr(b\led¢l\lddvel'Isblll)

Allaal\edDrrAII¢(I.hhlli¢y)

D1rA==¢<Li-»=imm=h°=l=

Adunnnuunnnnir

s

s

392,294

778,203

385,909

24

25
26
27 s 1s;m,sas

51,739

809.876

(a,941.,s40)

' Adjusted Water and Wasnewata - per Direr B» 2, pages (Waif Division) and Direct B-2, page Z (Wastewaxa Division)

' Computation of Net Tax Value at Dwemba31, 2008 (Water and Wustewalcf)
Based on zoos Tax Dqneciation report (December31, 2008)
UnaniusmedCos! M2008 Tax Dqzn Rqncrt
Recmciliug Items Mn m tax repent:

Land costs not nn tax, on bucks
goos Pllnhecordedon hceiunoton ms,
2006 Phi: wcuuied on booM not on tax.
CIAC imdetl plant retleWedin he plm!-in-suvice
Reconciling d.i8elenoe

Net Umqiuned Casa ax Basis
Aniline Pmt

A filing 'Wit Et
Ami iv AID ll uxnnns

Net Reducion in rx basis due IN dililneploil

s 23,324,668

(13,769)

(10,233,3ll)
Buys Rndudion 2007 andPIim'Ycan (6um1007 Tn wt- 1=vm>

Ancnnlmnulurzd Dqimciaxion 2001 and poor (2007 To Dear Rqaan)

Tax Aecum Dept. Bam CIAC haded plum in u plant-in-aavioc lb sum

Na Basis Reduction 2007 and Prior yan
We-nun Dnnrvsxinrinv- (`ntm1|t\|inn 'IM

Bcuus Dept. for 12 mmlhs of2008 per Tax Dear, Report

Less: Bonus Dept. on GAC fundedphnt

Net 12 months oEBcmu Dcpr Norplant

(9,616,9m)

Bonus Dquednlinn for 12 mcudzs2008

100B Drmwwinlim Pnmwlnvninn ?.0118

zoos Tax Dqxecildou (12 Mews) perTax Dear. Report
Less: 2908 Duran CIAC6nldl:d\llAn!lm Iaxpllnt

Net l2n-ncnths ofdqar. forplmUddedlm. tobe. zoos
s 1,161.611

(157,779)

57

58

Tax Depxuuiltixm for 12 mmdu ot°2IJ08

Ne!200B Dqzweicadan

Neuax value ot'phnt-in-eaviee at Decanter al, 2908 s
(1,004,832)

lZ,679,l63
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Rio Rico Utilities. inc. - Water Division
Revenue Breakdown Summary

Present Rates

Attachment
Page 1

Current
Monthly Commodity

First Tier
435,994 $ 61,861

Commodity
Third Tier

$ 579,443

Commodity
Second Tier

$ 310,052
48

Total
1,387,3505/8 Inch

3/4 Inch
1 Inch
1.5 Inch
2 Inch

Residential
Residential
Residential
Residential
Residential

$
$
$ 10,260

3,331
3,240

$
$
$

6,950
2,125
1,707

$
$
$ 22.257

$

$
$
$

Subtotal

2,389
3,185

$
s

4,922
14,477

$ 20,633 $
$

36.923
27
12.882

140,767
87.640

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

8,978
9,439
4,164

22,680
15,178
12,492
3,855

$
$
$
$
$
$
$

9,933 $
(729) $

1,622 $
$

108,154
73,192
38.034

$
$

Subtotal

5/8 Inch
1.5 Inch

Multi-family
Multi-family

1,521 $

Subtotal

Fire Lines up to 8 Inch $

TOTALS

Percent of Total
Cummulative %

$ 533,362
29.57%
29.57%

$ 90,253
5.00%

34.57%

$ 578,777
32.08%
66.65%

$ 601 ,596
33.35%

100.00%

$ 1 ,803,988
100.00%



Rio Rico Utilities. Inc. - Water Division
Revenue Breakdown Summary

Proposed Rates

Attachment
Page 2

Proposed
Monthly Commodity

Third Tier
$ 1,172,661$

$
$

s
$

5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch

Residential
Residential
Re5ldenti8l
Residential
Residential

884,832
1 ,885

19,635
6,283
6,283

$
$
$
$
$

Commodity
First Tier

119,426
1 ,097

14,226
4,350
3, 105

Commodity
Second Tier

$ 615,274
$ 99
$ 10,319
$ 3
$

$

2.792.192
3

44
13.798
10.515

Subtotal

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

18,221
18,064

7,854
43,982
30,159
23,562
7,854

$
$
$
$
$
$
$

4,612
6,520

$
$

$ 41,902 $
$

74.555

17,790 $
(5,640) $
12,949 $

$

9,920
29,588
16

223,960
152,173

65,882
28,676

$
$
$
$

25.673
285.732
176.692
102,393

36.530

Subtotal

5/8 Inch
1.5 Inch

Multi-family
Multi-family

1,414 $ 3,075 $

Subtotal

Fire Lines up to 8 Inch $

TOTALS

Percent of Total
Cum mulative %

$ 1,074,246

29.60%
29.60%

$ 179,812

4.95%
34;55%

$ 1 , 157,763

31.90%
66.45%

$ 1,217,637

33.55%
100.00%

$ 3,629,458

100.00%



Rio Rico Utilities, Inc. - Water Division - Staff Proposed
Revenue Breakdown Summary

Proposed Rates

Attachment
Page 3

Proposed
Monthly Commodity

Third Tier
$ 964,164$

$
$

Commodity
Second Tier
$ 441 ,484

80
$
$
$

Total
2,155,1675/8 Inch

3/4 Inch
1 Inch
1 .5 Inch
2 Inch

Resldential
Residential
Residential
Residential
Residentlal

675,960
1,440

15,000
4,800
4,800

Commodity
First Tier

$ 73,558
$
$
$
$

11,242
3.438
2,761

$
$
$

34.923
10.900

subtotal

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

13,920
13,800
6,000

33,600
23,040
18,000
6,000

$
$
$
$
$
$
$

2,210
5,152

$
$

$ 36,191 $
$
$
$
$
$

59.848
44

16,068 $
(480) $

6,996 $
1,612 $

7,528
25,180
14.350

192,185
127,606
59,841
22,310

241,854
150.166
84.837
29.923

Subtotal

5/8 Inch
1.5 Inch

Multi-family
Multi-family

1,080 $ 2,497 $

Subtotal

Fire Lines up to 8 Inch $

TOTALS

Percent of Total
Cummulative %

$ 820,680
28.78%
28.78%

$ 124,514

4.37%
33.15%

$ 903,042

31.67%
64.83%

$ 1 ,002,853

35.17%
100.00%

$ 2,851 ,089

100.00%



Rio Rico Utilities, Inc. - Water Division - RUCO Proposed Rates
Revenue Breakdown Summary

Proposed Rates

Attachment
Page 4

Proposed
Monthly Commodity

First Tier
656,998 $ 98,603

Commodity
Third Tier

$ 871 ,401$
$
$

Commodity
Second Tier
$ 467,167

73
$
$

Total
2i094, 1695/8 Inch

3/4 Inch
1 Inch
1.5 Inch
2 Inch

Residential
Residential
Residential
Residential
Resldential

15,156
4,921
4,786

$
$
$

10,465
3,200
2,571

$
$
$

33.295
10.475

Subtotal

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

3,384 $
4,796 $

735 $
14,958 $
(1,098) $
2,442 $

7,293
22,049
12,540

165,295
111,940
58,132

$ 31,237 $
$

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

13,266
13.944
6,151

33,499
22,419
18,452
5,694

$
$
$
$
$
$
$

$
$
$
$

40.789
19.426

213,752
133,261
79.027
27.578

Subtotal

5/8 Inch
1.5 Inch

Multi-family
Multi-family

1,029 $ 2,282 $
$

Subtotal

Fire Lines up to 8 Inch $

TOTALS
Percent of Total
Cummulative %

$ 801 ,935
29.42%
29.42%

$ 141,142

5.18%
34.60%

$ 877,496
32.20%
66.80%

$ 904,919

33.20%
100.00%

$ 2,725,493

100.00%



Rio Rico Utilities. Inc
Docket No. WS-02676A-09-0257

THOMAS J. BOURASSA
REBUTTAL TESTIMONY

(RATE BASE, INCOME STATEMENT AND RATE DESIGN)
February 1, 2010

SCHEDULES



Rio Rico UtIIItles - Water Division
Test Year Ended December 31. 2008

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Rebuttal Schedule A-1
Page 1
Witness: Bourassa

Fair Value Rate Base 7.992.279

Adjusted Operating Income (187,072)

Current Rate of Return 2.34%

935.097Required Operating Income

Required Rate of Return on Fair Value Rate Base 11 .70%

Operating Income Deficiency

Gross Revenue Conversion Factor

1.122.16811
12
13
14

1 .6286

Increase in Gross Revenue Revenue Requirement 1 .827.602

Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

1 _847.255
1.827.602
3.874.859

98.94%

Proposed
Rates

péreenc
Increase

$

Present
Rates
1,416,089 $ 2,849,982 $

17
18
l g
20
21
22
23
24
25
26
27
28
29

Customer
Classification
5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch

Resldentlal
Residential
Resldentlal
Resldeuitlal
Resldenflal

16.001 31

Dollar
Increase

1 .433.873
1 .551

15.755

subtotal $ 1,440,833 $ 2,899,092 $ 1 .458.259

101 .pa%
103.94%
98.46%
96.66%
98.34%
0.00%

101 .21 %

80.960
25.394
13.279

$ $5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Con1merciaI
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

97.545

62,631
50.761
26.462

272.232
196.157

32
33
34
35
36
37
38
39

18.185 36.530

31.672
25,368
13.183

138.106
98.612
42.338
18.345

Subtotal 363,332 s 730.955 s 367.623

102.30%
99.90%
99.28%

102.97%
101 .09%
96.58%

100.88%
0.00%

101 .18%
as

43
44
45

5/8 Inch
1.5 Inch

Multi-family
Multi-family
Subtotal

2,850 s 2.895 101 .57%
92.90%

100.13%3,418 $ 6,840 $ 3.422

Fire Lines up to B Inch 1 .206 100.62%

$ 1,808,782 $
(4,794)

3,639,293
(9,834)
44.672

$ 1.830.511
(5,041)

47
48
49
50
51
52
53
54
55
56
57
58
59

Subtotal Revenues before Annualizatlon
Revenue Annuallzatlon
Miscellaneous Revenues
Reconciling Amount H-1 to C-1
Total of Water Revenues (a) $

(1,404)
1,847,256 $ 3,674,858 s

2.132
1.827.602

101.20%
105.15%

0.00%
-151 .86%

98.94%

SUPPORTING SCHEDULES
Rebuttal B-1
Rebuttal C-1
Rebuttal C-3
Rebuttal H-1



Rio Rico Utilities -Water Division
Test Year Ended December 31. 2008

Summary of Rate Base

Exhibit
Rebuttal Schedule B-1
Page 1
Witness: Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Sewioe
Less: Accumulated Depredatlon

$ 34,059,801
12.472.661

34.059.801
12.472561

Net Utility Plant in Service $ 21,587,140 21,587,140

Advances in Ald of
Construction

Contributions in Aid of
Construction

122.372 122.372

20.140.197 20.140.197

Accumulated Amortization of CIAC (6,628,197) (6,628,197)

10
11
12
13
14
15
16
17

Customer Meter Deposits
Deferred Income Taxes & Credits

275.455
(314,965)

275.455
(314,965)

20
21
22
23
24
25

Plus
Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

28
29
30
31

Total Rate Base $ 7,992,279 7.992.279

33
34
35
36
37

SUPPORTING SCHEDULES
Rebuttal B-2
Rebuttal B-3
Rebuttal B-5

RECAP SCHEDULES
Rebuttal A-1



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Rebuttal Schedule B-2
Page 1
VWtness: Bourassa

Actual Adjusted
at end

End of
Test Year

Proforma
Adjustment

Amount Test Year
Gross Utility
Plant in Service $ 34,059,801 $ 34,059,801

5 Accumulated
Depreciation 12_472_551 12.472.661

10
Net Utility Plant
in Service $ 21,587,140 $ 21,587,140

12
13
14

Less
Advances in Aid of
Construction 73.648 48.724 122.372

16
17

Contributions in Aid of
Construction 20.188.921 (48,724) 20.140.197

Accumulated Amory of CIAC (6,628,197) (6,628,197)19
20
21
22
23

Customer Meier Deposits
Deferred Income Taxes & Credits

275.455
(778,203) 463.238

275.455
(314,965)

Plus
Unamortized Debt Issuance

26
27
28
29
30
31
32
33

Deferred Reg. Assets
Working capital

35
36

Total S 8,455,517 $ 7.992.279

39
40
41
42

SUPPORTING SCHEDULES
Rebuttal B-2, pages 2

RECAP SCHEDULES
Rebuttal B-1
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Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Original Cost Rate Base Proforma Adjustments
Adjustment 1

Exhibit
Rebuttal Schedule B-2
Page 5
Vvitness: Bourassa

1

2

Reclassification of AIAC and CIAC

4 CIAC

6 AIAC

$

$

(48,724)

48,724

17
18
19
20

See Testimony

SUPPORTING SCHEDULES

30



Rio Rico Utilities - Water Dividnu
Test Year Enid Decembers I. zoos

Original Cost Rate Base pmtorma Adjustments
Adjustments

Reburial Schedule B-2

VWtnessz Boulassa

I Deferred Income Tax as ofbeoember JI. 200s (Water :nd Wastewater Divisi:ms\
Probability D d u c t i b k T D

of RuIli:¢ati4»n (Taxable TD)
of  Future

Tax BanditTax Valli

Future Tax Asset

Non Curran\

Fulun Tax Liability

Current Non Cunenl

6
7

Plane-in-Sevvice

Acc um. Depress
s

9 Fixed Assets s

Bank Value

45,888,844
(I7,582,689)

l' I6,705.616)

l1.600.539 s 11.648.936
360.294

38.6% 1a.6s l

139.0731oo.o%

l l Tax Benefits from O.L. Carry Forwlud.

48,397

360194

746_ss9 : s . 6%
445.93s s

no Assn ( Lhbi l icy)

16

17

IS

W a ts b iv iliunn lls e u lla nh : iu r ( ll-donu ld lruus b1 le s )

mlwmaannunmwalmf>

to nm Assn (L iabi li ty )  we° <=*s

s 445,938

0.10630

s 314,965

s 778103

s 463.13822 Adju5unem no Dir

24

Zs

26
27 s 2s,sz0,m

32

109.116

(3_941,540)

s 23,314,664

35

36
37

(231769)

42

( l0,1J3,3ll)
616,408

(9.6l6.9°3)

| Adjusted Water Md Wlstewner - par Rebuttal B~2, pags2 (Water Division) Ind Rubunal B-2, png:2 (Wnsuwaler Division)

2 Cumpumion of Nelhx Value at December 31, 200s (Water and Wusuwlw)
Based on zoos To: Dqzreduion report (Decembers I, zoos)

Unndjusmd Can psi 2008 Tax Dur. Rupert
Rneonciling Hun: not an Sm iqacn

Led costs mol an lax, on Imuln

zoos Plant recoldud on bouklnnlon We,

2006 Plnnhueolded on hcckxnnton tax,
CIAC funded that rdlecwd in tlxplml-in-selviea

n» ¢0mali» 4 dih° el\fl1z:e

Na Unndjluted Coal \ax Bui:
Aifdiaia P1!161

AP1li» nn Pmt** mnnvfd

AEi li l lA ND ll we ml:

my Hui! dm lo ahiliue pwiit
5 » q[t1-.41 4-£1

Buys Rndudon :my mdllinrYean (Bunn 1007 To Dear. lnpaN)
Accumulated Depneintiun 24107 aM prior (2007 Tn Dear Rqzon)

Tax Aswan. Dqzr. from ClACi1mded pm in um plan-in-:avian in 2001
Na Buys Rnducicm2007 me pg" ,I ll
Bnnuu Di'nnninlinr Fnmnvtniinu 1003

Boru Dept. for 12 momlu of2008 per To Dear. Rqzort

Lea: Bonus pp"-_ on CIAC funded plus
Nd 12 monde ofBenul Dqzrfor plan!

s 1,030,117

s 1,030,221

Bonus Depmcinian for |2 monOu 2008

2005 Dmvrwfinrinn f̀ nmm1nli¢m 2005

2001 Tax Dspwciltion (IZ Momma) perTly Dqzr. Repay
Less: 200: Dru on CIAC funded plain lax plan
Na IZ months nfdqlr. fotplant haddad Jan to Dec. zoos

(I ,a30,217)

52

54

162.61\

s 1.oa4.m

Tax Dqlxeciltiun for 12 mnntlu M2008
Nd2001 Dqlniellinu

Na Ws value ofplmt-in-Idvieeit December31, 2008 s
(L004_832)
11,641,936

57

as

59 Trplf HnnnFtr 'mm Mumdrmmmeinligp

61
62
63

Nd Income before he

Add: Book Dqnocintinrla

1,004,175 (am 51 Br bun. Wnlcmd Wlsluwuld)

284,295 (Bunn 18-2 for both Wanned Waswamn)

Lea: BonusDcpruciation

Tax Depreciation (x,030,2z7> (amabove)

(|,u04,13z) (mm my.)

65

66
67

68

69

Tluuble Income /(loss)
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Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Computation of Working Capital

Exhibit
Rebuttal Schedule B-5
Page 1
VWtness: Bourassa

145.726
16.396

CashWorking Capital (1/8 of Allowance
OperatiOn and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1 /24 of Purchased Water)
Materials and Supplies
Prepaids 10.289

1
2
3
4
5
6
7
8
g

10
Total Working Capital Allowance 172.411

Working Capital Requested12
13
14
15 SUPPORTINGSC:H'EDULES RECAP.SCHEDULES

Rebuttal B-1

Cash Wdrkinu Capital Detail
Adjusted

Test Year Results

2.034.328

(117,600)
126.733
465.889

19
20
21
22
23
24
25
26
27
28

29
30

Total Operating Expense
Less
Income Tax
Property Tax
Depreciation
PurChased Water
Pumping Power
Allowable Expenses
1/8 of allowable expenses

393.496
1.165.810

145.726



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Income Statement

Exhibit
Rebuttal Schedule C-1
Page 1
Witness: Bourassa

Test Year
Adjusted
Results

Rebuttal
Adjusted
Results

Proposed

Adlustmeni; Increase

Adjusted
with Rate
Increase

1
2 $ 1.802.584 s 1,802,584 s 1,827,602 $ 3,630,187

4

Revenues
Metered Water Revenues
Unmetered Water Reven us
Other Water Revenues 44.672

1 ,847,256 $ 1,827,602 $ 3.674.859
6 Operating Expenses

$ 1,847,256

$

$

$

441.501 (48,005) 393.496 393.496
10

Salaries and Wages
Purchased Water
Purchased Power
Fuel for Power Production
Chemicals
Materials & Supplies
Outside Services
Outside Sewices- Other
Outside Sewices- Legal
Water Testing

23
805.032
76.859

13.097
23

818.129
76.859

23
818,129
76.859

79.315
37.699

(6,725) 72.590
37.699

26.954
72.590
37.699

70.000
14.822 (1 .363)

(799)
453.297

70.000
13.459

(428)
465.889

17.564
70,000
13.459

(428)
465.889

29
30
31
32

Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Reg. Comm. Exp
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income (loss)
InterestExpense
Other Expense

$
$

130.373
(134,909)

2.061.862
(214,606)

$
$

(3,640)
17.309

(27,534) $
27,534 $

125.733
(117,600)

2,034,328
(187,072)

$
$

705.434
705,434

1,122,168
$
$

126.733
587.834

2,739,762
935.097

37
38

39
40

Total Other Income (Expense)
Net Profit (Loss)

$
$ (214,606) 27,534 $

$
(187,072) $ 1,122,168 $ 935.097

SUPPORTING SCHEDULES
Rebuttal C-1, page 2.1 and 2.2

RECAP SCHEDULES
Rebuttal A-1







Rio Rico utilities - Water Division
Test Year Ended December 31. 2008

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Rebuttal Schedule C-2
Page 2
Witness: Bourassa

1
2
3

Depreciation Expense
Adjusted

O r i g i n a l Pro posed
Rates

Depreciation
Expense

2.732.833 91

563.511 18.765

279.153
197.120

2.591.970 323.996

372.970 12.42017
18
19
20
21
22

759.861

0.00%
0.00%
0.00%
3.33%
2.50%
2.50%

%
6.67%
2.00%
5.00%

12.50%
*

3.33%

20.00%
2.22%
2.22%

ah
2.00%

%

16.869

73.569
79.685

25

22.089.150
2.209.274

956.605
568.577

29
30

121.843
22.986
76.919

218.945 43.789

15.035

Acct
NJ;
301
302
303
304
305
306
307
308
309
310
311
320

320. 1
320.2
330

330. 1
330.2
331
333
334
335
336
339
340

340. 1
341
342
343
344
345
346
347
348

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res
Lake River and Other intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Dist. Reservoirs gt Standpipe
Storage tanks
Pressure Tanks
Trans. and Dist. Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Misc. Equip
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant

218.040

2.00%
%

6.67%
6.67%

20.00%
20.00%
4.00%

we
10.00%
5.00%

10.00%
10.009

TOTALS $ 34,059,801 $ 1,162,239

42
43

Less: Amortization of Contributions $ 20,140,197 3.4575% $ (696,350)

465.889Total Depreciation Expense

Adjusted Test Year Depreciation Expense

Increase (decrease) in Depreciation Expense

463.297

Adjustment to Revenues and/or Expenses

45
46
47
48
49
50
51
52
53
54
55
56

SUPPORTING SCHEDULE
Rebuttal B-2, page 3 Fully Depreciated



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 2

Exhibit
Rebuttal Schedule C-2
Page 3
Witness: Bouras$a

1 Pronertv Taxes

3
4
5
e
7

Adjusted Revenues in year ended 12/31/08
Adjusted Revenues in year ended 12/31/08
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue. times 2

1 .847256
1 .847.25G
3.B74.859
2.456.457
4.912.914

Construction Work in Progess at 10%
Deduct
Book Value of Transportation Equipment 193.833

4.719.081
21%

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate 11 .3283%

Properly Tax
Plus: Tax on Parcels

112.264
14.470

g
10
11
12
13
14
15
16
17
18
19
20
21
22
23

24

Total Property Tax at Proposed Rates
Adjusted Property Taxes
Change in Property Taxes

126.733
130.373

(3,640)

26 Adjustment to Revenues andlor Expenses
27

(3,640)



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

ADJUSTMENTS TO REVENUES AND/OR EXPENSES
Adjustment Number 3

Exhibit
Rebuttal Schedule C-2
Page 4
\Mtness: Bourassa

1
2
3
4

Purchased Power

Reclassify purchased power expense to sewer division (48,005)

Increase (decrease) in Purchased Power Expense9

10
11

12

Adjustment to Revenue and/or Expense

(48,005)

(48,005)

17
18
19

SUPPORTING SCHEDULE
Staff Schedule GWB-12

24



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 4

Exhibit
Rebuttal Schedule C-2
Page 5
Witness: Bourassa

1 Transportation Expense

4
5
6

Remove Airlink costs (6,725)

Increase (decrease) in Transportation Expense8

g
10
11

12
13
14

Adjustment to Revenue and/or Expense

$ $6:725)

(6,725)



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 5

Exhibit
Rebuttal Schedule C-2
Page 6
VWtness: Bourassa

2 Remove Out of Period Expense

4
5
6
7

DEC 19 2007 - A
12.19.07 - A
Total

Rio Rico Properties
Rio Rico Properties

DEC 19 2007 - A
12.19.07- A

nov 2006
DEC 2006

(7,671)
(6,806)

(14,477)

Increase (decrease) in Outside Services (14,477)10
11
12
13

14

Adjustment to Revenue and/or Expense (14,477)



Rio Rico Utilities - Water Dlvision
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 6

Exhibit
Rebut tal  Schedule C-2
Page 7
Witness: Bourassa

Miscel laneouse Expense1
2
3
4

Remove charitable contribut ions (1,363)

6
7

Increase (decrease) in Miscel laneous Expense (1 ,a63)

9
10

11
12

Adjustment toRevenue and/orExpense (1 ,363)



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 7

Exhibit
Rebuttal Schedule C-2
Page 8
V\Atness: Bourassa

1 Bad Debt Expense

Normalize Bad Debt Expense (799)

Increase (decrease) in Purchased Power (799)

(799)

4
5
6
7
8
g
10

Adjustment to Revenue andlor Expense
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Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 9

Exhibit
Schedule C-2
Page 10
Witness: Bourassa

1 Income Tax Commutation

Test Year Test Year
Adjusted
Results

Adjusted
with Rate
IncreaseResults

Taxable Income $ 1,522,931

$ 1,522,931

7
8
g

10
Taxable Income

$ (349,515)

$ (349,515)

$ (304,571)

$ (304,671)

Income Before Taxes $ 1,522,931

Arizona Income Before Taxes

Less Arizona Income Tax
Rate
Arizona Taxable Income

6.97%

Arizona Income Taxes

Federal Income Before Taxes

$ 1,522,931

$ 106,118

$ 1,416,813

$ 106,118

$ 1,522,931

$ 106,118

$ 1,416,813

12
13
14
15
16
17
18
19
20
21
22
23
24
25
be
27
28

Less Arizona Income Taxes

FederalTaxable Income

FEDERAL INCOME TAXES
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET $

S

8.500 Federal
91.650 Effective

367,816 Tax

Federal Income Taxes 481,716 31.63%

Total Income Tax $ 587,834

30
31
32
33
34
35
36
37
38
39
40
41

42
43 Overall Tax Rate 38.60%

45
46

Income Tax at Proposed Rates Effective Rate $ (117,600)



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Rebuttal Schedule C~3
Page 1
Witness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
31 .63%

State Income Taxes 6.97%

No.
1
2
3
4
5
6

Other Taxes and Expenses 0.00%

38.60%8
9

10
11
12

Total Tax Percentage

Operating Income % = 100% - Tax Percentage 61.40%

14
Gross Revenue Conversion Factor

Operating Income %

SUPPORTING SCHEDULES

1.628616
17
18
19
20

RECAP SCHEDULES
Rebuttal A-1
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Rio Rico Utilities. Inc. - Water Division
Changes in Representative Rate Schedules

Test Year Ended December 31. 2008

Exhibit
Rebuttal Schedule H-3
Page 3
Witness: Bourassa

Present
Rates

15.00
25.00
15.00
25.00
15.00

Proposed
Rates

$
$
$
$
$

15.00 $

[ l g Other Service Charges
1 Establishment
2 Establishment (After Hours)
3 Reconnection (Delinquent)
4 Reconnection (Delinquent) - After Hours
5 Meter test (If Correct)
6 Deposit
7 Deposit Interest
8 Reestablishment (within 12 months)
9 NSF Check
10 Meter Reread (if Correct)
11 Late Payment Penalty
12 Deferred Payment
13 Moving meter at customer request
14 Service Calls - Per Hour/After Hours(a)
15

1.5% per month
% per month
at Cost

17

20
21 * Per Commission Rule A.A.C. R-14-2~403(B)
22 ** Per Commission Rule A.A.C. R-14-2-403(B)
23 Per Commission Rule A.A.c. R14-2-403(D) - Months off the system times the monthly minimum
24
25 (a) No charge for service calls during normal working hours
26
27 IN ADDITION TO THE COLLECTION OF REGULAR RATES_ THE UTILITY WILL COLLECT FROM
28 ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE. SALES. USE. AND FRANCHISE
29 TAX. PER COMMISSION RULE 14-2-409D(5)
30



Rio Rico Utilities, Inc. - Water Division
Test Year Ended December 31. 2008

Meter and Service Line Charges

Exhibit
Rebuttal Schedule H-3
Page 4
VWtness: Bourassa

2
3

Refundable Meter and Service Line Charges

5 Present
Service

Proposed
Service

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 inch
8 Inch
10 Inch
12 Inch

Charge
$ 370.00

370.00
420.00
450.00
580.00
765.00

1 ,120.00
1 ,630.00

$

Present
Meter
Install
action

Charge
130.00
205.00
240.00
450.00

1 ,640.00
2,195.00
3,145.00
6,120.00

$

Total
Present
Charqe

500.00
575.00
660.00
900.00

2,220.00
2,960.00
4,255.00
7,750.00

9
10
11
12
13
14
15
16
17
18
19
20

At Cost
At Cost
At Cost

Charqe
As Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
Al Cost

Proposed
Meter
Install
action

Charcle
At Cost
At Cost
At Cost
At Cost
At Cost
Al Cost
At Cost
At Cost
At Cost
At Cost
At Cost

Total
Proposed
Charqe
At Cost
At Cost
AL Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
Al Cost



Rio Rico Utilltles. Inc. - Water Dlvlslon
Test Year Ended December al. 2008

Hook-Up Fees

Exhibit
Rebuttal Schedule H-3
Page 5
V\htness: Bourassa

2
3
4

Off-site Facilities Hook-up Fee

Present
Charge

NT

Proposed
Charqe

NT

6
7
8
9

10
11
12
13
14

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch or larger

NT
14.400
28.800
45.000
90.000

20

25

29
30

NT = no tariff

32

34



Rio Rico Utilities. INC
Docket No. WS-02676A-09-0257

THOMAS J. BOURASSA
REBUTTAL TESTIMONY

(RATE BASE, INCOME STATEMENT AND RATE DESIGN)
February 1, 2010

SCHEDULES



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Rebuttal Schedule A-1
Page 1
VWtness: Bourassa

Fair Value Rate Base $ 7,992,279

Adjusted Operating Income (187,072)

CurrentRate of Return 2.34%

Required Operating Income 935.097

Required Rate of Return on Fair Value Rate Base 11.70%

1.122.168Operating Income Deficiency

Gross Revenue ConversionFactor 1 .6286

Increase in Gross Revenue Revenue Requirement 1 .827.BU2

Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

1 .847.256
1 _827_602
3.674.859

98.94%

Proposed
Rates

Dollar
lndreaSé

péféerit
Increase

$

Present
Rates
1,415,089 $ 2,849,952 $ 1.433.873

1.551
15

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

Customiar
classification
5/8 Inch
3/4 Inch
1 lllCh
1.5 Inch
2 inch

Residential
R8$ldeh!iaI
Residential
Residential
Resldenflal

18.001 31

subeozal s 1,440,833 s 2,899,092 s 1.458.259

101.20%
103.94%
98.46%
90.66%
98.34%
0.00%

101.21%

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

30,960
25.394
13.279

134. 126
91.545

s $32
33
84
35
36
37
38
39
40

18.185

62,631
50.761
26.462

272.232
196.157

86
36.530

31.672
25.368
13.183

138.106
98.612
42.338
18.345

Subtotal 363,332 $ 730.955 $ 367.623

102.30%
99.90%
99.28%

102.97%
101 .09%
98.56%

100.88%
0.00%

101.18%
*

43
44

5/8 Inch
1.5 Inch

Multi-family
Multi-family
Subtotal

2,850 s 2.895 101.57%
92.90%

100.13%3,418 s 6,840 $ 3.422

Fire Lines up to 8 Inch 1 .206 100.52%

$ 1,808,782 s
(4,794)

3,639,293
(9,834)
44.672

$ 1_830.511
(5,041)

101.20%
105.15%

0.00%
-151 .86%

47
48
4g
50
51
52
53
54
55
56
57
58
59

Subtotal Revenues before Annualizatlon
Revenue Annuallzatlon
Miscellaneous Revenues
Reconciling Amount H-1 to C-1
Total of Water Revenues la) $

(1,404)
1,847,256  $ 3,674,858 $

2.132
1.827.602

SUPPORTING SCHEDULES
Rebuttal B-1
Rebuttal C-1
Rebuttal C-3
Rebuttal H-1



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Summary of Rate Base

Exhibit
Rebuttal Schedule B-1
Page 1
\Mtness: Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Accumulaited Depreciation

$ 34,059,801
12.472.661

34.059.801
12,472,661

Net Utility Plant in Service $ 21,587,140 21.587.140

Advances in Aid of
Construction

Contributions in Aid of
Construction

122.372 122.372

20.140.197 20.140.197

Accumulated Amortization of CIAC (6,628,197) (6,628,197)

10
11
12
13
14
15
16
17
18

Customer Meter Deposits
Deferred Income Taxes & Credits

275.455
(314,965)

275.455
(314,965)

20
21
22
23
24
25

Plus
Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

29
30
31

Total Rate Base $ 7,992,279 7.992.279

33
34
35
36
37

SUPPORTING SCHEDULES
Rebuttal B-2
Rebuttal B-3
Rebuttal B-5

RECAP SCHEDULES
Rebuttal A-1



Rio Rico Utilities - Water Division
Test Year EndedDecember 31. 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Rebuttal Schedule B-2
Page 1
Witness: Bourassa

Actual
at

End of
Test Year

Proforma
Adjustment

Amount

Adjusted
at end

Test Year
Gross Utility
Plant in Service $ 34,059,801 $ 34,059,801

5 Accumulated
Depreciation 12.472.G61 12.472.661

10
Net Utility Plant
in Service $ 21,587,140 $ 21,587,140

12
13
14

Less
Advances in Aid of
Construction 73.648 48.724 122.372

16
17

Contributions in Aid of
Construction 20.188.921 (48,724) 20,140,197

Accumulated Amory of CIAC (6,628,197) (6,628,197)1 g
20
21
22
23

Customer Meter Depdslts
Deferred Income Taxes & Credits

275.455
(778,203) 463.238

275.455
(314,965)

26
27
28
29
30
31
32

Plus
Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

35
36

Total $ 8.455.517 $ 7.992.279

39
40
41
42

SUPPORTING SCHEDULES
Rebuttal B-2, pages 2

RECAP SCHEDULES
Rebuttal B-1
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Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Original Cost Rate Base Proforma Adjustments
Adjustment 1

Exhibit
Rebuttal Schedule B-2
Page 5
V\htness: Bourassa

1

2

Reclasshication of AIAC and CIAC

4 CIAC

6 AIAC

$

$

(48,724)

48,724

17
18
19
20

See Testimony

SUPPORTING SCHEDULES

24

30



fun Rico Utilities . Water Dividnu

Test Year Ended Decembers I. zoos
Original! Cost Rata Base Proforma Adlustmems

Adjus\l'hBl'\t4

Rsbuital Schedule B-2
Page 6
Vlhtnsss: Bcurassa

l Deferred Income Tax as ofbecembcr JI. 2008 (Water and Wastewater Divisions)
Probability Ddnctihle TD

of Rcullialtion (Taxahk TD)
oflfuture Expected to

Tax BanditTax Value

Future Tax Asset

Non Curran\

Future Tax liability

Non Curnnl

s6
7
s
9

Plmz-in-Service

Acc um Dcprec

CIAC
Fixed A§els s

Bunk Value

45,888,844

(l7,582,689)

n6,10s,sI6l
11.600.539 s 11.648.936 18,681

139.073mu.ov%

48,397
360.294

746.589

38.6%
38.6%

38.6%I I Tax Bendiis from O.L. Cary Foxwald.
s 445.938 s

Net Asset (uwixny)

16
17

\8

Waxer Division nlloution factor (based on lelaliva rats bases)

Allocated DIT Ash! (Linhiliay)

s 445.938

0.70630

s 314,965

s 778,203DIT Asset (Liability) per books

Adjustment to Drr

20
21
22

23

24

25

26
27 s 25,520,535

29

32

109116

(3»942.540)

s 23,324,665

(24,710)

37

39

42

(10_23:,a1l)

616.408
(9.6I6.903)

| Adjusted Water Md Wastevuuler - per Rebuttal B-2, pages (Wllef Division) and Rebuttal B-2, plge2 (Wastowuler Diwlsi¢m)

1 Computation of Net Tax Value at Dacemrber 31, 2098 (Water and Wutewater)

Based on 2008 Tax Depreciation :report (December 31, zoos)

Undjuned Cunper1008 Tn Dqzr. RIMM
Rneoudling Items not on tux upon

Led costs nut an lax, on book:

zoos Plml retolded an heck: not on tax,
1006 Plot ncuuled on hacks rotor lax,

CIAC hmm plan( mflectetl in uuplmu-hu-service
Rueonciling diielénea

Nd Unldjuxled Cost tax Bui:

Awe  P mfu
MFlin'n mfr n'mmwl

AB'dill¢  AND aux nu

NM Rudlidinn in hit ball: dale 19 .n1Ial\¢ prom
Rvwiv Rndvviinn

Builkedumicn 2007 ma PliurYeun(iuum2ll07TnxDul1A'. FIFUR)
Aummnnaea Depncilxinn zuo1uupliu¢(2no1'm vs mms

T\xAA=cum. Dqzr. from ClAA'Jfun4Ied pluninlax plat-in-laviesaa 2001

Ne! Bois Rnductinn2907 Md Friar yan:
Wnlurn D¢°nrvv~.if¢inn (';1llpy"t¢»gim 'yegg

Bcmln Dear. for lhnnmlu ot'ZG08 paTlxDqn. Rqacn

Lest: Bonus Dept. on CIAC MM play
Net 12 months ofBc¢ws 09w for plus

s 1,030,127

s 1,030,121

(l.030.227)

50

so

Bonus Dqmxaintian Fm' 12 months 200B

1008 flnnmvinfimn Fnmnvlatinn 7.003

2001 Tax Dqnuciltion(IZManllu) per Tax Dept. Repay
Less' 2008 Dqzr on ClAC funded plant in Up palm
NO 12 months of dear. for plum added .lm to Doc. zoos

l6z.6ll
(157,779)

1.004.832s

$7

i s

59

Tn Dqnuciniun for 12 months of2008
na2085 Dqudcation

Na we value ofplmt-in-Mwlioe.at December31, 2008
s

(L004,l32)
11.641.936

5 Tuff Hpqpflffrl from' lllPI\l!f1 f'rs1lH=i\Hnn

61

62

63

Nd lA1¢nma hdnre lAX

Add: ask no=mi»u¢n

1,004,175 (Era E-2 iorbolh Wl\u'ulll Wutwatsr)

284,295 (from E-z for both Was Md Wamwuer)

Less: Bonus Depreciation

Tax Dcpluciaiinll (l,0J0,2Z1) (Bunn above )

(l,004,B2) (Bum above )

Taxable Income /(loss)

65
66
67

68

69 (746519)
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Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Computation of Working Capital

Exhibit
Rebuttal Schedule B-5
Page 1
Witness: Bourassa

145.726
16.396

1
2
3
4
5
6
7

Cash Working Capital (1/8 of Allowance
OperatiOn and Maintenance Expense)

Pumping Power (1124 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Materials and Supplies
Prepaids 10.289

9
10

Total Working Capital Allowance 172.411

Working Capital Requested $12
13
14
15 SUPPORTING.SCHEDULES RECAP.SCHEDULES

Rebuttal B-1

Cash Working Capital Detail
Adjusted

Test Year Results

2.034.328

(117,600)
126.733
465.889

19
20
21
22
23
24
25
26
27
28

29
30

Total Operating Expense
Less
Income Tax
Property Tax
Depreciation
PurChased Water
Pumping Power
Allowable Expenses
1/8 of allowable expenses

393.496
1.165.810

145.726



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Income Statement

Exhibit
Rebuttal Schedule C-1
Page 1
Witness: Bourassa

Test Year
Adjusted
Results

Rebuttal
Adjusted
Results

Proposed

Adiustment Increase

Adjusted
with Rate
Increase

1
2
3

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

$ 1,802,584 $ 1,802,584 $ 1,827,602 $ 3,630,187

44.672
1 ,847,256

44.672
1 ,847,256 $ 1,827,602 $ 3,674,859

5 Operating Expenses
$

$

$

$

441 .501 (48,005) 393.496 393.496
10

23.15023.150
805.032
76.859

13.097

Salaries and Wages
Purchased Water
Purchased Power
Fuel for Power Produetion
Chemicals
Materials & Supplies
Outside Sewioes
Outside Sewices- Other
Outside Sewices- Legal
Water Testing

76.859

23
818.129
76,859

79.315
37.699

(6,725) 72.590
87.699

72.590
37.699

70.000
14.822 (1 ,363)

(799)
463.297

70.000
13.459

(428)
465.889

17.564
70.000
13.459

(428)
465.889

29
30
31
32

s
$

130.373
(134,909)

2,061 .862
(214,606)

$
$

(3,640)
17.309

(27,534) $
27,5M $

126.733
(117,600)

2,034,328 $
(187,072) $

705.434
705,434

1,122,168
$
$

126.733
587.834

2,739,762
935,097

35

TransportationExpens€s
Insurance - General Liability
Insurance - Health and Life
Reg. Comm. Exp
Reg. Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Properly Taxes
Income Tax

Total Operating Expenses
Operating l e o n e
Other Income (Expense)

interest Income
Other income (loss)
interest Expense
Other Expense

37
38

39
40

Total Other Income (Expense)
Net Profit (Loss)

$
$ (214,605) $ 27.5m

$
$

$
(187,072) s 1,122,168 $ 935.097

SUPPORTING SCHEDULES
Rebuttal C-1, page 2.1 and 2.2

RECAP SCHEDULES
Rebuttal A-1
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Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Rebuttal Schedule C-2
Page 2
Witness: Bourassa

1
2
3

Depreciation Expense
Adjusted

O r i g i n a l Proposed
Rates

Depreciation
Expense

2.732.833 91

563.511 18.765

279.153
197.120

2.591.970 323.996

372.970 12.42017
18
19
20
21
22

759.861

0.00%
0.00%
0.00%
3.33%
2.50%
2.50%

%
6.67%

%
5.00%

12.50%
3.33%

%
20.009
2.22%
2.22% 16.869

73.569
79.685

25

22.089. 150
2.209.274

958.605
568.577

29
30

121.843
22.986
76.919

218.945 43.789

15.035

218.040
36

Acct
M
301
302
303
304
305
306
307
308
309
310
311
320

320. 1
320.2
330

330. 1
330.2
331
333
334
335
336
339.
340

340. 1
341
342
343
344
345
346
347
348

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and impounding Res
Lake River and Other intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Dist. Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Trans. and Dist. Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Misc. Equip
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant

2.00%
ah

6.67%
6.67%

20.00%
20.00%
4.00%

%
10. 00%
5.00%

10.00%
10.we
10.00%

TOTALS $ 34,059,801 $ 1,162,239

42
43

Less: Amortization of Contributions $ 20,140,197 3.4575% $ (696,350)

465.889Total Depreciation Expense

Adjusted Test Year Depreciation Expense

Increase (decrease) in Depreciation Expense

463.297

Adjustment to Revenues and/or Expenses

45
46
47
48
49
50
51
52
53
54
55
56

SUPPORTING SCHEDULE
Rebuttal B-2, page 3 Fully Depreciated



Rio Rico Utllities - Water Division
Test Year EndedDecember 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 2

Exhibit
Rebuttal Schedule C-2
Page 3
VWtness: Bourassa

1 Property Taxes

3
4
5
6
7

AdjustedRevenues in year ended12/31/08
Adjusted Revenues in year ended 12/31/08
Proposed Revenues
Averageof three year's of revenue
Average of three year'sof revenue. times 2

$

1.847.256
1.847.256
3.574.859
2.456.457
4.912.914

Construction Work in Progess at 10%
Deduct
Book Value of Transportation Equipment 193.833

4.719.081
21%

Fun Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate 11232839

Property Tax
Plus: Tax on Parcels

112.264
14.470

9
10
11
12
13
14
15
18
17
18
19
20
21
22
23

24

Total Property Taxat Proposed Rates
Adjusted Property Taxes
Change in Property Taxes

126.733
130.373

(3,640)

26
27
28

Adjustment to Revenues and/or Expenses (3,640)



Rio Rieo Utilities - Water Division
Test Year Ended December 31. 2008

ADJUSTMENTS TO REVENUES ANDIOR EXPENSES
Adjustment Number 3

Exhibit
Rebuttal Schedule C~2
Page 4
\Mtness: Bourassa

Purchased Power1
2
3
4

Reclassify purchased power expense to sewer division (48,005)

Increase (decrease) In Purchased Power Expense9

10
11

12

Adjustment to Revenue and/or Expense

(48,005)

548.005)

16
17
18
19
20

SUPPQRTING SCHEDULE
Staff Schedule GWB-12



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 4

Exhibit
Rebuttal Schedule C-2
Page 5
Witness: Bourassa

1 Transn0rtation Expense

4
5
6

Remove Airlink costs (6,725)

Increase (decrease) in Transportation Expense8

g
10
11

12

Adjustment to Revenue and/or Expense (6,725)

14

$6125)



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 5

Exhibit
Rebuttal Schedule C-2
Page e
VWtness: Bourassa

2 Remove Out of Period Expense

4
5
6
7

DEC 19 2007 - A
12.19.07 - A
Total

Rio Rico Properties
Rio Rico Properties

DEC 192007 - A
12.19.07 ,  A

NOV 2006
DEC 2006

(7,671)
(6,808)

(14,477)

Increase (decrease) in Outside Services (14,477)10
11
12
13

14

Adjustment to Revenue and/or Expense (14,477)



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number e

Exhibit
Rebuttal Schedule C-2
Page 7
VWtness: Bourassa

Misoellaneouse Expense1
2
3
4

Remove charitable contributions (1,363)

6
7
8

Increase (decrease) in Miscellaneous Expense (1 ,8G3)

10

11
12

Adjustment to Revenue and/or Expense (1 ,363)

19



Rio Rico Utllltles - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 7

Exhibit
Rebuttal Schedule C-2
Page 8
VWtness: Bourassa

1 Bad Debt Expense

Normalize Bad Debt Expense4
5
e
7
8
9

10

Increase (decrease) in Purchased Power

Adjustment to Revenue and/orExpense

(799)

(799)
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Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 9

Exhibit

Schedule C-2

page 10
V\Htness: Bourassa

1

2

Income Tax Computation

Test Year
4

Test Year
Adjusted
Results

Adjusted
with Rate
IncreaseResults

7
8
9

10

Taxable Income

Taxable Income

s (349,515)

$ (349,515)

$ (304,671)

$ (304,671)

$ 1,522,931

$ 1,522,931

Income Before Taxes $ 1,522,931

Arizona Income Before Taxes

Less Arizona Income Tax
Rate
Arizona Taxable Income

6.97%

Arizona Income Taxes

Federal Income Before Taxes

$ 1,522,931

$ 106,118

416.813

5 106,118

$ 1,522,931

$ 106,118

$ 1,416,813

13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Less Arizona Income Taxes

Federal Taxable Income

30
31
32
33
34
35

$
$

FEDERAL INCOME TAXES
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET

% BRACKET $

$

8.500 Federal
91.650 Effective

367,816 Tax

38
39

Federal Income Taxes 481,716 31.63%

Total Income Tax $ 587,83441

42
43 Overall Tax Rate 38.60%

45
46

Income Tax at Proposed Rates Effective Rate $ (117,600)



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Rebuttal Schedule C-3
Page 1
V\htness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
31 .63%

State Income Taxes 6.97%

1
2
3
4
5
6

Other Taxes and Expenses 0.00%

38.60%8
9
10
11
12

Total Tax Percentage

Operating Income % = 100% - Tax Percentage 61 .40%

14
Gross Revenue Conversion Factor

Operating Income %

SUPPORTING SCHEDULES

1 .628616
17
18
19
20

RECAP SCHEDULES
Rebuttal A-1
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Rio Rico Utilities. Inc. - Water Division
Changes in Representative Rate Schedules

Test Year Ended December 31. 2008

Exhibit
Rebuttal Schedule H-3
Page 3
VWtness: Bourassa

Present
Rates

15.00
25.00
15.00
25.00
15.00

Proposed
Rates

$
$
$
$
$

15.00 $

% per month
1 .5% per month

at Cost

Other Service Charges
1 Establishment
2 Establishment (After Hours)
3 Reconnection (Delinquent)
4 Reconnection (Delinquent) - After Hours
5 Meter test (if Correct)
6 Deposit
7 Deposit Interest
8 Reestablishment (within 12 months)
9 NSF Check
10 Meter Reread (if Correct)
11 Late Payment Penalty
12 Deferred Payment
13 Moving meter at customer request
14 Service Calls - Per Hour/After Hours(a)
15

$

17

21 * Per Commission Rule A.A.C. R-14-2-403(B)
22 . ** Per Commission Rule A.A.C. R-14-2-403(B) .
za Per Commission Rule A.A.C. R14-2-403(D) - Months off the system times the Monthly minimum

25 (a) No charge for service calls during normal working hours
26
27
28
29
30

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES. USE. AND FRANCHISE
TAX. PER COMMISSION RULE 14-2-409D(5)



Rio Rico Utilities, Inc. - Water Division
Test Year Ended December 31. 2008

Meter and Service Line Charges

Exhibit
Rebuttal Schedule H-3
Page 4
Witness: Bourassa

2 Refundable Meter and Service Line Charges

Present
Service

Proposed
Service

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 inch
8 Inch
10 Inch
12 Inch

Charge
$ 370.00

370.00
420.00
450.00
580.00
765.00

1 I 120.00
1 ,630.00

$

Present
Meter
Install
action

Charge
130.00
205.00
240.00
450.00

1 ,640.00
2, 195.00
3,145.00
5, 120.00

$

Present
Charge

500.00
575.00
660.00
900.00

2,220.00
2,960.00
4,265.00
7,750.00

9
10
11
12
13
14
15
18
17
18
19
20

At Cost
At Cost
At Cost

Charge
At Cost
At Cost
At Cost
At Cost
Al Cost
At Cost
At Cost
At Cost
Al Cost
At Cost
At Cost

Proposed
Meter
Install
action

Charqe
At Cost
At Cost
Al Cost
At Cost
Al Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost

Total
Proposed
Charge
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
A( Cost
At Cost
At Cost



Rio Rico Utilities. Inc. - Water Dwision
Test Year Ended December 31. 2008

Hook-Up Fees

Exhibit
Rebuttal Schedule H-3
Page 5
VVtness: Bourassa

2
3
4

Off-site Facilities Hook-up Fee

Present
Charge

NT

Proposed
Charge

NT

6
7
8
9

10
11
12
13
14

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch or larger

14.400
28.800
45.000
90.000

20

24

29
30

NT = no tariff

34



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhabn
Rebuttal Schedule A-1
Page 1
Witness: Bourassa

s

3
4

3,323,449

410.590

14.16%
6

Fair Value Rate Base

Adjusted Operating Income

Current Rate of Return

Required Operating Income

Required Rate of Recur on Fair Value Rate Base

Operating Income Deficiency

Gross Revenue Conversion Factor

Increase in Gross Revenue Revenue Requirement

Adjusted Test Year Revenues
Ina'ease in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% release

11 .70%

(81,747)

1.6286

(133,135)

1.829.976
(133,135)

1.696.840
7.28%

Proposed Percent
Increase

Customer
Classification
5/8 Inch
3/4 Inch
1 inch
1.5 Inch
2 Inch

Residential
Residential
Resldentlal
Residential
Residential

Present

$ 1,287,713 $ 1,194,998 $

Dollar
Increase

(92 _715)
(453)
(595)

7.20%
7.20%
7.20%
0.00%

g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

(141)

Subtotal s 1,304,221 s

$ s

1,210,317 s

72,390 $

(93,904) 7.20%

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

78,006
61
27

178.576
25.203

165.718

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

111.601
53.582

103.566
49.725

(5,616)
(4,406)
(1.955)

(12,857)
(570)

(8,035)
(3,858)

7.20%
7.20%
1.20%
7.20%
7.20%
7.20%
7.20%

32
33
34
35
36
37
38
39
40 Subtotal $ 518,027 $ 480,729 s (37,298) 7.20%

0.00%

43
44
45

5/8 Inch
1.5 Inch

Multi-tenant
Multi-ienant

8.708 s (876)
(109)

Subtotal 10.893 s 10.109 s

7.20%
0.00%
7.20%

47

$ 1,833,141
(4,505)

s (131 ,986)49
50
51
52
53

Subtotal Revenues before Annualization
Revenue Annualization
Miscellaneous Revenues
Reconciling Amount H-1 to C-1
Total of Water Revenues (a) s 1,829,976 s

1,701,155 $
(4,181)

(383)
1,696,841 $

7.20%
7.20%
0.00%

(1 ,478) -1 as. 14%
(133,135) -7.28%-7. 8

55
56
57
58
59

SUPPORTING SCHEDULES
Rebuttal B-1
Rebuttal C-1
Rebuttal C-3
Rebuttal H-1



Rlo Rloo Utllllles - Waslirunter Divisldn
Test Year Ended December 31. 2008

Summary d Rate Base

Exhibit
Rebuttal Schedule B-1
Page 1
VWtness:Bourassa

Griginal Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 11,829,043
5.110.028

11 .829.043
5.110.028

Net Utility Plant in Service s 6.719.014 6.719.014

Advances in Aid of
Construction

Contributions in Aid of
Construction

Accumulated Amortization of CIAC

237.922 237.922

5.137.673
(1 ,944,057)

5.137.673
(1,944,057)

8
9

10
11
12
13
14
15
16
17

Refundable Service Line Chgs
Deferred Income Taxes & Credits

95.000
(130,973)

95.000
(130,973)

Plus
Unamortized Finance

Charges

19
20
21
22
23
24

Allowance for Working Capital

26
27

Total Rate Base $ 3,323,449 3.323.449

30
31
32
33

SUPPORTING SCHEDULES
Rebuttal 82
Rebuttal B-3
Rebuttal B-5



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Rebuttal Schedule B-2
Page 1
VWtness:Bourassa

Actual Adjusted
at end

End of
Test Year

Proforma

Adjustments
Amount Test Year

Gross utility
Plant in Service $ 11,829,043 s 11,829,043

5
6
7

Accumulated
Depreciation 5.110.028 5.110.028

10

Net Utility Plant

in Service $ 6,719,014 $ 6,719,014

Less
Advances in Aid of
Construction (861) 238.783 237.922

12
13
14
15
16
17

Contributions in Aid of
Construction (CIAC) 5.376.456 (238,783) 5.137.673

Accumulated Amortization of CIAC (1 ,944,057) (1 ,944,057)19
20
21
22
23

Refundable Service Line Chgs
Deferred Income Taxes

95.000
(323,602) 192.629

95.000
(130,973)

25
26
27

Plus
Unamortized Finance

Charges

Allowance for Working Capital29
30
31
32

Total $ 3,516,078 $ 3,323,449

35
36
37

SUPPORTING SCHEDULES
Rebuttal B-2, page 2

RECAP SCHEDULES
Rebuttal 81

40
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Rlo Rico uullues _ WlsWswitér mvsslon
Test Year Ended DBUBITIUBI' 31. 2008

Original Cost Rate Base Pmiorma Adjust»tments

Exhibit
Rebuttal Schedule B-2
Page s
Witness: Bourassa

1

2

Reclassification of AIAC and CIAC

4 CIAC

6 AIAC

$(238,783)

$ 238,783

17
18
19
20

See Testimony

SUPPORTING SCHEDULES
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Rebuttal Sd1€dule B-2

l

Future To And Future Tax Liability

Non Cur ml\

Deferred llwome Tax as of Seuleuber to. 2008 aWa¢)¢r and WutelvaUr Divisions)
lwhlhility Deduntihle TD

al' Rzalhltiol (Taxable TD)
of Future Expected to

m a m a ; l 4 4 ! 4Tax Value'
6
7

Plant-in-Savioe

Acc um. Depress.

Book Value'
4s.aas.s44

(l1,5sz,6s9)
(l6:70s,6Is>
I \.6co.s:9 s I1.648.936

360.294 100.0% s
9 Fixed Asset:

l l Tax Bandits from O.L. my Forward

48.397
360.294
746.589 38.6%

s
s
s

18.681
\39.073
2ss.183
445.938 s

nu Ann (Liability)

16 Wutewatef Division allocation law* 0.29370

is Alnwmu Dir Ana (uawilnyy

20

21

22

23

ZN

Zs

16

DIT Asset (Liability) per Direct

Adj usunznt to DIT 192.629

s 25,520,835

Adjusted Waker Md Wmewllet - pa Dime! B-2, page 2 (Wow Division) and Direful B-2, page 2 (Wulewuer Division)

z Computation of Net Tax Value u December 3 I, 2008 (Wane: and Wlnewner)

Bred on 2008 Tax Depreciation report (Decennber31, zoos)

Unadjnmnd Conner zoos Tax Dqzr. lqaan

Rneanciling Items mt on he iqnm;

Land con: Una on m, on hook:

2008 Phanlueundedonlacaksnntonux,

2006 Iiannwonledonbooksnntonux,

CIAC funded plant leHeaed in tax plane-in*niee

51

s09.|16

Ne! Unldiuned Con \lx Huts
AEHMQ PnG!

s za.az4,sas

lt1=I. H P 1>'f| vr"||.

A!1iliatsAJDa1\nx Mn
Ne! Rsdwlinn in We basis due m :Elia unlit (23,769)

39

(l0,233,3l l)

(9,616,903)

Ba: Redndan 2007 ma Prior Ynmx (Mum 2007 Tax Dept. NIIIM)

Acownuhmlcd Depledllian 2007 and prior (2007 Tax Dept lnpan)

Tax Aecum. Dear. from CIAC fonded plot in he plant-in-setvioe w 2007

Net Bnlis Reducion 2007 and Prior yean

Bn» -» l,~1 D¢mrrj\\.n'\ "'*'lw'N*"f» n 'ma

Balm: Dept. For 12 moudu of 2008 petTax Dept. Rspon

Less: Bani: Dept. on CIAC §|ndedphat

Net 12 months ¢fBanus Dept for that

s

s

l,030,22'l

1,030,111

Now Deplecidon for12 mcl1»W zoos

*008 Wwvwiwilwn Pnmnwtinr 'NIM

2008 Tax Dqneddan (12 MaWs) perTly Demur. lemon

l.en:200l DepronClAC fuudedp inhxpl|||4

N412 mnumlzs ofdqar. far pl-ulaa=am. no Dec.200l

(l,030,227)

s

s

1,161.61 l

051.719)

1,004,132

57

Tau=p-udaimntIzmmauazooz
Mzucawwwnn

ram vduoofpllnm-in-lelviwiDeue1nbef3l,2008 s
(l,004,S32)
11,641,936

59
60
61
62
63

"l'!llnrl\l\\1Gnllllrlllml¢l1llirlill

Notlueumshdunv

Anldzhcukhqalldidll
1,004,115 (no s~z f°f\w¢nw¢nuwm=w»1=f>

284,295 (Mm E-2 for\loll\Wuef and Wlstew\ll:r)
65 Less: Bani: Depledartion

Tax Depreciation (l,oao,zz1) (aw above )
(l,uc4,s3z) (no we )

Tvable Income I(las5)CB

69 (146519)
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Rio Rico Utilities - Wastewater Division
Test Year Ended Deoember 31. 2008

Computation ofWorking Capital

Exhibit
Rebuttal Schedule B-5
Page 1
Vwtness: Bourassa

1
2
3
4
5
6
7

Cash Working Capital (1/8 of Allowance
Operation and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Prepaids
Materials & Supplies

80.620

g
10

Total Working Capital Allowance

12
13

Working Capital Requested

15
16

SUPPORTING SCHEDULES
Rebuttal C-1

RECAP SCHEDULES
Rebuttal B-1

Cash Working Capital Detail
Adjusted

Test Year Results

1 .359.386

295.829
91

262.162

65.431

1 g
20
21
22
23
24
25
26
27
28
29
30

Total Operating Expense
Less
Income Tax
Property Tax
Depreciation
Purchased Water
Pumping Power
Allowable Expenses
1/8 of allowable expenses 80.620



Rio Rico Utilities - Wastewater Division
Test Year Ended December31. 2008

Income Statement

Exhibit
Rebuttal Schedule C-1
Page 1
VWtness: Bourassa

Test Year
Adjusted
Results

Rebuttal
Test Year
Adjusted
Results

Proposed Adjusted
with Rate
Increase

1

Adjustment

$
Revenues

Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$ 1,829,726

Increase

$ 1,829,726 $ (133,135) $ 1,696,590

1 .829.976 s 1,829,976 s (133.135) $ 1,696,840
6
7
8

Operating Expenses
$

$

10 17.426 48.005 65.431 65.431

298.008 306.482 306.482

175.196

25.781 25.781 25.781

26.817
12.021

(2,242) 24.575
12.021

24,575
12.021

41

(30,315) 33.772
262.152252.672

33;772
262.162

Salaries and Wages
Purchased Water and WW Treatment
Sludge Removal Expense
Purchased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services - Other
Contractual Services - Legal
Equipment Rental
Rents - Building
Transportation Expenses
Insurance - General Liability
Insurance - Vehicle
Regulatory Commission Expense
Reg.Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation and Amortization
Taxes Other Than Income
Property Taxes
Income Tax

91
295.829

91

308.456
(699)

(12,627) (51 ,389)

32
33
34
35

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense

$ 1,339,300
s 490.676

$
s

20,086 s
(20,086) $

1 ,a59,a86
470_59Q

$
$

(51,389) $
(81,747) $

1,307,997
388,844

40
41
42
43

Total Other Income (Expense)
Net Profit (Loss)

$
$ 490,676 s (20,086) s 470,590 (81,747) s

$
.s 388,844

SUPPORTING SCHEDULES
Rebuttal C-1, page 2

RECAP SCHEDULES
Rebuttal A-1
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Rebuttal Schedule C-2
Page 2
Witness: Bourassa

Depreciation Expense1
2
3

Adjusted
Original PrQDQS€d Depreciation

Expense

636.023
5.945.962

12.720
118.919

1.145.530
55.989

22.911

867.120
504.181

o.oo%
0.00%
0.00%
3.33%
5.00%
2.00%
2.00%
2.00%
2.00%

10.00%
10.00%
2.00%
8.33%
3.33%

12.50%
28.875

188.023

2.50%
006.848 50.342

68.869
110.454

27
28

5.00%
3.33%
6.67%
6.87%

20.00%
20.00%

4.00%
5.00%

10.00%
10_00%
4.00%33

Acct
No.
351
352
353
354
355
360
361
362
363
364
365
366
367
370
371
374
375
380
381
382
389
390

390. 1
391
392
393
394
396
398
398

Description
Organization
Franchises
Land
Structures a Improvements
Power Generation
Collection Sewer Forced
Collection Sewers Gravity
Special Collecting Structures
Customer Services
Flow Measuring Devices
Flow Measuring Installation
Reuse Services
Reuse Meters And Installation
Receiving Wells
Pumping Equipment
Reuse Distribution Reservoirs
Reuse Trans. and Dist. System
Treatment a Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Sewer Plant & Equipment
Office Furniture & Equipment
Computers and Software
Transportation Equipment
Stores Equipment
Tools, Shop And Garage Equip
Laboratory Equip
Communication Equip
Other Tangible Plant
Nogales Capacity

TOTALS

427.000
11 ,829,042 $

3.92% $

463.451

37
38

Less: Amortization of Contributions

$

$ 5.137,673 (201 ,289)

262.162Total Depreciation Expense

Test Year Depreciation Expense

lnerease (decrease) in Depreciation Expense

252.672

40
41
42
43
44
45
46
47
48
49

Adjustment to Revenues and/or Expenses

SUPPORTING SCHEDULE
Rebuttal B-2, page 3



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Adjustment to Revenues andlor Expenses
Adjustment Number 2

Exhibit
Rebuttal Schedule C-2
Page 3
Vlhtness: Bourassa

1 Adjust Property Taxes to ReRect ProposedRevenues

3
4
5
6
7

Adjusted Revenues in year ended 12/31/2008
Adjusted Revenues in year ended 12/31/2008
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2

$

829.976
1 .829.976
1 .696;840
1 _785_597
3.571.195

Construction Work in Progess at 10%
Deduct
Book Value of Transportation Equipment

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

3.571.195
21%

749.951
11.3283%

Property Tax
Plus: Tax on Parcels

84.956

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

Total Property Tax at Proposed Rates
Property Taxes recorded during the test year
Change in property taxes (699)

26 Adjustment to Revenuesand/or Expenses
27

(699)



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Adjustment to Revenues andlor Expenses
Adjustment Number 3

Exhibit
Rebuttal Schedule C-2
Page 4
Witness: Bourassa

Purchased Power1
2
3
4

Reclassify purchased power expense from water division 48.005

increase(decrease) Purchased Power Expense9
10
11
12

Adjustment to Revenue and/or Expense 48.005

14

17
18
19

SUPPORTING SCHEDULE
Staff Schedule GWB-12



Rlo Rico Utilities - Wastewater Division
Test Year Ended DeG6mb6f 31. 2008

Adjustment to Revenues andlor Expenses
Adjustl'l16ht Number 4

Exhibit
Rebuttal Schedule C-2
Page 5
Vvtness: Bourassa

1 Transportation Expense

4 Remove Airlink costs (2,242)

Increase (decrease) in Transportation Expense (2,242)8
9

10
11
12
13
14

Adjustment to Revenue and/or Expense (2,242)



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Rebuttal Schedule C-2
Page 6
Vwtness:Bourassa

1 Bad Debt Expense

4 Normalize Bad Debt Expense (30,315)

7
8
g
10

Increase (decrease) in Purchased Power

Adjustment to Revenue andlor Expense

$

$

(30,315)

(30,315)

12

17
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Adjustment to Revenues andlor Expenses
Adjustment Number 7

Exhibit
Rebuttal Schedule C-2
Page 8
Vwtnessz Bourassa

1 Income Tax Commutation

Test Year Test Year
Adjusted
Results

Adjusted
with Rate
lnclease

7
8
9

10

Taxable Income before Scottsdale Operating S
Plus: Scottsdale Operating Lease
Taxable Income $

Results

799,132

799, 132

s

$

766,419

756,419

$

s

633,284

633,284

Income Before Taxes $ 633,284

Arizona Income Before Taxes 633,284

Less Arizona Income Tax
Rate
Arizona Taxable Income

6.97%

$

$

$

$

$

589,157

44.127Arizona Income Taxes

Federal Income Before Taxes 633.284

Less Arizona Income Taxes

Federal Taxable Income $ 589,157

$
$

13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36

FEDERN. INCOME TAXES
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

8.500 Federal
91.650 Efl*ective
86,413 Tax

38 Federal lncome Taxes

39

s 200,313 31.63%

Total Income Tax s 244,44141
42
43 Overall Tax Rate 38.60%

45 Income Tax at Proposed Rates Effective Rate s 295,829



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31. 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Rebuttal Schedule C~3
Page 1
VWtness: Bourassa

Description
Federal  Income Taxes

Percentage
of

Incremental
Gross

Revenues
31.63%

State Income Taxes 6.97%

NS;
1
2
3
4
5
6

Other Taxes and Expenses 0.00%

38.60%8
9

10
11
12
13
14

Total Tax Percentage

Operating Income % = 100% - Tax Percentage 61.40%

Gross Revenue Conversion Factor
16
17
18
19
20

Operating Income %

SUPPORTING SCHEDULES RECAP SCHEDULES
Rebuttal A-1
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Rio Rico Utilities, Inc. - Wastewater Division
Changes in Representative Rate Schedules

Test Year Ended December 31. 2008

Edlibit
Rebuttal Schedule H-3
Page 2
Witness: Boulassa

M
Present
Rates

15.00
25.00
15.00
25.00

Proposed
Rates

$
$
$
$

Other Service Charges
1 Establishment
2 Establishment (After Hours)
3 Reconnection (Delinquent)
4 Reconnection (Delinquent) After Hours
5 Deposit
6 Deposit Interest
7 Reestablishment (within 12 months)
8 NSF Check
9 Late Payment Penalty
10 Deferred Payment
11 Service Calls - Per Hour/After Hours(a)
12
13

15.00 $
1.5% per month

1.5% per month

15
16 * Per Commission Rule A.A.c. R-14-2-603(B)
17 ** Per CommissionRule A.A.c. R~14-2-503(B)
18 Per Commission Rule A.A.c. R14-2-603(D) - Months off the system times the monthly minimum
19
20 (al No charge for service calls duringnormal working hours

22
23
24
25

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES, USE. AND FRANCHISE
TAX. PER COMMISSION RULE 14-2-608D(5)

28
29

32



Ric Rico Utilities, Inc. - Wastewater Division
Test Year Ended December 31. 2008

Meter and Service Line Charges

Exhibit
Rebuttal Schedule H-3
Page 3
Vwtness: Bourassa

2 Service Line Installation Charqes

Service Line Size
4 Inch
6 Inch
8 Inch
10 Inch
12 Inch

Present
Charge

$ 500.00

Proposed
Charge
At Cost
At Cost
At Cost
At Cost
At Cost

8
9
10
11
12
13
14

800.00
1 .000.00
1,200.00

32
33

N/T = No Tariff



Rio Rico Utilities. Inc. - Wastewater Division
Test Year Ended December 31. 2008

Hook-Up Fees

Exhibit
Rebuttal Schedule H-3
page 4
Witness: Bourassa

2
3
4

Off-site Facilities Hook-up Fee

Present
Charqe

NT

Proposed
Charge

6 Equivalent Residential Unit $

10

NT = No tariff

24
25

' Equivalent Residential Unit is based on 320 gallons per day (god)

28
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Q.

INTRODUCTION

PLEASE. STATE YOUR NAME AND ADDRESS2

3 A. My name is Thomas J. Bourassa. My business address is 139 W, Wood Drive

Phoenix. Arizona 85029

Q. ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?5

6

7

A. On behalf of the applicant, Rio Rico Utilities, Inc. ("RRUI" or the "Company")

Q, ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT

TESTIMONY IN THIS DOCKET?

9

10

Yes, my direct testimony was presented in two volumes. My background

information and qualifications are set forth in the rate base and revenue

requirement volume of my direct testimony

12 Q~ DID YOU ALSO PREPARE REBUTTAL TESTIMONY ON THOSE ISSUES

IN THIS DOCKET?

14 A.

15

16

17

Yes, my rebuttal testimony on rate base, income statement, revenue requirement

and rate design is being filed in a separate volume at the same time as this

testimony

II. SUMMARY OF REBUTTAL TESTIMONY AND THE PROPOSED COST
OF CAPITAL FOR THE COMPANY

20 Q-

A. Summarv of Companv's Rebuttal Recommendation

WHAT IS THE PURPOSE OF THIS VOLUME OF YOUR REBUTTAL

22

TESTIMONY?

I will provide updates of my cost of capital analysis and recommended rate of

return using more recent financial data. I also will provide rebuttal as appropriate

to the direct testimonies of Mr. Manrique on behalf of Staff and the direct

testimony of Mr. Rigsby of RUCO

FENNEMORE CRAIG
PROFESSIONAL CDRPOKATIO)
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1 Q- HOW HAS THE INDICATED RETURN ON EQUITY CHANGED SINCE

THE DIRECT FILING WAS MADE LAST MAY?

3 A. The cost of equity has decreased, as indicated by the Discounted Cash Flow

("DCF") model and the Capital Asset Pricing Model ("CAPM"). The table below

summarizes the results of my updated analysis using those models

10.8%

%

Hifzh

12.2%

15.6%

Midpoint

11.5%

13.0%

Method

Range DCF Constant Growth Estimates

Range of CAPM Estimates

Average of DCF and CAPM midpoint

estimates

Financial Risk Adjustment

Specific Company Risk Premium

10.6%

1.0%

%

10.1% m,

The schedules containing my updated cost of capital analysis are attached to this

rebuttal testimony. Also attached are three exhibits, which are discussed below

Indicated Cost of Equity 13.49

17 Q- PLEASE SUMMARIZE YOUR RECOMMENDED REBUTTAL COST OF

DEBT AND EQUITY, AND YOUR RECOMMENDED REBUTTAL RATE

OF RETURN ON RATE BASE

20

21

22

A.

24

The Company's recommended capital structure consists of 0 percent debt and 100

percent common equity as shown on Rebuttal Schedule D-1. Based on my updated

cost of capital analysis, I am recommending a cost of equity of 11.7 percent. Based

on my 11.7 percent recommended cost of equity, the Colnpany's weighted cost of

capital ("WACC") is 11.7 percent, as shown on Rebuttal Schedule D- 1

ENNEMORE CRAIG
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1 Q. WHY IS YOUR COST OF EQUITY RECQMMENDATIQN LOWER IN

YOUR REBUTTALTHAN IN YOUR DIRECT TESTIMONY?

3 A.

Q-19

20

21

22

A.

24

When I prepared my direct testimony in April 2009, the economy was still in the

midst of a severe recession and a crisis was occurring in the financial markets. The

Dow Jones average had fallen by 38 percent and the S&P 500 dropped by 40

percent in just a couple of months. During this period, there was a "flight to

quality" that led to an increase in the traditional spread between required returns on

Treasury securities and other assets as investors turned away from common stocks

and corporate bonds in favor of tree During the past eight months, both the

economy and the financial markets have improved

Economists now believe the recession ended in the summer of 2009. But

the same economists also project a long, sluggish recovery. As Value Line stated

in October 2009, "the evolving business upturn may be a checkered affair, with a

succession of peaks and valleys along the way. Should [the] uneven recovery

unfold, the stock market might .remain quite volatile."' Value Line continues to

stress this theme as the slow recovery in employment and housing continue to put

pressure on the recovery process, even in light of improvements in consumer

confidence and modest gains in retail and manufacturing

WHAT HAS BEEN THE EFFECT OF THESE CONDITIONS ON YOUR

RECOMMENDED COST OF EQUITY?

As stated, my updated analysis indicates cost of equity is 11.7 percent, which is 70

basis points lower than the 12.4 percent cost of equity I proposed for RRUI in my

direct testimony. The primary reason for the reduction in the cost of equity is a

reduction in the current market risk premium in the CAPM estimate. Previously

26

Value Line Selection and Opinion, October 16, 2009

' Value Line Selection and Opinion, January 15, 2009

ENNEMORE CRAIG
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my cost of equity estimates based on the DCF model and the CAPM ranged from

9.7 percent to 15.1 percent with a mid-point of 12.4 percent after adjustments for

financial risk and Him-specific risks

5 Q.

Summarv of the Recommendations of Staff and RUCO

PLEASE SUMMAR1ZE THE RESPECTIVE RECO1V1MENDAT1ONS OF

STAFF AND RUCO FOR THE RATE OF RETURN ON FAIR VALUE

RATE BASE

8

9

10

A.

14

22

Staff is recommending a capital structure consisting of 0 percent debt and 100

percent equity." Staff detennined a cost of equity of 9.2 percent based on the

average cost of equity produced by its DCF and CAPM models (10.5 percent) and

a 130 basis point downward adjustment for RRUI's lower financial risk as

compared to the publicly traded water utilities in Staflf's sample group." Based on

its 100 percent equity capital structure, Staff determined the WACC for RRUI to be

9.2 percent

RUCO also did not consider firm-specific risks other than financial risk

RUCO determined its recozmnended cost of equity of 9.0 percent based on the

results of its DCF and CAPM methods.°  But RUCO is also recommending a

hypothetical capital structure of 40 percent debt and 60 percent equity.' This

results in an effective overall return on equity of 6.9 percent when RUCO's

fictitious income tax deduction is factored in to the Company's bottom line. This

return is clearly inadequate and does not meet the fair and reasonable standard as

set out in Hope and Blue field

24 See Direct Testimony of Juan C. Manrique ("Manrique Dt.") at 32-33

Id. at 34

See Direct Testimony of William A. Rigsby Dt. ("Rigsby Dt.") at 7

Id

ENNEMORE CRAIG
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1 Q- PLEASE SUMMARIZE THE PARTIES' RESPECTIVE COST OF EQUITY

ESTIMATES

Partv

Staff

10.1%

9.9%

9.71%

CAPM

13.4%

11.0%

6.10%

Average

11 .7%

10.5%

7.90%

As the foregoing shows, RUCO's estimate of the cost of equity, as summarized in

Schedule WAR-1, page 3 of Mr. Rigsby's testimony, is significantly lower than

either the Company or Staff. The primary difference, obviously, is RUCO's

extraordinarily low CAPM estimate, which is lower than RUCO's hypothetical

debt cost (which is itself too low for a small uti l i ty l ike RRUI). Obviously

something is wrong with the methods and inputs selected by Mr. Rigsby

14 Q- BUT THE RECOMMENDATIONS OF STAFF AND Ruco DIFFER

SIGNIFICANTLY FROM THE ESTIMATES PRODUCED BY THE DCF

MODEL AND CAPM MODEL

17

18

19

20

A. Yes. Although Staff has estimated that the average cost of equity for the six

publicly traded water uti l i ties in its sample group is 10.5 percent, Staff's

recommended cost of equity for RRUI is only 9.2 percent. As stated, this disparity

results from Staff's 130 basis point downward adjustment for financial risk based

on the Hamada formula. As discussed below, Staffs financial risk adjustment was

incorrectly calculated and unfairly depresses RRUI's equity return. Moreover

Staff ignored RRUI's other firm-specific risks. As a result, Staff's recommended

equity return for RRUI is unreasonable and should be rejected

RUCO, in contrast, proposes a cost of capital of 9.0 percent, even though

RUCO's models produce a cost of equity of 7.9 percent. This would make sense if

ENNEMORE CRAIG
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RUCO intends to recognize RRUI's smaller size, lack of liquidity and other firm

specific risks. However, no explanation is given by Mr. Rigsby for his higher

4 Q-

recommendation

HOWEVER, RUCO HAS PROPOSED A HYPOTHETICAL CAPITAL

STRUCTURE FOR RRUI, AND THE RESULTING RATE OF RETURN. 7.9

PERCENT, MATCHES MR. RIGSBY'S COST OF EQUITY ESTIMATE

7

8

9

10

A. That is correct. The average of Mr. Rigsby's DCF and CAPM estimates, which are

based on data for large, publicly traded utilities, is 7.9 percent. Mr. Rigsby's

recommended WACC - the weighted average cost of his hypothetical debt, 6.26

percent, and his recommended cost of equity - also happens to be 7.9 percent. It is

apparent that RUCO has manipulated the Company's capital structure in order to

justify use of 7.9 percent as the rate of return. This sleight-of-hand should be seen

by the Commission as an obvious manipulation of models, consistent with RUCO's

results-oriented" rate malting methodologies as noted by this Commission in

Decision No.69164

16 Q MR. BOURASSA, YOU AREN'T DISCOURAGING RUCO FROM

SUGGESTING A HIGHER ROE THAN THEIR MODELS DICTATE. ARE

19

20

A. Absolutely not, but it is hard to take comfort from RUCO making it seem like they

are being generous by offering a higher ROE than their model indicates, when in

fact they are simply being confiscatory and manipulating cost of capital theory. It

is a "wolf in sheep's clothing" approach

26 ° BlackMountain Sewer Corporation,DecisionNo. 69164 (Dec. 5, 2006) at 19-20
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Mr. Rigsby should instead use reasonable comparators, apply the models as

they are meant to be applied, and then make his upward adjustments for company

specific risk as necessary

4 Q- HOW DO THE PARTIES' RECOMMENDATIONS COMPARE TO

OTHER FORECASTS OF COMMON EQUITY RETURNS?

6 A. Value Line, a reputable publication that has been used by all of the parties' cost of

capital witnesses, publishes forecasts of returns on common equity for larger

publicly traded companies, including the three water utilities in RUCO's sample

group. These water utilities are included 'm my sample group and in Staff's sample

group. Value Line (January 22, 2010) projects the following returns on equity for

those utilities

American States Water

Aqua America

California Water

Average

All of these utilities are significantly larger than RRUI. AUS Utility Reports

(January 2010) reports the following information for these utilities (in millions of

dollars)

12.0%

24

Net Plant Revenue

American States Water $959.8 $358.9

Aqua America $2,695.6 $662.5

California Water $754.2 $442.6

Average $1.470 million $488 million

Moreover, these uti l i t ies operate in jurisdictions such as Cali fornia and

Pennsylvania that use projected or partially projected test years, and authorize

surcharges and other cost recovery mechanisms which allow the recovery of

BNNEMORE CRAIG
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increases in costs outside a general rate case. Therefore, they are less risky than

RRUI. These data provide an unbiased indication that the Staff and RUCO

recommendations for RRUI are much too low and should not be adopted by the

Commission

5 111. REBUTTAL TO STAFF'S COST OF CAPITAL ANALYSIS. TESTIMONY
AND RECOMMENDATIONS

8 Q-

A. Staffs Financial Risk Adjustment

PLEASE COMMENT ON STAFF'S RECQMMENDED FINANCIAL RISK

ADJUSTMENT

10

11

12

A.

14

Staff's financial risk adjustment is overstated for two reasons. First, the beta used

in the Hamada formula is the average beta of Staffs sample publicly traded water

utilities. Second, Staffs financial risk adjustment is overstated because Staff uses

book values rather than conceptually correct market values for debt and equity in

calculating the risk adjustment using the Hamada formula. This error overstates

the adjustment

Q- WHY IS THE FIRST REASON PROBLEMATIC?

Because the average beta of the sample water utilities does not reflect the riskiness

of the Company. If RRUI had its own beta, it would have a higher beta than the

sample water utility companies

16

17

18

19

20

21

22

Q- WHY WOULD RRUI HAVE A HIGHER BETA?

Beta measures the volatility, i.e., riskiness, of a security relative to the market as a

whole. RRUI is a r islder investment than any of the sample ut i l i t ies

Consequently, it would have a higher beta than the average of the sample group

24

See Direct Testimony of Thomas J. Bourassa - Cost of Capital ("Bourassa COC Dt.") at 32 and 36-37
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1 Q-

4 A.

Q-6

7

8

9

10

A.

Q-14

15

16

17

A.

SO IF WE HAD A BETA FOR RRUI AND IT WAS INDEED HIGHER,

WHAT IMPACT WOULD THAT HAVE ON STAFF'S HAMADA

CALCULATION?

A higher beta for RRUI would result in a much lower financial risk adjustment

using the Hamada formula

HAVEN'T YOU ALSO PROPOSED A FINANCIAL RISK ADJUSTMENT?

Yes, and in calculating that adjustment, I was forced to use the average betas of the

sample companies." RRUl's stock is not publicly traded and it has no reported

beta. Therefore, like Staff; I had to assume that the average beta of the sample

utilities is RRUI's beta to perform the financial risk adjustment calculation. There

is a significant difference, however - I also propose a company-specific risk

premium, which, to some extent, offsets the potential overstatement of my financial

risk adjustment

WHAT IS THE CONCERN WITH STAFF'S USE OF BOOK VALUES?

Staff used the wrong inputs in unleveling and relevering the average beta of the

sample group. Specifically, Staff used the book values of the sample utilities

capital structures rather than market values. Professor Hamada developed his

equation using market values, recorded book costs.' 1 This is logical given that

the Hamada formula is an extension of the CAPM. which is a market-based model

that does not consider book or accounting data." The eNded component, beta, is

an estimate of a security's risk based on its volatility relative to the market as a

whole. Mr. Manrique admitted this in his testimony." Therefore, it would make

Id. at 36

Effects of the Finn's Capital Structure on Systematic Risk of Common Stock," Journal of Finanee
Vol. 27 No. 2 (May 1972)435-453

See Manrique Dt. at 33 (discussing the Hamada formula)

Id. at 27-28
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no sense to unlevel and reliever the sample group's average beta to account for the

effect of financial leverage using book equity, as Staff has done in this case

Furthermore. numerous authorities state that market values must be used in

estimating the effect of leverage on a security's risk

In short, given that the CAPM's inputs are based on market data, it is

improper to substitute book capital structures, particularly when market capital

structures for the sample utilities can easily be determined based on current stock

prices and the number of shares outstanding

9 Q, HAS STAFF PROVIDED ANY SUPPORT FOR USING' A CAPITAL

A.11

12

13 Q. FINANCIAL RISK ADJUSTMENT

15

16

A.

STRUCTURE BASED ON BOOK VALUES?

No, and I have been unable to find any authority for using book values in the

Hamada formula

WHAT HAVE YOU COMPUTED

USING STAFF'S MODELS AND MARKET VALUES?

I computed a downward financial risk adjustment of 90 basis points - 40 basis

points lower than the 130 basis points recommended by Staff. I used the market

value of equity for the publicly traded water utilities, which I computed using

current market-to-book ratios. For debt. I used the book value of debt as the

market value. According to Dr. Morin, this is an appropriate assumption." To

compute the market value of RRUI's equity, I used the market value of RRUI's

equity using the average market-to-book ratio of the sample publicly traded utility

See, e.g., Roger A. Morin, New Regulatory Finance 223-24 (Public Utility Reports, Inc. 2006)
("Morin"); Richard A. Brealey, Stewart C. Myers and Franldin Allen, Princqzles of Corporate Finance
516-20 McGraw Hil l f l rwin 8th ed. 2006); Tim Koller, Marc Goedhart and David Wessels, Valuation
Measuring and Managing the Value of Companies 312-13 (John Wiley & Sons, Inc. 4th ed. 2005)
Shannon, P. Pratt, Cost of Capital - Estimations and Applications 83-85 (John Wiley & Sons 2nd ed
2002)

Morin, supra at 224

ENNEMORE CRAIG
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4 Q- WHAT DO YOU

MR. BOURASSA??

companies. Using the correct financial risk adjustment of 90 basis points and

Staffs unadjusted cost of equity of 10.5 percent, the result would be no less than

9.6 percent - 40 basis points higher than the 9.2 percent Staff recommends

ME A N " NO LESS" T H A N 9.6 PERCENT

6 A. We still have to account for the problem with using the average beta of the sample

water utilities, which I discussed above. RRUI's small size compared to those

sample companies taints the use of the average beta in the first place

Q, HOW SHOULD THIS SECOND CONCERN BE ADDRESSED?9

10

11

12

A.

14

By taldng into account the higher risk of RRUI due to its small size relative to the

sample companies. If Staff is going to make a financial risk adjustment for

differences in the capital structures between Staff's proxy group and RRUI, it

should also consider a smal l  f i rm risk premium to account for f i rm size

differences." It is simple economics that investors require higher returns on small

company stocks like RRUI as compared to large company stocks like Aqua

America and American States Water. Mr. Manrique admits that smaller firms are

more risky than larger firms." Thus, an additional risk premium should be

authorized to ensure that RRUI's additional investment risk is taken into account

19 Q- HOW DID YOU ACCOUNT FOR ADDITIONAL RISK THIS IN YOUR

21

22

23

24

A.

ANALYSIS?

As I stated earlier, my downward financial risk adjustment is offset by an upward

small company risk adjustment. This compensates for the use of an overstated beta

in estimating RRUI's equity cost. As a result, my net downward adjustment to the

Bourassa COC Dt. at 37-38

Manrique Dr. at 42

ENNEMORE CRAIG
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cost of equity is 50 basis points (a downward adjustment of 100 basis points for

financial risk and an upward adjustment of 50 basis points for firm size)

I should emphasize that the small company risk premiums as reported by

Morningstar are risk premiums not explained by the higher betas for small

companies. Frankly, given RRUI's small size, limited customer base, lack of

diversification, lack of l iquidity and other factors, there should not be any

downward adjustment for financial risk. So, my net downward adjustment of 50

basis points is likely overstated. Clearly, the evidence doesn't support a downward

adjustment to RRUI's cost of equity that is greater than 50 basis points

11 Q-

B. Firm Specific Risk

IS MR. MANRIQUE CORRECT THAT PRIOR COMMISSION

DECISIONS NOT FIND A FIRM SIZE PHENOMENON FOR

REGULATED UTILITIES?

DID

14 A. Yes, Mr. Manrique is correct, although I do not believe the issue has come up in

the context of the appropriateness of a downward adjustment for financial risk

where the failure to consider the impact of size on investment risk is exacerbated

Moreover, the Commission's failure to recognize that small firms are rislder than

large firms, despite an abundance of empirical financial evidence indicating

otherwise, is another reason why it is more risky for smaller utilities to do business

in Arizona

Putting that aside, there are many reasons why smaller utilities are more

risky than larger utilities. I have discussed these reasons extensively in my direct

testimony and will not repeat that testimony here."' The simple fact is that a

rational investor is not going to view an equity investment in RRUI as having the

Bourassa~COC Dt. at 15-21
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11 Q,

same risk as the purchase of publicly traded stock in a substantially larger utility

such as Aqua America, American States Water or California Water Service

However, I would add that an investment in the stock of a publicly traded

utility is much more liquid than an investment in RRUI. If investors are unhappy

with the return provided by a publicly traded stock they can sell the stock within

minutes. On the contrary, an investment in RRUI does not provide the same level

of liquidity. This lack of liquidity creates additional investment risk. The bottom

line is that if the differences in risk between small utilities like RRUI and the large

publicly traded water utilities used to estimate the cost of equity are ignored

RRUI's equity cost will be understated and unreasonable

FIRM RISKS AS WELL ASDO INVESTORS CONSIDER SMALL

REGULATORY RISKS?

13. A.

14

Of course. Contrary to Mr. Manrique's assertions, the investment related to such

factors as firm size and Arizona's regulatory environment are important to

investors. These risks are not captured by the market data of the water utility proxy

group Staff uses to estimate the cost of equity for RRUI. None of the utilities in

Staffs water proxy group are of comparable size to RRUI.

small fraction of the size of the water utilities in Staff's proxy group. And none of

the water utilities in Staffs water proxy group operate exclusively in Arizona and

are subject to this jurisdiction's regulatory requirements and policies

" In fact, RRUI is but a

Q- IS THERE A WAY TO PRECISELY QUANTIFY THE EFFECT OF THESE

ADDITIONAL RISKS ON THE RETURN REQUIRED BY AN INVESTOR?

21

22

23

24

A. No. But that does not justify ignoring the differences between the sample utilities

and RRUI, as Staff proposes

Bourassa COC Dr. at 16

Id. at 16-22
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1 Q- HOW DO YOU RESPOND TO MR. MANRIQUE'S ASSERTION THAT

THE ARIZONA REGULATORY ENVIRONMENT IS NO LESS

FAVORABLE THAN THE REGULATORY ENVIRONMENTS FACED BY

5 A.

12.Q.
CONSIDER

15

16

A.

THE SAMPLE UTILITIES?

I disagree with him. Mr. Manrique testifies that the regulatory environment in

Arizona has many "attractive attributes," including the use of a fair value rate base

("FVRB"), the ability to seek accotuiting orders, the recognition of known and

measurable changes, the wide use of hook-up fees, and regulatory responsiveness

such as the approval of arsenic recovery mechanisms and arsenic remedial

surcharge mechanisms." I will address each of the alleged "attractive attributes

Mr. Manrique has idendtied

PLEASE START WITH FAIR VALUE RATE BASE. DO INVESTORS

ARIZONA'S USE OF FAIR VALUE RATE BASE AN

ATTRACTIVE ATTRIBUTE OF INVESTING IN ARIZONA?

To my lmowledge, investors do not. This is because the Commission does not

recognize the increased value when the utility'sFVRB is higher than the original

cost rate base. This makes fair value meaningless. And while I appreciate that

Mr. Manrique is very new to Arizona rate malting, Staff should know the history

better. Twill provide some background

In the past, when Arizona utilities filed rate cases with a FVRB that was

higher than original cost, the Commission authorized an operating income that was

equivalent to applying the weighted average cost of capital ("WACC") to original

cost rate base. This became known as the "backing-in method" because the

Cormnission simply took the operating income produced by applying the WACC to
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Q-7

8

9

10

11

12

A.

14

17 Q,

19

20

A.

the original cost rate base, divided it by the FVRB and came up with what it called

the "fair value rate of return." In short, the bacldng-in method rendered the use of

a FVRB meaningless because the return on rate base did not change whether fair

value or original cost was used. Then, the backing-in method was challenged by

Chaparral City Water Company and found by the Arizona Court of Appeals to be

unconstitutional

DIDN'T THE COURT'S FINDING TURN THE USE OF FAIR VALUE

INTO AN ATTRACTIVE ATTRIBUTE OF ARIZONA REGULATION FOR

INVESTORS?

No. On remand from the Court of Appeals the Commission set a new revenue

requirement that produced operating income that was about $7,400 higher than the

original decision." In other words, despite the fact that the FVRB in Chaparral

City's rate case was $3.3 million higher than its original cost rate base, the

Commission granted a return of 0.22 percent on the additional value. No investor

will view a regulatory body that authorizes a 0.22 percent return on more than

$3 million dollars of plant as "attractive

HAVE THERE BEEN ANY SUBSEQUENT PROCEEDINGS IN THE

CHAPARRAL CITY CASE?

Yes. For one thing, the Commission's remand decision was appealed, in fact, it

was argued before the Court of Appeals in January." Also, in a more recent

Chaparral City rate case," the Coxmnission provided approximately $150,000 more

operating income by use of a FVRB than would have been provided by applying

24

26
LJ

Chaparral City Water Co. v. Ariz. Corp. Comm 'n, No. 1 CA-CC 05-002 (Feb. 13, 2007)

See Chaparral City Water Company, Decision No. 70441 (July 28, 2008)

Chaparral City Water Co. v. Ariz. Corp. Comm 'n,No. 1 CA-CC 08-002 (argued January 12, 2010)

Chaparral City Water Company,DecisionNo. 71308 (October 1, 2009)
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the WACC to OCRB. As a result, despite the fact that FVRB was more than

$5.4 million higher than OCRB, the Company received a return of about

2.8 percent on the additional value of its investment. This decision is also on

appeal. Meanwhile, Arizona's use of fair value is not an attractive attribute of

utility regulation in the state

6 Q- ARE ACCOUNTING ORDERS AN "ATTRACTIVE ATTRIBUTE" OF

REGULATICN IN ARIZONA?

8

9

10

A.

Q-13

14

15

16

A.

19

No. I am not aware that regulatory mechanisms similar to accounting orders are

not available to any of the sample water utilities in the regulatory jurisdictions in

which they operate. Therefore, accounting orders do not make Arizona attractive

to investors relative to other investments. Besides, the nature of accounting orders

limits their attractiveness

WHAT DO YOU MEAN?

In Arizona, accounting orders are narrowly tailored for specific circumstances and

generally only allow utilities to track certain, specified costs. No rate recovery is

authorized or assured. Rather, accounting orders issued by this Commission

postpone consideration of any cost recovery until a future rate case. In fact, the

uncertainty inherent in an accounting order is illustrated in the pending rate case

for RRUI's affiliate, LPSCO, where Staff opposes recovery of costs incurred

pursuant to a recent Commission-issued accounting order

22

24

25

26

See Direct Testimony of Jewelery M. Michlik (water division), filed November 4, 2009 in Docket Nos
W-01428A-09-0103, W-01427A-09-0104, W-G1427A-09-0116 and W-01427A-09-0120 (consolidated), at
12-14. Staff is recommending denial of recovery of costs related to the potential contamination of its
water supply due to the proximity of a federally designated superfix site in the current rate case, although

Staff has suggested consideration in a future rate case
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1 Q- WHAT ABOUT THE RECOGNITION OF "KNOWN AND

3 A.

MEASURABLE" CHANGES?

Again, this is not a regulatory attribute unique to Arizona. In fact, I am not aware

of any jurisdictions that utilize an historic test year where adjustments based on

known and measurable changes cannot be made to either the test year rate base or

to test year revenue and 'expenses 'm order to make the test year a more "normal

representation of the costs of service during the period in which the rates will be in

effect. Arguably, the failure to allow such changes would be unlawful

In contrast, California, in which three of the six sample water companies

(American States, California Water, and SJW Corp.) primarily operate, uses future

test years in setting rates. Under that state's rate making system, future expenses

can be increased to reflectexpectedchanges including projected inflation, revenues

can be adjusted to reflect expected future erosion of revenues from water

conservation, and future expected capital investment can be recognized in rate

base. This regulatory approach is more attractive to investors than the recognition

of known and measurable changes, which is common

Moreover, California allows adjuster mechanisms that permit utilities to

recover increases in purchased power and purchased water costs due to increases in

rates charged by power and water providers. More recently, in connection with

implementing conservation-oriented rate structures, California has authorized water

revenue adjustment mechanisms to be implemented in order to offset revenue

erosion due to conservation. In some cases. California allows utilities to file for

adjustment mechanisms when unexpected significant capital investment has to be

made. By allowing revenues to change between rate cases to match mown

increases in investment and operating expenses, utilities are given a reasonable

chance to earn their authorized return
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In contrast, in Arizona, adjuster mechanisms for purchased water have been

uniformly opposed by Staff and RUCO over the past decade, and they have been

denied by the Commission." And, I don't believe that I have ever seen a revenue

conservation adjustment adopted by the Commission for an Arizona water utility

with inverted-tier rates designed to encourage water conservation

6 Q- DIDN'T THE COMMISSION PROVIDE ARSENIC COST RECOVERY

8

9

10

A.

14

19 Q-

21

22

A.

MECHANISMS IN THE PAST?

To some extent. But generally, these mechanisms have only allowed for recovery

of debt service costs not capital and depreciation. That was beneficial, particularly

for utilities that could not provide cash flow for the debt service without this

mechanism in place. However, these mechanisms did not include recovery of

increases in operating and maintenance costs associated with die arsenic facilities

And the Commission has made it clear that such mechanisms were special cases

intended to address extraordinary circumstances, and their approval did not

establish a precedent for adjuster mechanisms in general. Thus, while approval of

the ACRMs was certainly helpful to the water utilities that obtained them, they do

not make Arizona's regulatory environment more attractive to investors than other

jurisdictions, which routinely authorize cost recovery mechanisms

ARE THERE ANY OTHER "ATTRACTIVE ATTRIBUTES" THAT MAKE

OTHER .jURISDICTIONS ATTRACTIVE RELATIVE TO ARIZONA?

Yes. For instance, as I discussed in my direct testimony, in many states in which

Aqua America operates, utilities are permitted to implement surcharges to recover

additional depreciation and capital costs outside the context of a rate case Aqua

24

See, e.g. Chaparral City Water Company, Decision No. 68176 (September 30, 2005), Arizona Water
Company (Eastern Group), Decision No. 66849 (March 19, 2004)

Bourassa COC Dt. at21
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12 Q~ THAT SUPPORT YOUROF

THAT IS

15

16

A.

America also operates in jurisdictions that allow utilities to implement rates before

a final decision in a rate ease In addition, in certain states in which Aqua

America operates, utilities are allowed surcharges to reflect changes in certain costs

until such time as the costs are incorporated into base rates." Pennsylvania allows

water utilities to collect a distribution system improvement charge ("DISC") for the

replacement of mains, storage tanks and other distribution system infrastructure

Similarly, Middlesex operates utilities in Delaware, which also allows for the

implementation of a DISC for the recovery of depreciation and capital costs outside

the context of a rate case. Delaware also allows plant expected to be constructed

within three years from the end of the test period to be included in rate base. These

attributes are attractive to investors. and none of them are available in Arizona

ARE YOU AWARE ANY STUDIES

TESTIMONY ARIZONA NOT AN ATTRACTIVE

REGULATORYENVIRONMENT?

Yes. Standard and Poor's, for example, issued a report in November 2008 that

ranked Arizona among the least credit supportive regulatory enviromnents

Investors do recognize the overall effect of the unfavorable regulatory environment

here in Arizona. Again, this is why Liberty Water's utilities in Arizona are having

a hard time competing for capital with utilities in other states19

20

22

24

26
Assessing U.S. Utility Regulatory Environments, Rating Directs, Standard and Poor's (November 7

2008)
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1 Q- BUT LIBERTY WATER WASN'T FORCED TO BUY RRUI AND THE

OTHER UTILITIES IT OWNS IN ARIZONA. WAS IT?

3 A. No. But that isn't the point. We are attempting to develop a fair and reasonable

return on invested capital and, ultimately, rate of return on rate base. The

Commission has broad discretion, and may choose to use historic test years with

limited out-of-period adjustments, refuse to approve adjuster mechanisms for water

and wastewater utilities, and impose inverted-tier water rates without considering

the impact on the utility's revenues. But if it chooses to adopt these policies, it

cannot also ignore the impact on investment risk. The criteria established by the

SupremeCourt in decisions such as Blue field Water Works apply in Arizona too

12 Q,

C. Risks Associated with Advances and Contributions

MR. MANRIQUE ALSO TESTIFIES THAT ADVANCES AND

CONTRIBUTIONS REDUCE A UTILITY'S RISK. HOW DO YOU

RESPOND TO THAT ASSERTION?

15

16

17

A.

22

24

I agree with Mr. Mandque that plant financed with AIAC and CIAC can provide

benefits through access to zero-cost capital. This may eliminate the need to go into

the capital markets to raise additional capital. As I stated, this is why many smaller

utilities have higher proportions of these zero-cost capital sources But this has

nothing to do with an equity investor's risk. The investor is concerned about

eating a fair return on the funds he has invested

Moreover, there are disadvantages to AIAC and CIAC. For example, a high

percentage of zero-cost capital in a utility's capital structure is detrimental to the

long-term cash flows of the Company because (1) the utility is not allowed to am

a return on plant financed with AIAC and CIAC, and (2) the utility is not allowed

Bourassa COC Dr. at 18
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7 Q- THE TO MAINTAIN PLANT

9

10

A.

to recover depreciation on plant financed with CIAC. Keep in mind that plant

financed with AIAC and CIAC must be maintained and eventually has to be

replaced. Further, advances have to be refunded, diverting the utility's cash flow

Together, these factors place additional stress on earnings, which increases risk to

the Company as the eventual plant replacements will require the Company to raise

additional capital to fund the replacements

BUT AREN'T COSTS INCLUDED IN

RATES, AS SUGGESTED BY MR. MANRIQUE?

Not necessarily. Recovery of the level of expenses included in rates for

maintenance and repair expenses is not guaranteed. Further, significant emergency

repairs that are not contemplated in the level approved in a rate case are not

recovered, and are often characterized as non-recurring. In addition, capitalized

repairs are not recovered between rate cases

14

15 Q-

D. Rebuttal to StafPs Criticisms of Analvsts' Estimates of Growth

MR. MANRIQUE CRITICIZES YOU FOR GIVING MORE WEIGHT TO

ANALYSTS' ESTIMATES THAN TO HISTORICAL GROWTH RATES

HOW DO YOU RESPOND?

18

19

20

A.

22

First, it is important to note that Mr. Manrique does not reject analyst estimates of

growth, he just disagrees with the amount of weight I gave these estimates." Staff

gives 50 percent weight to analysts' estimates and 50 percent weight to historical

growth data. So the dispute between Mr. Manrique and me comes down to

something between 50 percent and my "greater" emphasis. In my direct testimony

I explained why weight greater than 50 percent should be given to analysts

estimates24

Manrique Dt. at 35

Bourassa COC Dt. at 26-29
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1 Q- WHAT ABOUT MR. MANRIQUE'S ASSERTION THAT ANALYSTS

ESTIMATES ARE "OVERLY OPTI1VHSTIC"?

3 A. First, Ireferback to my direct testimony at pages 28 to 29. Gordon, Gordon, and

Gould conducted a study and found analyst forecasts of growthoutperformedthree

measures of historical growth. They explain that this result should be expected

because analysts would consider historical data in malting future projections. Now

Mr. Manrique characterizes the study as merely an "article" that "describes more

generally the methods exclusively using analysts' forecasts are 'popular and

attractive models', but the article does not support the conclusion that these

forecasts should be used alone The authors' own words undermine

Mr.Manrique's characterization, as well demonstrating his lack of expertise and

dependence on Staff's off-the-shelf methodologies. In their own formal study, the

authors concluded

We have compared the accuracy of four methods for
estimating the growth component o the discounted cash flow
yield on a share: £ast growth in earnings (KEGR), past

oath in divider (KDGR), retention growth rate

our utility
and KEGR following in

and with KEGR a distant ft

, past
KBRG), and forecasts of growth
. RG) For m¥88 of
performed well, withKBRG, GR
that order.

b security analysts
shares, KFRG

the
surprise

by KFRG should come as no
but

22

Before closing, we have three observations to make. First
superior performance

All our estimates of growth rely upon past data,
in the case of KFRG a larger body o past ate is used
filtered through a group of security analysts who adjust for
abnormalities that are not const red relevant for future
growth

As I have tesdlied, to the extent that past results provide useful indications of

future growth prospects, analysts' forecasts of growth would already incorporate
24

26

Manrique Dr. at 37

David A. Gordon, Myron J. Gordon and Lawrence I. Gould, "Choice Among Methods of Estimating
Share Yield,"Journal ofPor§folio Management (Spring 1989)50-55
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that information." In addition, a stock's current price already reflects known

historic information on that company, including its past dividend and earnings

history." If investors rely on analysts' growth rate forecasts, those are the relevant

forecasts for detennining equity costs

In summary, Mr. Manrique offers no quantitative or conceptual argument to

rebut Gordon, Gordon, and Gould, and offers no evidence that any of the measures

of past growth he has used - historical EPS, historical DPS, historical sustainable

growth - provides a better forecast of fume growth for utilities than analysts

estimates of growth. Mr. Manrique is using Staff's inputs into the DCF model

mechanically and without considering the reasons for using those inputs

Unfortunately, Staff's inputs gives less weight to the best estimate of future growth

in order to drive down the cost of equity

13 Q- DOESN'T MR. MANRIQUE'S TEST1MONY ON PAGE 38 REFERENCING

PROFESSOR GORDON'S REMARKS AT THE 30111 ANNUAL FORUM OF

THE SOCIETY OF UTILITY AND REGULATORY FINANCIAL

ANALYSTS CONTRADICT WHAT THE AUTHORS HAVE

CONCLUDED?

18

19

20

A.

22

No. For starters. we don't know the context in which Professor Gordon made his

remarks. Further, in the quoted remarks, Professor Gordon does not say anything

about past growth rates. There is no guidance on which past growth rates (EPS

DPS, or book value) should be used, if any, or what weight past growth rates

should be given when estimating the growth rate in the DCF model." That is the

issue. Mr. Manrique agrees that "Professor Gordon would temper the typically

24

26

Bourassa COC Dr. at 28-29

I d

39 Staff has not provided Professor Gordon's complete remarks in their work papers
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higher analysts' growth rates with the typically lower GNP growth rate

sure Mr. Manrique would also agree that I have tempered my estimate by

considering past growth rates that are well below the long-term GNP (or GDP)

growth rate." So, having tempered the analysts' growth rates I employ with a

lower historical growth rate," my estimate is still significantly greater than Staff" s

This is the result of Staff's models being heavily weighted on low historical growth

rates, which drives down the cost of equity

8 Q- DOES MR. MANRIQUE STATE THAT INVESTORS RELY ON ANALYST

10

11

12

A.

14

16 Q- DO YOU FURTHER REBUTTAL TO MR. MANRIQUE'S

18

19

20

A.

ESTIMATES?

Yes."l°  He also states that investors rely "to some extent on past growth as well

That is true, but he does not demonstrate the extent to which investors rely on past

growth rates - he simply states that they are considered. Again, if analysts

estimates already consider past growth, then Staff vastly overstates the impact of

past growth rates in its DCF model. It is, basically, a type of "double-counting

that produces extremely low results

HAVE

"OVERLY OPTIMISTIC" TEsTnv1ony?

Yes. For my second specific response to the assertion that analysts' estimates are

overly optimistic," I point to Value Line. Value Line is in the business of selling

information to investors, and all of the parties have relied on Value Line in their

22

24

Manrique Dt. at 38

See Rebuttal Schedule D.4-4, column 5. The average of historical growth rates is 5.89%. The long-term
GDP growth rate is 6.7% as shown on Staff's Schedule JCM-9

See Rebuttal Schedule D.4-4, column 6, average of historical growth rates and analyst estimates is
7.25%. The DCF result using the 7.25% produces an indicated cost of equity of 10.8% as shown on
Rebuttal Schedule D-4.8, line 8. Compare this to Staffs constant growth DCF result of 9.4% as shown on
Staff Schedule JSM-3

Manrique at Dr. 39
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cost of equity estimates. Value Line has every incentive to provide accurate

forecasts to encourage investors to continue to subscribe to its publications. Value

Line does not sell stock and has no incentive to bias upward its buy/sell

recommendations and estimates of future growth. Zacks and Morningstar provide

similar investment services. Neither markets stock - they sell information, which

won't be purchased if it is inaccurate or biased. Yahoo Finance is a tree service

but it does not earn commissions from the sales of stock. In sum, Mr. Manrique's

testimony is simply wrong. None of these services have any reason to provide

inaccurate information to its users

10 Q- DO YOU HAVE ANY FURTHER COMMENTS ON THE TOPIC OF

STAFF'S DCF GROWTH ESTIMATES, MR. BOURASSA?

12

13

14

A.

17

20

22
analysts exert a strong influence

24

Yes. I am attaching a copy of a document fi led with the publ ic uti l i t ies

commission in a 2005 Cali fornia rate case to this volume of my rebuttal

testimony.44 This document was prepared by Mr. Gary Hayes, a witness for San

Diego and Electric Company. It lists a number of sources that further contradict

Mr. Manrique's claim that analysts typically make upwardly biased forecasts of

growth

Additionally, to further support the use of analyst forecasts of growth, Dr

Morin states

Because of the dominance of institutional investors and their
influence on individual investors, analysts' forecasts of long
run growth rates provide a sound basis for estimating required
returns. Financia on the
expectations of many investors who do not possess the

The accuracy of these forecasts in
, turn out to be correct is not at issue here,

v  e t  d id held expectations.
typical  an or

resources to make their own forecasts, that is, they are a cause
of g. the sense of whether
Rh as long as they

As long as the forecasts are
influential in that they are consistent with

Exhibit TJB-COC-RB1
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current stock price levels, they are relevant. The use of
analysts' forecasts in the DCF model is sometimes denounced

. (grounds that it is difficult to forecast earnings. and
divider s for only one year, let alone for longer time periods
This objection is unfounded, however, because it is present
investor expectations that are being priced; it is the consensus

recast that is embedded in price and thereforejn required
return, and not the jitture as it will turn out tobe

Myron Gordon, the "father" of the standard regulatory version of the DCF

model utilized by Mr. Manrique and myself in the instant case, has also recognized

the significance of analysts' forecasts of growth in EPS in a speech he gave in

March 1990 before the Institute for Quantitative Research and Finance. He said

stocks.

not as elegant as Eq_ (4),
appeal. It_says that investors buy earning
pay for a
the

We have seen that earnings and growth estimates by security
analysts were found by Malkiel and Craig to be superior to
data obtained from financial statements for the explanation of
variation in price among common Estimates by
security analysts available from sources such as IBES are far
superior to the data available to Malldel and Craig. Eq (7) is

but it has a good deal more intuitive
s, but what they will

ar of earning increases with the extent to which
earnings are reflected in the dividend or in appreciation

through growth

Professor Gordon recognized that total return is largely affected by the terminal

price, which is mostly affected by earnings (hence the use

price/earnings multiples in evaluating stock prices)

common of

As noted by Dr. Gordon, studies performed by Craig and Malldel

demonstrate that analysts' forecasts are superior to historical growth rate

extrapolations. These studies show that

Efficient market hypotheses suggest that valuation should reflect the
information availer e to investors. Insofar as analysts' forecasts are
more precise than other types we should therefore expect their
differences from other measures to be reflected in the market. It is
therefore noteworthy that our regression results do support the
hypothesis that analysts' forecasts are needed even when calculated

Morin at 298 (emphasis added)

Gordon, Myron J., "Pricing of Common Stocks", Seminar (March 27, 1990) at 12-13
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growth rates are available. As we noted when we described the data
security analysts do not
their evaluations of companies
were disti l led from careful examination of
companies'
be subject,
analysts could glean from the
sources. It is erefore
found to be so much more relevant to the valuation th
simpler and more "objective" alternatives that we tried

Vander Weise and Carleton further note

use Sim Le mechanical methods to obtain
e growth-rate figures we obtained

al aspects
records, evaluation of contingencies to which they might
and whatever information about their prospects the

companies themselves of from other
notable that the results of their efforts are

the various

of the

O]ur studies affirm the superiority of analyst's forecasts over simple
stoical growth extrapolations in the stock price formation process

Indirectly, this finding lends support to the use of valuation models
whose input includes expected growth rates

10 Q, THAT'S A LOT OF EXPERT COMMENTARY, BUT WHAT DOES IT ALL

12

13

14

A.

MEAN IN THIS CASE?

It means that the level of accuracy of analysts' forecasts is an after-the-fact

evaluation with little relevance to the issues at hand here. What really matters is

that analysts' forecasts strongly influence investors and hence the market prices

investors are willing to pay for stocks. Therefore, they should play a prominent

role in a proper equity cost detennination. Staff, however, has failed to give these

forecasts sufficient weight in its analysis. Even Mr. Dre ran, who Mr. Manrique

relies on. admits that

We have also seen that in spite of high error rates being
recognized for decades, neither analysts nor investors who
religr8us1y depend on themhave altered their methods in any

24

John G. Craig and Burton G. Malkiel, "Expectations and the Structurelof Share Prices" National
Bureau of Economic Research (University of ChicagoPress, 1982) Chapter 4

James H. Vander Weide and Willard T. Carleton, "Investor Growth Expectations: Analysts vs

History" (The Journal ofPor#olio Management,Spring 1988) 78-82

19;)8&Vid Dre ran, Contrarian Investment Strategies: The Next Generation .115-116 (Simon & Schuster
, )26
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This is my point. If investors rely on analysts' growth rate forecasts, those

forecasts should be used to determine the cost of equity, proportionate to investor

reliance, not in a manner that depresses the import of that reliance. Analysts

growth rates influence the prices investors will pay for stocks and thus impact the

dividend yields. The dividend yields change until the sum of the dividend yield

plus the growth rate equals investors' perceived cost of equity. Had the growth

forecasts been lower - as Mr. Mamique suggests they should be - the stock prices

would be lower and dividend yields would be higher, but there would not

necessarily be any difference in the ultimate estimate of the cost of equity

10 Q- HOW DO YOU RESPOND TO MR. MANRIQUE'S REFERENCE TO

PROFESSOR JEREMY SIEGEL?

12

13

14

A. Mr. Mann'que's reliance on the quote from Jeremy Siegel that "dividends and not

earnings are meaningful" is puzzling." The DCF model assumes, among other

things, that a firm will have a stable dividend payout policy and a stable return on

the book value of its stock. Thus, it is assumed that the stock's price, its book

value, dividends paid, and earnings all grow at the same rate. While it is

appropriate to make such assumptions for forecasting purposes, these assumptions

are frequently violated when examining historical data. As it turns out, the

historical growth in the stock price, book value, dividends, and earnings for the

water utility industry has not been the same." Estimates of long-term growth rates

should take this into account. Furthermore, I have not used earnings in my DCF

model, Iused earnings growth as a proxy for growth. Earnings generate the funds

used to pay dividends. Growth in earnings provides more cash flows from which

dividends are paid. As a consequence, earnings growth is obviously extremely

Manrique Dt. at 39

See Rebuttal Schedule D.4-3 and Rebuttal Schedule D.4-4
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important to investors, and is therefore an entirely appropriate proxy for growth in

the DCF model

Of course, I'd also note that I don't disagree with Professor Siegel that the

price of a stock is always equal to the present value of all future cash flows. I am

sure Professor Siegel would agree that future cash flows would not only include

dividends but the future sales price of the stock. The Market Price version of the

DCF model measures precisely that. I described the Market Price version of the

DCF model in my direct and will not repeat that testimony here." A 5-year Market

Price DCF model for the sample publicly traded utility stocks would indicate a cost

of equity of 11 .7 percent

11 Q- HAVE YOU PREPARED AN EXHIBIT ILLUSTRATING THE MARKET

PRICE DCF FOR THE WATER UTILITY SAMPLE?

13

14

Yes." I have included a Market Price DCF computation for the sample publicly

traded water utilities using 5-year historical dividend growth and 5-year historical

stock price growth. Again, the average result is 11.7 percent (11.8 percent

median), which compares far more favorably to my cost of equity estimate of 11.7

percent than to Staff's cost of equity estimate of 10.5 percent

18 Q, DO YOU HAVE ANY FURTHER RESPONSE TO MR.MANRIQUE

REGARDING THE ISSUE OF USING ANALYSTS' FORECASTS AND

THE APPROPRIATE WEIGHT THEY SHOULD BE GIVEN?

21

22

A.

24

Yes, I have one more cormnent. I find Mr. Manrique's reliance on a quotation

from Dr. Burton G. Malkiel somewhat confusing. Dr. Malkiel is the Chemical

Bank Chairman's Professor of Economics at Princeton University and author of the

widely read national bestseller book on investing entitled, "A Random Walk Down

Bourassa COC Dt. at 25-26
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Wall Street." Mr. Manrique quotes Dr. Malldel's apparent criticism of analysts

estimates. Yet, in November 2002. Professor Malldel affirmed his belief in the

superiority of analysts' earnings forecasts when he testified before the South

Carolina PUC

With all the publicity given to tainted analysts' forecasts and
investigations instituted by the New York Attorney General
the National Association of Securities Dealers, and the
Securities & Exchange Commission, I believe the upward
bias that existed in the late 1990s has indeed diminished. In
summary, I believe that current analysts' forecasts are more
reliable than they were during the ate 1990s. Ilzerefore.
anal sts'  forecasts remain the proper "tool to use in
pe1j'8rming a Gordon Model DCF analysis

I  bel ieve that Dr. Mal ldel 's testimony should el iminate any

disagreement on this issue

13 Q-

E. Rebuttal to Remaining Staffs Criticisms of RRUI DCF Analvsis

PLEASE RESPOND TO MR, MANRIQUE'S TESTIMONY ON PAGE 40

REGARDING YOUR USE OF A 5-YEAR TIME PERIOD TO MEASURE

HISTORICAL GROWTH RATES

16 A. Mr. Manrique criticizes my use of 5 years of historical data to estimate growth. I

can provide similar criticism of Mr. Manrique's decision to use 10 years of

historical data. I believe a 5-year historical time period is more appropriate

because it includes one recent period of economic expansion and one period of

economic recession. A 10-year period includes one period of economic expansion

and two periods of economic recession. In my opinion, a 10-year period biases the

growth rate downward as a result. Regardless of the time period, past growth rates

may be misleading because past growth rates may reflect changes in relevant

variables that may not be expected to continue in the future. Value Line reports

26
See Rebuttal Testimony of Dr. Burton G. Malkiel, filed November 12, 2002 in Docket No. 2002-223-E

at 16-17 (emphasis added)
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both 5- and 10-year historical growth in earnings, dividends, book value, cash flow

and revenues. Long-term analysts' forecasts are reported for 5-year periods. This

information would not be reported unless it represented value to investors, whether

for informational, forecasting, or analytical purposes

5 Iv. REBUTTAL TO RUCO'S COST OF CAPITAL ANALYSIS. TESTIMONY
AND RECOMMENDATIONS

8 Q- GROUP DIFFERENT THAN THE

10

11

12

A.

14 Q.

16

17

A.

24

A. Proxies Used to Develop Cost of Equitv

I S M R .  R I G S B Y ' S S A M P L E

C O M P A N Y ' S  A N D STAFF'S  SAMPLE?

Yes. Mr. Rigsby uses four publicly traded water utilities. He used the three largest

water utilities out of the six water utilities that I have used. the same ones Staff

typically uses when performing its cost of capital analysis. Mr. Rigsby also uses a

fourth water utility, Southwest Water in his water proxy group

D O  Y O U  H A V E  A N Y  C O N C E R N S  R E G A R D I N G  M R .  R I G S B Y ' S  W A T E R

P R O X Y  G R O U P ?

Yes. Southwest Water is not comparable to RRUI or the other water utilities in

Mr. Rigsby's sample group. It derives less than 50 percent of its revenues from

regulated utility services, while the other three utilities on average derive nearly 89

percent of revenues from regulated activities." Further, Southwest Water is a

financially distressed utility. Its returns for the past several years have been very

low. For example, the equity returns for the years 2004, 2005, 2006, 2007, and

2008 have been 3.6%. 5.0% %, 3.2%, and 0.8%, respectively. Also, Value

Line" reports that the Company has been delinquent in filing its SEC reports

because of errors made in reporting depreciation rates of assets gained through

Based on information contained in AUS Utility Reports (January 2010)

Value Line Ratings and Reports, October 23, 2009
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acquisitions and accounting issues for revenues and related costs for water and

sewer taps. These mistakes have skewed year-over-year results. Value Line also

reports that the Company's dividends have been reduced from $0.24 to $0.01

which indicates severe cash flow problems. These problems are reflected in Value

Line's financial strength rating of C++. The other three utilities in Mr. Rigsby's

water proxy group have financial strength rating of B+. In short, Southwest Gas

should not be used to estimate the cost of equity

8 Q- DID MR. RIGSBY INCLUDE SOUTHWEST WATER IN HIS WATER

UTILITY SAMPLE IN ESTIMATING THE COST OF EQUITY IN

11

12

A.

ARIZONA WATER COMPANY'SPENDINGRATECASE?

No. In that Case, Mr. Rigsby testified that he excluded Southwest Water because

Value Line has suspended all projections and estimates for that utility due to

accounting and financial statement reporting errors

14 Q. DOES MR. RIGSBY ALSO USE GAS DISTRIBUTION COMPANIES TO

DEVELOP HIS ESTIMATE OF THE COST OF EQUITY?

16

17

A. Yes, he uses 10 natural gas companies. However, the sample gas utilities are less

risky and therefore not comparable to water utilities. His sample water companies

for example, have an average beta of 0.83, while his sample gas companies have an

average beta of just 0.67.36 That means that the equity cost for the water utility

sample is greater than the gas utilities sample, based on their relative risldness

Even though the water utility sample has more systematic risk than the gas utility

sample, Mr. R'sby assumes that the gas utilities and water utility have the same

systematic risk and are directly comparable. They are not

Direct Testimony on Cost of Capital of William A. Rigsby, Bled June 12, 2009 in Docket No. W
01445A-08-0440. at 19

See RUCO Schedule WAR-7, page l of2
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1 Q. CAN GAS UTILITIES BE USED TO ESTIMATE RRUPS COST OF

3 A.

EQUITY?

Yes, but it is only fair and proper to use gas companies if die results produced by

the DCF and CAPM models are adjusted upward to reflect the water utilities

additional risk. Mr. Rigsby made no such adjustment

Q. HAS THIS ISSUE EVER COME UP BEFORE?6

7

8

9

A. Yes. In several prior cases, water utilities presented evidence of the cost of equity

using financial data for a similar group of publicly traded gas companies, which at

that time had a higher average beta than the water utility sample. In rejecting this

evidence, the Commission adopted Staff's argument that because the water utility

sample had a lower average beta than the gas utility sample, the cost of equity for

the water utility should be lower

For example, in Arizona Water Company's Easter Group rate case, Staff

determined, based on an analysis using the CAPM, that the cost of equity for the

sample gas utility group was approximately 100 basis points higher than the water

utility sample group based on the average betas for each industry proxy.° " The

water utility sample had an average beta of 0.59, while the gas utility sample had

an average beta of 0.69. Therefore, Staflf's cost of capital witness in that case

Mr. Joel Reiker, testified that its estimate of the gas utilities' cost of equity "would

require a szgnl_ scant downward adjustment" to make the two industry groups

comparable in terms of market risk.° ' Here, in contrast, a significant upward

DecisionNo. 66849 at 21; see also Arizona-American Water Company,Decision No. 67093 (June 30
2004) at 27

Staff estimated that the cost of equity for the gas utilities was 10.4% using the CAPM, while the cost of
equity for the water utilities was 9.4% - a difference of 100 basis points. See Direct Testimony of Joel M
Reiker, Hled July 8, 2003 'm Docket No. W-01445A-02-0619 ("Raker Dt."), at Schedule JMR-7 and JMR
18

Raker Dr. at 26 (italics original). See alsoDecisionNo.66849 at21
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adjustment to the gas utility saimple's average cost of equity is necessary to mace

the gas utility sample comparable to RUCO's water utility sample

3 Q- CAN YOU QUANTIFY THE ADJUSTMENT NEEDED IN THIS CASE TO

MAKE THE GAS UTILITIES SAMPLE COMPARABLE TO THE WATER

6 A.

UTILITIES SAMPLE?

Yes. By averaging the results of his equity cost estimate for the water utility

sample with his equity cost estimate for the gas utility sample, Mr. Rigsby has

depressed the cost of equity estimates. For example, the average of Mr. Rigsby's

CAPM estimates for the water companies and gas companies are 6.5 l percent and

5.69 percent, respectively, This is an 82 basis point difference, which reflects the

relative risldness of the two sample groups

12 Q, HOW WOULD YOU FACTCR IN THE DIFFERENCE IN RISK

INDICATED BY THE AVERAGE BETA OF EACH UTILITY GROUP IF

YOU WERE TO USE THE GAS UTILITIES?

22

By using the CAPM, as Staff did in the Arizona Water Company case. As I

explained above, the difference between the results produced by Mr. Rigsby's

CAPM model is 82 basis points. Because of the method used by Mr. Rigsby to

implement the CAPM, however, 82 basis points understates the required

adjustment to properly reflect the gas utilities' lower investment risk. I f  my

method and inputs are used instead, simi lar to the method used in the

aforementioned Arizona Water Eastern Group case, the risk differential is 120

basis points, calculated as follows

24
Historic MRP

Current MRP

5.2% +

5.2% +

0.67 X 6.59

0.67 X 13.1%

9.6%

14.0%
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Average Gas Utility Sample

Average Water Utility Sample

Difference/Risk AdjustMent

Given this difference, it is clearly inappropriate to simply average the gas utilities

equity cost with the water utilities' equity cost, as Mr. Rigsby has done. This error

assumes that an average gas utility has the same investment risk as an average

water utility, which is simply not the case at the present time. As a result

Mr. Rigsby's use of gas utilities depresses the cost of equity for RRUI

11 Q- ARE THERE ANY OTHER INDICATIONS, BASED ON RUCO'S GAS

UTILITY SAMPLE, THAT RRUI'S COST OF EQUITY IS

CONSIDERABLY HIGHER THAN. THE RECCMMENDATIONS OF

RUCO AND STAFF?

15

16

17

A. Yes. The Commission recently authorized a 10.0 percent return on equity for

Southwest Gas Corporation." Moreover, in August, Staff recommended a 10.0

percent return on equity in the pending rate case for UNS Gas.° " That case went to

hearing last August, and should be decided very shortly. The water utility sample

group has significantly more market risk than the gas utility sample group, and

therefore has a higher cost of equity. The indicated cost of equity for RRUI, based

on the Commission's recent decision for Southwest Gas and Staff's

recormnendation in the UNS Gas rate case, is 11.2 percent (10% + l.2%, as shown

above). That equity cost is substantially higher than the cost on equity produced by

24

26

See Rebuttal Schedule D-4. 13

Southwest Gas Corporation, Decision No. 70665 (Dec. 24, 2008)

° 4 Surrebuttal Testimony of David C. Parcell, filed July 29, 2009 in DocketNo. G-04204A-08-0571
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Mr. Rigsby's models, 7.9 percent, or the 9.0 percent equity return he has

recommended for RRUI. Again, it is apparent dirt something is wrong with the

methods and inputs Mr. Rigsby has used in this case

5 Q.

B. Criticisms of RUCO's Implementation of the CAPM

WHAT OTHER CONCERNS DO YOU HAVE WITH RESPECT TO

MR. RIGBY'S CAPM ANALYSIS?

7

8

9

10

A. I have five other concerns with respect to Mr.Rigsby's CAPM analysis. First

Mr. Rigsby employs a geometric average in calculating the market risk premium in

his CAPM. His choice to use geometric average depresses his cost of equity

estimate downward. As various finance experts have explained, an arithmetic

average is the correct approach to use in estimating the cost of capital." In fact

the CAPM was developed on the premise of expected returns being averages and

risk being measured with the standard deviation. As Dr. Morin states

Since the [standard deviation] is estimated around the
arithmeticaverage,and not the geometric average, it is logical
to stay with arithmetic averages to estimate the market risk
premium. In fact, annual returns are uncorrelated over time.
and the objective is to estimate the market risk premium for
the next year, the Ari etc average is the best unbiased
estimate of the premium

My Exhibit TJB-COC-RB3 is an excerpt from Dr. Roger Morin's textbook on

regulatory finance, which provides a detailed discussion of this issue.°' Dr. Morin

cites several academic studies that explain what the arithmetic average is and why

it's the correct average to adopt when relying on past data. The conclusion of the

Richard A. Brealey and Stewart C. Myers, Principles of Corporate Finance 156-157 (7th ed. 2003)
Morin, supra at 156-157; Ibbotson SBBI2009 Valuation Yearbook 59-62

Morin, supra, at 157-157

Morin at 133-43
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financial experts is that while the geometric mean is useful in comparing what

happened in the past, it should not be used to determine estimates of expected

future returns, future growth rates, or market risk premiums

Q- WHAT IS YOUR SECOND CONCERN?4

5

6

7

A. Second, Mr. Rigsby incorrectly uses the U.S. Treasury total returns rather than

income returns. As I explained in my direct testimony, the market risk premium is

calculated by subtracting the risk-free rate from the market return." As shown on

Schedule WAR-7, at page 2, attached to Mr. Rigsby's direct testimony, the total

return used to calculate the market risk premium was 5.6 percent. This was the

average total return on an intermediate-term Treasury (1926-2008) as published in

the 2009 Ibbotson SBBI Valuation Edition Yearbook (Table 2-1). By contrast, the

average .income return for an intermediate-term Treasury security was 4.7 percent

The reason that an average income return must be used, rather than the

average total return, is very simple. The CAPM is a risk premium methodology

that is based on the premise that an investor expects to cam a return equal to the

return on a risk-free investment, plus a premium for assuming additional risk that is

proportional to the security's market risk (i.e., its beta). U.S. Treasuries are

commonly used as a proxy for the risk-free rate because they are backed by the

United States government, effectively eliminating default risk. The income return

is the portion of the total return that results from the bond's periodic cash flow, i.e

the interest payments. The income return provides an unbiased estimate of the

riskless rate of return because an investor can hold the Treasury security to

maturity and receive fixed interest payments with no capital loss or capital gain. If

the total return on a Treasury security is used instead, additional risk is injected

Bourassa COC Dt. at 29
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into the CAPM estimate, which is inconsistent with treating the security as a

risldess asset

As explainedby Ibbotson

risk premium is that the income return on the apprqpnate

in the calculation. The total return is comprised of three

Another point to keep in mind when calculating the equity

horizon Treasury security, rather than the total return, is used

return comcontents: the income return, the caprtad appreciation
. the reinvestment return. The income return is

defined as the portion of the total return that results from a
ergodic cash flow or, in this case, the bond coupon payment
e capital appreciation return results from the price chen

of a bond over a specific period. Bond prices generally
change in reaction to unexpected fluctuations in yields
Reinvestment return is the return on a given month's
investment income when reinvested into the same asset class
in the subsequent months of thefyear. The income return is

o the equity risk premrugn
because it represents the truly risldess portion of the return
thus used in the estimation

As a consequence of incorrectly using U.S. Treasury total returns as well as

geometric average, RUCO's CAPM estimate dramatically understates the cost of

equity for the water utility sample. If an intermediate-term Treasury security is

used as the proxy for the risk-free rate of return, the market risk premium would

increase from 6.1 percent to 6.9 percent using the conceptually correct arithmetic

averages

Third, Mr.Rigsby incorrectly uses a 5-year U.S. Treasury rate as his risk

free rate. This depresses Mr. Rigsby's CAPM cost of equity estimates. Use of a

short-term treasury rate is conceptually incorrect. As Dr. Morin states

At the conceptual level, because colman stock is a long-term
investment and because cash flows to investors in the form of
dividends last indefinitely, the yield on very long-term
government bonds, namely the 30-year Treas ands.is the
est measure of the risk free rate for use in e CAPM and

risk premium methods. The expected stock return is based

Ibbotson at 75-76
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upon long-term cash flows, regardless of an individual's
holding period. Utility asset investments generally have long
term useful lives and should be correspondingly matched with
longer-term maturity financing instruments. Moreover, short
term Treasury bill yields reflect the impact of factors different

influencing the yields on longer term securitiesfrom those
such as common stock

Currently, the difference in yields between a 5-year U.S. Treasury and a 30-year

U.S. Treasury is over 100 basis points

7 Q- WHAT ARE THE FACTORS THAT MAKE USE OF SHORTER TERM

9

10

A.

RATESDIFFERENT?

According to Dr. Morin, "short-term rates are volatile, fluctuate widely, and are

subject to more random disturbances than long-term rates leading to volatile and

unreliable equity returns He goes on to state that "on grounds of stability and

consistency, the yields on long-term TreasUry bonds match more closely with

expected common stock returns For example, the Federal Reserve recently

announced that it will continue to hold interest rates down to support economic

recovery, resulting in extremely low short- and intermediate-term Treasury rates

precisely the type of manipulation that Dr. Morin warns of in his text on regulatory

finance, quoted above

18 Q. WHAT IS THE FOURTH PROBLEM WITH MR. RIGSBY'S CAPM

20

21

22

A.

ESTIMATES?

Mr. Rigsby has ignored current market risk. This Commission has consistently

approved the use of a current market risk premium in implementing the CAPM in

water and wastewater utility rate cases. For example, in Chaparral City Water

24 Morin at 151-152

Id. at 152
I d
See, Ag., "Federal Reserve holds rates steady," Yahoo Finance (January 27, 2010)
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Company's 2005 rate case," the Commission adopted Staff's recommended cost of

equity, which used an historic market risk premium and a current market risk

premium in implementing the CAPM." In this case, Mr. Manrique has developed

his CAPM estimate using a current market risk premium/° Ignoring current

market risk, RUCO has relied exclusively on incorrectly calculated historic market

risk premiums

Changes in the current market risk premium have been a significant factor in

the cost of equity authorizedby the Commission for water and wastewater utilities

In Arizona Water Company's Eastern Group case, tiled in 2002, Staff computed a

current market risk premium of 13.1 percent in its CAPM estimate, and relied on

that market risk premium in estimating a cost of equity of 9.2 percent, using the

same six sample water utilities." At that time, the country was in the midst of a

recession, and, according to Staff, interest rates had fallen to the lowest levels since

the l950s.'°  Moreover,the average beta of Staffs water utility sample group was

only 0.59 at that time, indicating that investment risk for the water utility industry

was low relative to the market

Two years later, Arizona Water Company Hled a rate case for its Western

Group systems. Interest rates had increased from the levels in 2003, and the

average beta of the Staffs sample utilities had increased as well, indicating greater

investment risk. However, Staff's cost of equity estimate was virtually identical to

Decision No.68176
See Direct Testimony of AlejandroRamirez, filedMarch 22, 2005 in Docket No. W-02113A-04-0616

Surrebuttal Testimony of Alejandro Ramirez, filed May 5, 2005 in Docket No. W-02113A-04-0616

Manrique Dt. at 29 and Schedule JMC-3

Decision No.66849 at21: see also Reiker Dt. at 24-25

See ReiterDt. ate

See Id. at 23: see alsoDecision No. 66849 at 20
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the Eastern Group case, 9.1 percent. The primary reason was that Staff's current

market risk premium had dropped from 13.1 percent to 7.8 percent." The

Commission, in adopting Staffs CAPM estimate, relied on this change, explaining

that "while interest rates have goneup, the cost of equity for the market as a whole

has decreased, while the cost of equity for utilities has remained relatively

stable

Even more recently, in Black Mountain Sewer Corporation's rate case, the

Commission relied on a further decline in the current market risk premium to

support Staff's recommended 9.6 percent cost of equity." In that case, interest

rates and the average beta of the sample group were even higher than 2003 levels

and while the result produced by Staff's models was higher, the increase was not as

large as would be expected." The reason was that the current market risk premium

had decreased to only 5.7 percent, reducing the result produced by the CAPM

Thus, while interest rates increased and the investment risk of the water utility

sample had increased, Staff explained that those increases were offset by a decline

in the current market risk premium, indicating that the overall risk of the market

had declined

As these decisions show, not only has the Commission consistently

considered the current market risk premium, but changes in the current market risk

au

Surrebuttal Testimony of Alejandro R.amirez, filed May 25, 2005 in Docket No. W-01445A-04-0650, at
Schedule AXR-8

I d

Arizona Water Company (Western Group),Decision No. 68302 (Nov. 14, 2005)

Decision No. 69164

In the Black Mountain case, the intermediate-term Treasury used by Staff in its CAPM was 4.8 percent,
while the average beta of Staffs sample group was 0.74. Surrebuttal Testimony of Pedro M. Chaves, filed
May 4, 2006 'm Docket No. SW-02361A-05-0657 ("Craves Sb."), at Schedule PMC-2. In Arizona
Water's Eastern Group case, in contrast, the intermediate-term Treasury used by Staff in its CAPM was
3.3 percent, while the average beta of Staffs sample group was 0.59. Reiker Dt. at Schedule JMR-7

DecisionNo. 69164 at 25-26
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17 Q-

premium have had a major impact on the cost of equity, offsetting changes in

interest rates and water uti l i ty betas in recent cases Even Mr. Rigsby

aclmowledged the importance of considering current market conditions in

determining the cost of equity

Consideration of the economic enviromnent is necessary
because trends in interest rates, present and projected levels
of inflation, and the overall  state of the U.S. economy
detenmne the rate of return that investors cam on their
invested funds. Each of these factors represent potential asks
that must be Wei _he when estimating the cost of equity
capital for a regt ates utility and are, most often, the same
factors considered byséndividuals who are also investing in
non-regulated entities

In light of the current volatility in the financial markets, the failure to

consider current market risk .grossly distorts the CAPM result. As previously

stated, Staff normally utilizes the current market risk premium in its CAPM

estimate, and Mr. Manrique has done so again in this case. Consequently, RUCO's

use of two historic market risk premiums (one of which is conceptually wrong for

the reasons given previously) without considering the impact of current market risk

on investor expectations invalidates RUCO's cost of equity estimate

MR. RIGSBY'S CAPMWHAT IS YOUR FIFTH CONCERN WITH

19

20

A.

24

ANALYSIS?

Fifth, and perhaps most importantly, three out of four of Mr. Rigsby's CAPM

estimates (one for water and two for the gas utilities), as well as his overall CAPM

result, are at or below the current cost of Baa investment grade bonds. The current

cost of investment grade bonds in 6.2 percent." The following are the results of

Mr. Rigsby's CAPM as shown on WAR-1, page 3 of 3

Geometric mean CAPM estimate - water companies 5.729

Rigsby Dt. at 38-39

Federal Reserve, January 15, 2010
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Arithmetic mean CAPM estimate - water companies 7.29%

Geometric mean CAPM estimate - gas companies

Arithmetic mean CAPM estimate - gas companies

Overall CAPM result

6.32%

6.10%

10 Q,

12

13

14

A.

17

A simple reality check should have caused Mr. Rigsby to question his inputs to the

CAPM. This further illustrates that RUCO's methods are not only biased

downward. but should not be used

C. Criticisms of RUCO's Use of Hvpothetical Capital Structure

WHY DOES MR. RIGSBY RECOMMEND A HYPOTHETICAL CAPITAL

STRUCTURE?

Mr. Rigsby explains that his hypothetical capital structure is intended to account

for RRUI's lower financial risk as compared to his sample of publicly traded water

companies." His sample water utilities had approximately 51.4 percent debt and

48.6 percent equity." He advocates use of a 40 percent debt and 60 percent equity

rather than a 51.4 percent debt and 48.6 percent equity because he believes that the

higher level of equity in his hypothetical capital structure will compensate the

Company's shareholder for any perceived higher levels of business risk." In

reality, Mr. Rigsby's hypothetical capital structure in and of itself increases the risk

to investors, and no amount of manipulation of the percentages of debt and equity

can compensate for that risk

24 I
Rigsby Dt at 55

rd. at 54

Id at 55
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1

2

3

4

Q- PLEASE EXPLAIN WHAT YOUMEAN, MR. BOUR.ASSA

Put bluntly, the use of a hypothetical capital structure is confiscatory. By

recommending a capital structure that assumes a higher amount of debt for rate

making dlan actually eXists, Mr. Rigsby effectively turns the investor's equity

investment into debt and then provides a return on that equity investment equal to

only6.26percent, which is Mr. Rigsby's proposed hypothetical debt cost

Q- BUT DOESN'T MR. RIGSBY PROPOSE A HYPOTHETICAL CAPITAL

STRUCTURE TO ACCOUNT FOR THE DIFFERENCE IN FINANCIAL

RISK BETWEEN RRUI AND HIS WATER UTILITY SAMPLE GROUP?

7

8

9

10

11

12

A. Yes. And Mr. Rigsby ultimately recommends a cost of equity of 9.0 percent, even

though the average result produced by his models is 7.9 percent. By virtue of the

hypothetical capital structure, however, Mr. Rigsby actually recommends an equity

return of 7.90 percent - Mr. Rigsby's WACC. This implies a downward financial

riskadjustment of l10 basis points (9.0%- 7.9%)14

15

16

17

18

19

Q, IS A FINANCIAL RISK ADJUSTMENT OF 110 BASIS POINTS

JUSTIFIED BASED ON MR. RIGSBY'S1vIETHODS?

No. Had Mr. Rigsby performed a Hamada-type financial risk adjustment using his

CAPM methods, his financial risk adjustment would have been about 60 basis

points. Subtracting this from his overall recommended cost of equity of 9.0

percent would have put his final estimate at 8.40 percent. This is 50 basis points

higher than his WACC of 7.90 percent

22 Q- DOESN'T THE COMMISSION NORMALLY RELY ON THE HAMADA

FORMULA TO ESTIMATE FINANCIAL RISK?

24

25

26

Yes. As I previously discussed, Mr. Manrique did so in this case, although he

erroneously used book values rather than market values in the formula

ENNEMORE CRAIG
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1 Q, WHAT ELSE IS WRONG WITH RUCO'S HYPOTHETICAL CAPITAL

3 A.

19 Q- RISK ACCOUNTED FOR BY USING A

HYPOTHETICAL IN PRIOR WATER AND

22

23

24

A.

STRUCTURE?

Another RUCO witness, Mr. Coley, imputes hypothetical interest expense of

nearly $250,000 through interest synchronization to RRUI. This fictional interest

expense artificially lowers the Company's income taxes and produces a lower

revenue requirement. Thus, the lower return on equity capital combined with the

lower revenue requirement resulting from lower income taxes produce a QS

percent return on equity. So, the implied financial risk adjustment based on

Mr. Rigby's recommendations is actually a negative equity risk premium of 210

basis points. (9.0% - 6.9%). In contrast, the Hamada formula produces a

downward adjustment of 60 basis points

In short, it is no secret why RUCO proposes a hypothetical capital structure

as opposed to computing a financial risk adjustment using the Hamada formula

RUCO obtains a dramatically larger, downward adjustment to the cost of equity

than can be justified using more straightforward methods like the Hamada formula

which does not suffer from the creation of hypothetical debt, a hypothetical debt

cost, and a hypothetical interest deduction for computing income taxes. For this

reason, Mr. Rigsby's recommended cost of equity of 9.0 percent is simply fiction

HAS FINANCIAL BEEN

CAPITAL STRUCTURE

WASTEWATER RATE CASES?

To my knowledge, only in Gold Canyon Sewer Company's rate case, which is on

appeal. In the last Black Mountain Sewer rate case, the Commission rejected the

exact position advanced by RUCO in this case as "results oriented Instead, the

See Decision No. 69164 at 20
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typical" method, as RUCO recognized in this case, is by a direct adjustment to the

cost of equity calculated using the Hamada formula

3 Q- ARE DOWNWARD ADJUSTMENTS TO THE COST OF EQUITY FOR

A.

FINANCIALRISKCOMMON?

No. Whether an adjustment is made often depends on whether a reasonable return

on equity is afforded to the utility based on consideration of all of the evidence in

the case. In some cases, even though the Hamada formula indicates a higher

downward adjustment, the adjustment to the cost of equity is less than what may be

indicated by the Hamada formula. In the Bella Vista Water Company case," for

example, the Hamada formula indicated an 89 basis point reduction to the cost of

equity which would have resulted in an 8.4 percent return on equity. However

Staff did not recommend an 8.4 percent cost of equity, but rather recommended the

low end of its cost of equity range of 9.1 percent to 9.5 percent." The Commission

ultimately adopted Staff's recommended 9.1 percent equity return." In the prior

Black Mountain Sewer Company rate case Staffs cost of equity analysis

produced an indicated cost of equity of 9.60 percent (before adjusting for financial

risk). Staffs calculated financial risk adjustment using the Hamada formula was

50 basis points, but Staff did not recommend a downward adjustment in that case

Ultimately, the Commission adopted a 9.6 percent return on equity

Bella Vista Water Company,Decision No. 65350 (November 1, 2002)

See Direct Testimony of Joel M. Reiker, filed April 29, 2002 in Docket No. W-02465A-01-0776, at 26

See Decision No. 65350 at 23

See Decision No. 69164

See Craves Sb. at Schedule PMC-2

Decision No.69164 at 27
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The bottom line is that adjustments for financial risk must be used

cautiously. Consideration must always be given to whether the result is fair and

reasonable under the circumstances. One reason for this is that cost of capital

analyses are based on financial data for large, publicly traded water companies

which are not directly comparable to relatively small water and sewer utilities in

Arizona." There are also considerations regarding dierequirements set forth inthe

Hope and Bluefeldcases

8 Q- PLEASE CQMMENT ON MR. RIGSBY'S HYPOTHETICAL COST OF

10

11

12

A.

14

As already mentioned, Mr. R.igsby's hypothetical cost of debt, applicable to 40

percent of his hypothetical capital structure, is 6.26 percent. He bases this debt

cost on the average weighted cost of debt for the large, publicly traded water

utilities in his water proxy group. As I previously discussed, those water utilities

have, on average, net plant of $1.47 billion and revenue of $488 million

Moreover, because of their size and the fact that they issue debt in the public

markets, these utilities have published bond ratings. Mr. Rigsby assumes that

RRUI could raise debt capital at the same cost as these entities. I seriously doubt

that it could, and note that Mr.Rigsby has presented no evidence to support his

assumption

20

25

26

RRUI has more zerocost capital in its capitalization than the large publicly traded water utilities. All
things being equal, this results 'm a lower capital cost per dollar of plant-in service. As previously
discussed, the higher proportions of zero cost capital do not come without risk to the Company. CIAC
funded plant receives no recovery of depreciation in rates. This plant will have to eventually be replaced
Further, eamlmgs are lower which means a lower earnings cushion to pay debt holders, absorb increases 'm
operating expenses as well as lower cash flows available to make plant replacements

FENNEMORE CRAIG
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Criticisms of RUCO's Implementation of the DCF

2 Q-

4

5

6

A.

Q,9

10

11

12

A.

14

A.

DO YOU HAVE ANY CONCERNS REGARDING MR. RIGSBY'S DCF

ESTIMATES?

Yes. RUCO's method of estimating his growth rates is subjective and cannot be

verified or replicated, in contrast to the methods I use. In his DCF model

Mr. Rigsby relies on projected sustainable growth in order to estimate the dividend

growth rate. The difference, however, is that the key inputs necessary to estimate

the internal or retention growth rate are not disclosed by Mr. Rigsby

W HAT ARE THOSE INPUTS?

Internal or retention growth is the expected growth in dividends due to the

retention of earnings. Retention growth is dependent on the percentage of earnings

retained (the retention ratio) and the expected return on common equity that is

applied to the retained earnings. Thus, the internal growth rate formula is

Retention growth rate = be

Where: b = the retention ratio (1-dividend payout ratio)

r = the expected return on common equity

The problem with Mr. Rigsby's implementation of this formula is that he does not

disclose the retention ratio or the expected return on common equity used to

calculate the retention growth rate. As a result, it is impossible to verify the

accuracy of his calculation of internal growth (br)

Mr. Rigsby lists various sources of data," and he also attaches various

materials to his direct testimony. But there is no explanation of how any of these

materials were actually used. This approach effectively allows Mr. Rigsby to

simply select a growth rate that falls somewhere within a broad range and cannot

be verified

Rigsby Dr. at zs-30
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1

2

3

4

Q. DO YOU HAVE ANY FURTHER COIVHVIENTS?

Yes. Notably, Mr. Rigsby's WACC, which is based upon a 40/60 debt/equity

capital structure, a cost of debt of 6.2 percent and a cost of equity of 9.0 percent, is

7.90percent. The average of his DCF and CAPM results also happens to be 7.90

percent I don't think this is simply a remarkable coincidence. Instead, I believe

that Mr. Rigsby's recommendations are contrived and results oriented. As I

previously testified, the Commission should reject this transparent attempt to

reduce RRUI's equity return through capital structure manipulation and fictitious

interest expense

10 Q, DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY ON COST OF

CAPITAL?

12

13

14

Yes

16

20

24

See RUCO Schedule WAR-1, page 1 of 3 and Schedule WAR-1, page 3 of 3
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Appendix B

Analyst Growth-Forecast Research

This survey, prepared at the request of SDG8cE by Dr. James H Vander Weide

Research Professor of Finance and Economics at Duke University, summarizes nine

articles that address whether anmsnlysts' growth forecasts are overly optimistic. Seven of

the nine articles reviewed End no evidence that rmualysts' growth forecasts are overly

opltinnistic. Two ind evidence of optimism, but also conclude that optimism has been

declinlinlgsiguiiicaurrtly over time. Ofidrese two Studies, one finds that analysts' forecasts

for the S&a 500 are pessilunlistic for tlrelastfouryears of the study. The summaries are

listed in ¢l1I° I1=° 1wBi° ° 1 order:

criclnssld, T., Thomas Dyclmnan-and J'osefLal:zonisi1ok (1978). "An gtvgluglfi0n 0f
security analysts' forecasts." 1715 Accounting Review 53(3): 651-668

The auiimrs study the ability of security alnimalyst no provide unbiased estimates of earnings
persahaneand cnlnuparc;unlal§rsti' forbcaststxwfcrncastsnundeu9|ngs&uupbm w l
nulode1sbasetIonhistnnI:icaLlEPSda1lh. Thnirstudyisbasudondallldluingthcpcxiod 1967

1976 firm ¢h=E~w»wgs Forecaster published by S&lmldard &Poor's, and ion Emil
sarnp1econsistsqf465:ms. Theautlmuzs comcludethlilttheanalystlpurfdunmvviellintewms
ofNunawst ancluwarNyvvialuicnmnqzawediwu Thu forecasts produnadbyiive stadsiical ntmdels

also 8luqiportthehypothcsisiiiaialnalysis predictEd clnslngcs witlaout
significant sgrsuenrrauticbias

Elton,E: I., Martin I. Gruber and Mustafa N. Gultekin (1984). 'Trofessional
expectations' accuracy and diagnosis of errors." Journal ofFinanciaI and Quantitative
Analysis 19(4): 351-363

The authors examine five questions regarding analysts' EPS forecasts: (l) what is the
size and pattern of analysts' errors; (2) what is the source of errors; (3) are some jinns
more difficult to predict.1hanothers; and (4) is there an association between errors in
forecasts and divergence of axnnlysts' estimates. The authors use the I/B/E/S database of
earnings forecasts for a sample ot`414 iirnns for the three years 1976 through 1978,and
they compare the I/B/E/S forecasts to actual earnings for each of the next two years. The
authors conclude that analysts was accurate in estimating the average level of growth in
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earnings for all stocks in the sample. However, analysts did have greater divergence of
opinion for some industries, and the diversion in analysts' opinions is positively related to
forecast error

Givoly, D., aga Josef Lakonishok (l984). 'Troperties ofanadysts' forecasts ofeamings: a
review and analysis of the research." Journal of Accounting Literature.3: 119-148

Givoly and Laloonislrok review the stimulus of the research on security analysts' forecasts
u p to 1984, and they conclude that: (1) the penciormanoe ofalnralysts' fomoOasts is 'm
general superior to that of stalisticd models, a result momis consistent with a rational
nmadnek for forocasting ~erviccs, where the higher costs of irrancialanalysts' forecasts i s
conupausawted did: belier performance; 8mi-(2) financial analysts' forecasts incorporate
the past historyofrealizatioms:indpredictions in an unbiased manner

Brown, L. D. (1997). "Analyst forecasting errors: additional evidence." Financial
Analysts Jozawal November/December: 81-88

Using data item I/B/B/S for the period 1985 - 1996, Brown studies whether:
(1) analysts' Iimreeusts are oplimisiic; (2) potential optimistic bias is constant over time
baud (3) slnalysts' forecasting ermrs ares1uuallerfor S8zP500 Erluus, Enuus withlaurge
numketcapitalizution, Ermswitlrgrwteranalgrstfollowing, and Erma irrparticulur

For the entire Wind, Brown ands tnw491 nmdi,|n " of analysts
forecast errors are zero, but mean errors are negative. He Ends that the negative mean
forecast armor faults Ii'om a relatively small member of large forecast mars,
tlrattheseerzmrs aieassodzlmedwitb large accolmtingwrite-offs for asnualllnllnlulhet of
5rnus'mcertr'myears. In additioinl, Ire tinds that: (1) tlremeanaanalystfumecastcrror
decreases significantly awe: the period of his study; and (2) Optimistic bias ofrnarn
forecasts forS&P 500 Ennis isdgniicantlylessthanoptimistiCbiasforall5mlts,and,
i1l» d1=¢=d.8I1IH1UlBt8 for'S&P 500 litmus are. onaversge, pessimistic for the yeans 1993
1996; (3)0i» timislic bias is less for large Eries thzlm for small firms; and (4) optimistic bins
is less.foriir11nsincertai;1i1uld\lsnries comupanedto other industrcies, wilhtlrebestforecasts
for the fcllowingindustrlest food and relrited produas, Uansporation
connmunicaticms, auld electric, gas, sanijgry services

Keane, M. P., aNd David E. Rankle (1998). "Axe financial analysts' forecasts of corporate
profits rational." The Journal qfPolitical Economy 106(4): 768-805

Keane and Rundle deumorrstrate that previous inferences regarding analyst optimism are
strongly affected by correlation in analyst forecast errors across forecasts and firms and
by unexpected accounting write-offls and special charges. They develop a new estimator
of bias that gives correct statistical inference when forecast errors are correlated, and they
show that previous studies' failure to account for correlation led to a conclusion that

aanadysts are optinuisdc. Using an I/B/E/S database over the period 1983 - 1991, they also
demonstrate that a correct test for analyst optimism leads to the conclusion that analysts
are unbiased
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In addition to problems caused by correlation in analysts' earnings forecasts, the authors
also address the problems caused by unanticipated accounting accruals. SimiM to
Abarbanell (2003), they demonstrate that statistical rests of optimism are distorted by
discretionary special accounting charges in the forecast period Failure to adjust for
discretionary special accounting charges in the company sauuple under study distorts
statistical rcsdts in the direction of favoring the conclusion of biased analysts' forecasts
The authors conclude that the evidence in their paper strongly supports the view that
professional stock unadcet analysts make rational forecasts of earnings per share for the
companies they follow

Abarbanell d Reuven Lehavy (2003). "Biased forecasts or biased earnings? The
role ofrepoxted earnings 'm explaianizng apparent bias and over/underreaction in analysts
eeunings forecasts." JournalofAccoimting & Economics 36: 105-146

Abau:ba1me1l andLehavy investigate whethathe appannrbiasinswlysw' warnings
forecasUiimtaqmpeans'msomnresanrchstudiésisez4la'modbylarge§cco\m1§ngw:it&o8

clxlargcsnuadebyasmallmxmbaofsampkinnns. Tlle Abarbadel1lLehzrvy
studyisbasadonalargodahliaseofcousensuseamingsMecastspwovidedbyZil¢lmfor
thepetibid 1985-1998. WhmuAba:baI1ielVI.el:1avy wrau1imthedi:liuz'bIwdou1 ofanalyw
fou:8cli£tM16tlovuthiidmfspelriod,&1eyEu~dWattheonlys&is&calin1dicallinmWAt
supputtlWeal3uwsnt&rnmlystopdudsznisahildylnrgenngativomnanfoluctstaror
Incavnuwast,xhunundiMeuoriszao,sugges1i¢ngwmhvi1ae4&u1scasts,wililnthe . .eof positivo .. is . . "al¢nam ._ . "geofnegatiVe" .

(48pcwwtvusus40 pungent), suggesting uppaxentanalystposbimism. Similar to Brown
(1997),Abarbane1IlLel\any lain¥hisphoanonnmonbyobservingthlat&eloRMil(Me
optimisEcmi1otlWe distrihnl1&on) coffins siglui5cantlym» meeu¢tx'emc ernumnofpeater
mnagnitudc tlmanthe rigln his(&c pessimistic mil) of the' distzibudon.
Abaxbannil/I.ehawy'sccuudusionis snppouctedbyacone.|al6onstudy&~ateu¢aminnathe

baweenanemonegativc fnncan enan wiMamemenega&ve unmcpuwW
accruals. ThzcnnelaNona=u:dy° mdicatesadi:ectconneclionbawemthemctremscxnon
inM01cRhilof&semordistébutinenandunmLpect9dac1camn@Engacc1n1als. Oncedxe
eE'ectofaccuundng'aeuuallisremovedt!xesndy,Abalrbanoll/L.chavyiinNthatthemcan

Ze:o,indica1ingd1atthercisnotendmcylforana1ysts'forecasts to
bccp6misdc

Cicerone, S. I. (2095). 'Txmmds inmayst earnings forecast pWCpades."Me-mawonal
Review ofEhzmIc1aI Annd_;asi.9 14: 1-22

Ciwcuueexaminzsuenlds inanalystsiiuecastdispezrsion,erm-,andoplimismusingFirst
Call 120,022 qwwerlv obsexrvtwtiolns ham 1990-2001. He Ends 111=¢=111l15*8¢ulltivfliiwll
declinedHisniiwnfly over the period of his study and that almn:dys'ts' fdmecgsls for
promabminnsuewumpwimisacmulelasmsewmmlyaamsofhiaauldypmgd. HE
concludesthatan81Ys¢°P*il00i€H0li8nolongeranissuzlmdd1at,"[i]f1mytl1rilng,aanalysts
lmvo anevrccunetn: camingspessimism£orprotit5nnus
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Clarke, J., Stephen P. Ferris, Narayanan Jayaruman, and Jingo Lee (2006). "Are analyst
recommendations biased? Evidence &o1i1 corporate banlaruptcies." Journal of Financial
and Quantitative Anab'sis 41(1): 169496

The authors test whether a bias exists in analysts' recommendations for firms that find
for bainlomptcy 'm the period 1995 - 2001. Their database consists of a final set of 289
firms that ilea for bankruptcy during this period and that have I/B/E/S analysts' forecasts
As a comparison sample, the authors identify a matching group of fume with the same
SIC code and that have a similar likelihood of bankruptcy as measured by the Altman z
score. The authors test for optimism by comparing the analysts' recommendations for the
companies in the bankrupt group to the matched sample of companies in the Non
banlompt group in five categories---strong buy, buy, hold, under-pe&m and sell. They
find that, on average, analysts' recommendations are significantly lower for the
companies that eventually go bankrupt than for the matched companies that do not file
for bankruptcy. From this comparison, the authors conclude that the hypothesis that
analysts' recommendations axe optimistic should be rejected

Yang, R., and Yaw M. Mensch (2006). "The effect of the SBC's regulation fair
disclosure on analyst forecast attributes." Journal of.Finaneial Regulation and
Compliance 14(2): 192-209

Regulation fair disclosure ("Reg. pus), issued Orr October- 23, 2000, prohibits selective
disclosure of rnaterrirrl non-public innfoUlnaation tO fisnrwluldal arnalysrs, investors
and cfdrners prior to fmaldnng it available to the generalpublic. Before the lmeum6on
oReg. FD, rhostcorrferenoecallswith analylsisweueaccesllibleonlytoodtsinrrrwalysts
alndirrstitutiomiulirrvestors. Thcalrr&orsamMewhe rMg FD hasint1ucnced
aunrdysts' earnirrgs forecast accuracy Md forecast dispersion for cornpahi ;*: that routinely
condrrotooniierencecallsas Hellas forcdmpaniesthatdo.notcouductonuIlercrreeou1ls
Using I/B/E/S Iiumeoast data-for the period October 1998 through Septeunuber' 2002 and
12,806 Emus-lquarter' obselrvatinms in pre-RegFD period and 13,104 lira-qwarter
observations in the post-Reg FD period, the authors examine the descriptive statistics of
analysts' forecast errors in there-Reg. FD and post-Reg. FD errvirorrmerus. They
conclude thrust Reg. FD had little irrfluemoe on analysts' 6uclrecast errors: the mean forecast
error was approximately zero in both die pr1e-and post-Reg. FD periods
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In capital markets, whens :exams are a. disuribotion, the answer
thattalees aocountoflalncau|ilnlcy,thea1rithnu=eticmean,istbeconeaoncfor
estimating diseountramesandthceostofeapital

Whi1ethegeometli¢m¢Imis 2lppi*0p4Ei2w¢!1th¢nnreasumingpaiiunlaanceover
a1ougrimep» aiaia,nisineamewwtnenmestinannnnlgariskpmanniawnn-meompuee
theeast afcapital

Whilethegeomeuic meanisdaebestestimnieofpaiiannmlinceoveralong
period of timc,thisdoesnioteoumadiictme ent&zm ad&nme=dc n
comnpouxmded over the numuuber cf yearstahatan'mvestmentis held pnwides
the best estimate of the ending wealth vinnie of mc investment. The reason
isthzltartinvesmmentvvitll.Ilncettainnenxms willhaveahighuarendingwealth
W w & l i m m W e 9 W%hsinnpigfearn;s~(witheetfainty) its eomupeumd
or' ~.iaateofmenuuevagyyear or wrmiwd

isgali11.ed%yIh@.~.~= ;9& afh&gl1sar tla»ane:<pee1Dednstl1rns ii1zmi8
1¢stby Iowa eurpewbd nelnrns

This answelsihe qnestionnf what constant return you would
hzlm¢¢hwudJ@aslaiewinaudiynsaarWhaveynurinvesManmglnowvthmmachdue
» e¢umww¢~¢a.bym¢smua¢nml awmleauanswewéw qulesdon
t9fw@l1w:t~91owv=duaw is Me bwza§naluan ofireMuue>amamntaf'nmauey fem
wMben>1H0~d1HI==§di3¥ ' 4¢=dny¢s8ng.in
fmummvvmaeh. eowpeaummWaiuva1anuun&pIep¢au=dS,givesMe meanof&1e

probsabilisy distribwtien of weattlr

Bucparfo1~inan¢eatppru&a1isoned&nlg.audoostof capital estimmci0nis
a1=l.otl1» ¢I¢1n$118r¢Niiti2ly.Inestiinnatingthecostof capital,thegoalistocilalinin
d=1eraneofneunnthzltinv88u1'seJepewct,liialtis,atargetIimeofnel11m.On

l v t l i rn is QWQQWm&ifbtlt1lwii9avd® =89:#» Th¢2l¢hi¢ve££9r1aellI19spe9iiv4=
isdlergeortnseudczuvzenlage.In-stewliaseicMpau:!evnee,dxe¢8:i:d§1um=licavaag¢isthe
unbiased nnreaweaf ttxwezrpewed vadueci-f~r¢p¢4wsd¢%bser1» §atibns of ananndNm
vaxiahfle, not the geometric mean. appendix formally illustrates that or-ily
arithmetic avencages can be used as estimates of cost of capital, and that the
geomctric meanisnotanapprvoputilanemeasureof cost of capital

The usenfthe alppea» s~<>wn¢er-iuwiuve at am because
weeommonlyusethegeometricmeanreturn tomeasumetheavexnage alnllulzll
achieved net um over some time period. For exaunulple, the long-term p o o r

dance Qr aponfolio is ineqmiemly assessed the geometric mean return

Appendix 4-A
Arithmetic versus Geriatric Means in

Cost Rf capital
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Stc43k»jA, Stock B

11.61%
11.61%
11.61%
11 .IT%
11.61%
11.61%
11 .e1*x.
11 .61%
11.61%
11.61%

. . I

-- 54.7%
98.5%

-- 32.8%
- 29.2%
153.2%

-- 10.0%
38.9%

64.8%
28.7%
11 .see

1898
19997
1998
1899
2000
aool
2002
2003
2004
2005

saandaw Devlwllen

NMsmn

0.0%
11.6%
11.6%

TABLE 4A-1
eeousrnnc vs. ARITHHETIC nE1uRns

-
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-_IIIIII I

Ihegeumeuicmearxmeasmesthenmagnniwurde of thereuxms,acheinvesmor
with ere paulttiuslio wad ends with mother. It does not measure the

o f the jgnqume5v,.as~8ces mean. The geoyuetdc mean
in die geonnsenrsiws of ;w0=

QMM we we nfmmsen isnagny maw p i l l ar  Qfwhieb
. i s

iN='1lil!llfit~l'iGin=S 3iW*==iUH\1H'i of axe

'Ru 1§a» hmie~4A-33 slows :Elm o f  w e the im:-
¢'M&is pigmy v641819\i8e wichssraunmclaniwd devialium of.65% whims ale
second one 'has a zero smacndamnd deviation. It makes no sense intuitively
thegeomotricmeanis thecousctmeasuxweofretmn,onethatinmpiciestlnax
both swcksareeqlmanllyxiskysincetheyhavethesamcgeometricmean.No
rational investor vzauldeaanscinier the smack equally as risky as the second
siieck. to the cost of capital xweeognizes Thai
investzirs awrisk-avase avoidxiskmiless they arcandequatcly clompensaned-
for undaenczalringiz. 1¢is 1nuue.ooa@Is4istenr to use the mean that My
risk€@1ur3M11nnletiom4an)ibaiatl1e <m¢iEnomunvM'ichxiskhastxeenlzemvvéd
: is mean). In shun, the mean the uncertainty `in the
-stock nrnalrket while the geonnetricmcan removes do uncertainty by smoothing
over annual

Empirical Evidence
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What Academieza Have to Say

ooniiznrdng that a new yea-by~ys1lr net um. would have leplicanded the total'
remrnearnmedemdze stock.Theeuwewedannudfutwrernteofreturnonthe
s t e é k is  na t z a o , I t i s & e a r i8 n me &  a v mc 1 lg e o f 1 0 0 %z in d  - 5 0 %,
(106 -5 '0 } I2  =  25%.  Throne  am two equa l ly  l i lae ly  outcomes  per  do l la r
inv4=sued:e i t&eu=aga inQf$*1whmr  =  ¥ 09%~Qra1ossef$U l50whenr =
- 59%.T l ie€¢xP'e@¢QPm08) is ($1*$ .58 ) I2 '=$§25&n°a25%el lape&ed:ane
o t mmu .1 " I ie  p lu u & in & e g e e ld y e a r u a a w e W a n n f t s e w lass ixx dae bid

deciles, the arithnmwdc meanowtperfommsthegcomauleuic meaninthcisstatistical
regnessicn. Moreover, the constant of arithnuuetic mean regression matches the
average Treasury bond fame mud therlefare snakes economic sense while the
vc§nstanrfQrtl19 nnthling This i s simply
'ber:nulse l3iegecmn:hic~mealnis and ,  A sa
neset lcdnlesa jabotfeumeasdlngxeuuushausedau velzlei l i ty.

Basie, Kane, and Manus (2005) cite:

'I'hIi=. f<>l1lulv0!inlg "iH\lsWEImiGu is i n w k i e d i n  d e f e n s e o f  t h e
m ean . Supvposedllaita siiock's p¢v f0 tman¢=eov ' r : r a two- gnear pex iod is  nepr wenu-
t i v e  o f f  t h e  p i n b a b i l i t y d is t r i lm t io n ,  d o u b l in g  in  o n e  y e a r  ( f n  -  . 1 0 0 % ) a n d
h a u l i n g  i n t h e  n e x t  ( t o  -  - 5 0 % ) .  T h e  s i c k ' s  p r i c e  e n d s  u p  e x a c t l y w h e r e
it steamed, and the gieomuuaric aveiwge annual  Mann over  t he  t wo- year  per iod ,
i i , ms zelvoz .

Which  is  the  supex ie r  measure  o f  inves tment due
arithnubtic avufage of the genmeuic axvmge? The aver-
amgehas eonSidewableappealhueleamtaeitnapqweemsUneconscantIame
o f n e t u r n w e  w o u l d h a v e  l w e d e d I : o e a m i n e a l c h y e a r l s o z n . a t c b
acnmalpler5u@nlulnannoecfversomepastinvestznbnmpaiod.It isan
ezweélent ureas re H o w e v e r ,  f o u r  i o a l n s  i s

tmlm.tlieamithnnme&ca~elculgc.is&\esm&stic
dinMew8t8 i8€=aulse i t is  ar ru ln ih ia8e¢i¢80!1n i Iweof&epom8ol io 's

does  no t ower 4ilunu:9. in <=w=m»sn ow gesemeemie
wetwin0>nei*as:¢Iaaapl¢paiodisa£v¢aysI¢ssthsmr lxemli i l imnleticrnean,

. . x . .

I 0 o

o

as

1  +  r , ' [ ( 1 '  +  r 1 ) ( 1  +  r ) ] * @

In + 1)(1 - sow"
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e
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it constitutes a downward-biased estimamer of the smock's expwlied
:Unum 'm any liutune year.

Again, the arithmetic average is the better guide to future perfor-

_ soway=of=stanii;g~ihe Bema, . ' . in favor of the

i t the aqalected value of the=di8tn"butiqn, It is
mostusefblfordétalnnitilmgttiecenusd tendency d-a&Mbu6onaapsm m

mc, Thai is, for cross-sec» tiolnal analysis. The geometric mean, on the. other
band, is best suited for measuring an investment's compound rate of return
.over time that is, for time-series analysis. This is the same argunnem nnmde
by (20059 where it is shown, usill8 Probability Meow,
thzrtfuturewearnuinul wealthisgivenbyccmnpoundingthearithrnrxetie mean.

Inothler words, if we accept the past as prologue,
of

Use nwnnls is the arithmetic average. Statistically, it is our breast
guess for the a gym year.

»

. so .. u .(8G0l5)~.in used point
out that tlne arithuneiic avenge is more enndsmeamt with CAPM 1hleeury,as one
of its key isthat investers are supposed to focus,
i n Tm tiMnwperiod Md-the sramiuwd'

To ttieexnem am this n¢xr periodic one year, do
whrich,d&i\tws.h1am Asa of singe ere

of-thearudsd

we Bisi'SOfeacfhpUUN£6&'8ém Ieict¢d rem

Brneulear, Myers. and Men i n i=adilng graduate in. emplo-
opt .M the mean. The authors illusnwaiw the

distinctionbawvew arithmetic and geounnetrie averages and conclude that arith-
metic averages are appusnpuciate when estimating the cost of capital:

The proper uses of arithmetic and -compound rares of return from
past investments are
brief time-cruX for a eauaunple.

often misunderstood. Themefome, we call a

Q

\he*p8¢¢ of Big Oi1'~s common seek is $100. Theme
is mw|1a4 a n w . m a w ¢ f @ y e u ' e s e a & = m w

$90,. $1105 or.$i139. me b e  - 1 0 '
pexuwlli. +T8.par¢e1nme Q1v +3@puca:n'6ve
-daesnotpuyadividemnd). 1/3(- 10+10-I-30)
:_" + 10
s e i-» .
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Chapter 4: Risk Pranium

Ii7we.run.fhe p1locess-in reverseanddiscomntthe expeaed cash
flowbydxeexpectedtamcofnemum,weobtainthevalueofBig
Oil'sstock

PV $100

Thaee::pectedne=t|1rhOfI0plewentistixewefolethecouectnate at
chto disctuuinttheexpecdedG88hi]1uwftotnBig Oil's sttnelk. It

is also 614¢PQ° u-mmmimycuszof capita1§orinwes¢menrs which have
t11esa=nn1ede=g|neeofriskas Big0il

now @~~< onBigOils9oekova'a
£8H¥§i1mmubetQf ye&r$.E&e6£EdsareunBhamged,thereGarn will
be .-IOpwcemitinad1irdo£&eyears, +10pém1oeatiu af|;unhar
(11li1nd,a4md +38pewmtin diercmai1ni1ngyea1s.'Ì hearithmede
average of these yearly morns is

s i

lo +~1o + 30
8

the ayeicslga of the netusms .correctly measures the
°P'P9"=W\*°i!W cost capital for ixwesmwents of s'mniJlar risk to Big
Dif s=tiac:k:

Thaeavewage eemexpnnnunudanmmufzlre|aamoaBigOi1.swck vvonudcfbe

(9 X 1.1 X 1¢1a)tB. -1 = .088,or8.8%

Invesmoms vvnwutldnotbe
to uwesnn a.pf6ject=tliut éffaedan 8-8 percent expwwd

of lOpeweent intlxe
cal1imiiln=lwl1rkle8.'I11i§'netpmese=ntwsliueGfs\1chaprojectwoddbe

Moralzlf the cost of capital
riskpreilnillms,\1se8Ii&nure&cavwages, 1notconnpow1dalnnuzd1~anes
ofnetum (geomemb avacagles)

A, Binky. Sawn: C.Myas,lmli&Piiil pwl¢1=@ of Corploruk
Fol¢n¢=, sun E&lion. Irwin ;MeGmnrvv-HN. zoos. we 156--7.)

The widelycitedIbbot=sonAss¢ocianesplulbiicationalsmctnmtainsadetailedalnd
rigomusdisausdonqrf theinmpwpmietyohlsinggeometric averwa|gesinestimat
ingthcanstof capital

n
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Tlmne aritiaanueiic aveulgms equity:iskpmuniumcanbe'daansonsulamed
:rel Fear

useas m=.¢xp¢|@meaequa¢y1ism=pme» naun1ineimeraw
iliebuiI&ng hliwk awwach, me aridamnetiie mean ordzesiaunple
&Eer¢noeofd1e ari&nane&cmeans=ofsstockm=|m14et11em1nnsand
1ism¢ss~m¢sise» ¢r¢1¢v~amnunubu.n=as4sbe¢amwe~uorn¢h¢
C AP M Md the.. block are.aiddi&ve nmf>di8s. in

dlecostof capitaLl.igth¢-s@.ofits.pam.'I§megeounnlwric
averalge ismomalwmupmiantefornwomtingpastpwiomnnnamnee,sinee
itrepueseamtsthzoompound averageretum

9 B

Me aln|¢gumulentforuusiamgt1xe.addmumemie~aww9|geis.quitesu¢=:ignrinm=
wmd hxlnsairiugac . . caSh8ows,1ixe -.
thiflwhfwfuidbeequrlpluyedistheeqt1i¥,y'riskpie1e|nui1lna1hwt`is.expect1sd

of the expected value of a thmlwhas
bellamvednaundc|mnly inthepastistlzcavalage(orauithmI1¢¥icn1ean)
onfits pastvalnes

In theirWdelypublicizedresearchonthennamlliarislcpwanuifllmn,Dimson
Marshand Sia|n11J0n(200Q)stame

=9f a of is always

-bZigmd 20 is 2%

eire + zsnnayx £1 ~.28iI003 =~ I =
is t88 om 81' discounting risky expluewi fugue @a181~H6Ws?
For faurvvwzlmd-leokixig decisions, due arithmetic mean is W
private measure

The
larger

To verify Thai the amithnuetic mean is the coma choice, we can
use the 2% percent required term to value the investment we just

A $1 stake would offer equal pwoilzlabrilities of receiving
taacllL$1.-2s or $Q.8ILTo this. we aismmm the cash flows at
rnwtimnneec m¢an':ameof2%.1wneunn 'liie pzaeselltvaiueeale

$1,25/1.615 =~ $1.22.and sas0/1.025 = $038,
so the value is $1.22 x' 95 + $0.80 X Va

$1..Q0.H'thue|re wemeaseque1n|ee orfequallylikely meuarnsvf
+25 and -20 pe1~ee¢nt,1he geometric mean return will evmtuallly
converge on The 2% pemeemt forward-looking aritlunuetic mean
is requu':ed to compensate for the year-to-year volatility of neon-ns

La:s1ly,onth¢pm1auc|i9il sidc, Bm1nexr,Ea»des,Ham1°is, and Higgins (1998) found
!halt71%.ot`theuBD¢Is éndtnadebooksinthdr¢9¢I8Ilsivesmn7v1€3!ofpl'¥\ctiee
slnppiaul:&u&1;seof an auritl1n|:netie mean.forwda1nziu|ion of  thes e I D as

e

o



(2805) Enidno¢v=iddenleetbaaithe1nuuaudaetptieetafrid:.ot
the amnuntofdskinoommousiaodcghaschamngedovatililmi

Ane1<amihalionofhisuouEicali8Ps te@ir&ds&at&eMRPis randcmawidmno
nshswvabie pacnmun. To M wen; that um hisna¢i¢al~equmty risk
pua61nnmni;&IlawswEa|:is1:mé$wa'm.sta§s&'csas aunnd,cunrrwdk,one shnosuld
e=aep|but111eequit.yziskpree|11iumto1am1nau|in~ati¢s.hiisn|au:icm\l mean.
thn»`l$e9€e9&nHH8df &flaN9lll1ariskpp u m i s §hiisw1dl¢€d1n¢an

1'hep» nesen=ee or abs1=nee¢nt' n rewersionisaneannpidcd issue. The enmpiricd
ameweak andhighly .eonlutadictory; the empirical evidsemlce is inconcio

give xmeanviiwmg, not eneu ~ to das "mean rewovion
l19vpaMwis.Thisweightof&eanlup8cicdevideneeondiisissucisiilzmthe
:none ueswofm¢anre1» ¢;sion in d1eMRPdem¢ns¢zamedmme
:» wHmednm0v¢ramlasr7s ygarggfsgw85 9 §jp 9 l wq y §g l
revwsi1am;ernu&had.nos.. ~» = - i6&1&i8slble&meWe11d.R° 8 aisio1laWw@t&y
dmzttmust ofdanese st1ul¢iiBs wenep|ar&un:@m|edprionud1e s!1n» d¢nma|u&aet'sd=bacle
in 90004-2009, years crfewlamaoMiiamy low
stocknlmrlae sdismdperformaneeef2000-é2G¢l@haseelstalih1ytarkenthewind
out of die mean reversiQu scl§0ol's sails

M e a n  R e v e r s i o n  A r g u me n t

So~mea|ea1delnn|icshave anrguedthamifsnockmelnrnswemeencpeaedlaonevertto
atrend,thiswouldsuggesttheuseof ageomeuic nsinoethegeomeuic
mean is, by De&lnition; an estimate of a long-run trend increment.
Thesesameacsudemicshavealrgmeddlatthcliswrica1 1m.of luuarket
risk pxemium ('*MRP")is up~vlvzlr¢-bialswedby d1e 5umygn¢ psi ... :In 4; d
stock nnar1aetptior to200Q,almdbeeaxliseofWeemnwaoladinzmyalndunusually
hi§u@ealizedMRBsinMu8ey€8ls.illvestolseuzpeetanetmltolowerI\RPls
i n  mgfuwm Me avemelge ,§°  ' no ammo "tlQlnnmai" level

l e I

.. . , »  .

A

I

5 e l

Chapter 4: Risk Premium

Our own ennnpiricd evidence suggest that the beady
betweenthestocklln2|9dnelttota1me=t|1rnan~dthe U.S.Twa1sutyl:Ibur!d
'm@omeneWm inanyp1arlimulsuryemnrismndom thezmeisno
disaemabiepalttetn intheleailizedequity (Ibbotson
Assulciaies, Saocbl, BIMMR, Bill-9, zo~o5 Ye=a¢nb'00» l5L
Valuaz¢ivnEditioh,pa:ges77~»'Z5)

Inst&sticadpeu:ianee,lhezcixnosigxniicamltsadadQom-nelation'msueeessive
annualmzaualnietviSkpunelnn|ilnunlsa\l1a'tis.nomend.Ibbci1s0n ueiiwesgoonw
statelhwtitis neasolmabletoasslnnethatlhesequarwtitiwvvillmemainstable
inu=efu1me(I¢)

The best estimate of the expected vahxeof variable that has
behavedmandnlnulyindne pastis.theawetage (or anilfhnnaetic mean)

I
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|1|g,g||¢¢1r1 u|g|¥¢|m¢|1
mum 1-sms-znn4

8y*du»1941v R' n f m n
diauisnohiinulsyhaSueeeslsixre
coeiiicaiem.

Bee=al ls¢ i1J§1r8  is l i t i lc¢v idmeeMat f l1eMRPhasc g e d o v e r d n m i t i s
measnlmMetnassumstlmaithesequaaan é t ieswillrumain smabieinrhefume
§g ; 1 p ¢4 A . 1

sms-m palm 'l'hs 1.ella"damsMip abram as

MRP8asihidicatedby ezarosasiW action

Nowhere is it suggested by Ibbotson Assodalies that the nnarketxisk premium
has declined over time

Q f i 8 15 iv +:*a; 8iwwrdsaBfliv. 994
Irgiatfon, 4 9 4, Yearbook, Va¢£laat1¢i'on P88975)

9 s

R G U R E  4 A - 1
lulAnl<ET RISK FTIEMIUM 1926-2004

Yeawlo-year Comolar l lon

MY

20 o 20
Risk Premium bagged Ume Year

9 l
_ _. .

is

i 5

Inshort,theder|le1mni1namion of tl1ecostot'capitaIwiththeCAPEM1equires an
unbiased estimate. of mc expected annual re=mIn. The expected. aritiu1:1e=4ic

Formal Demonsrtration

TIEs se¢tionshawswhg1mithanneitieralhar thaia geounr|¢8hnicn1eansshnwiidbe
used for fcnecasting, and the cost of  capital." By

Thissection.in»a1dz\ptedE1nnn asilnclilarmaaunenmssunddalnansuwawtiouwinBmeaiey
Myas,andA°kll¢=lt(2006)'slm~dlbbots<naAssodawes(20G6)

Wllll

J

courrei



deHnddon, dxe costofeqdty capiMis the annualdiscountrwame Wat equalmes
dle diseomilted vadlie ofe)BEpected fuitl1rc¢ashHows (&Om.dividends slid&le
sdeofd1es%t9¢ikatt1w1enu@dGf cil1wéstc1r'° s Move hwtizon)wmmumn¢

tu.&e . . j is apueinsulpectiveanMliIwanueain, nMarme¢1npunnlslpiua&ve

Ba withaerial:y,me "1a::p!edle1d" ai:auat afwurn~&sut
an average "angst" pwwnltarga :ate arnuund which the a ll~ad, 5nea1l=

by-yearreturns wil1v4aqr;1'l1istérgameis,ind8ect,an8ui&1ne~tic a-vwlse

A riimnerical illustration will clarify this innnqsovrtmmt point. Consider a non
dividend paying stock tlwldi1ulg.fot'$l00 which has, in every year, anequad
chamcéof appleci8ltihgby 2D'96ordeeEli1|i1mgby-10%,Thus,s|fl2em"0n|eyea:r
ti1t¢s1@1eis a1xe1q1w|ils§liswuw¢ . 8ln1Btd1¢k's¥m:i¢e_vviI1he$1ZDaud aneqxu1ad
climanciadxepnricewillhe$?9EF."Fig4uaw¢4A¢-2ipmes1=dts allpesssibleevanmzlxlalitiues

of¥1|elii1e8 inIlwdiag1Elilnn)

FIGURE 4A-2
POSSIBLE STOCK PRICES

\.

a a
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Chapter 4: Risk Premium

The possible stock prices are shown in the following table:

name

Year .1

IH

g

the a e i
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The e;qJwscted= stock price t w o o a lsthen

1/4 ($144)~ + 2/4 ($1oe) 1,/4 ($81) = $110.25

'lheeosecofequitycapitaliscalcuiated asthediscounttrat¢-rhnmequamstlxe
pm mvaJucnof thefiinunmeexpected cashi1owstbthccu11entshockprice.In
d1epmsen» tdamapJie e¢:nample,tlxer>nlyewshflowisrhegdnhomselliaugthe
s1iu1sk.Mwr° zwo ponds halve elapsud..'Ihus, stuck price of
$1IQ325 m1l8H@dabi0\He, ee11:~p4e4e11edmeofreiumistlimr,which so

ix !

Current Stock Pi*icé
, , . . . Expired Price

(1 +  i i

+- r)'.disc0llnis the¢Jt=plec»tedstock
in Xhe values, we have

thapmnesent, Substitute

$1
$110.25
(1+02

'111m~~r11¢wsrof°4¢it>*¢4mi.s=s%.-'lniswvwosr-°f~¢qui¢y ¢8Pi"\IiS GQ"1\1
to~tIwpu:¢lBpuaeiive alritlnnneic mean me dfnemrn, wiiieh is the probelbiiiey
w.ei@med.awenagesixnlglepsxiodrameofneturnomequity.Silmeeineverypqiod
Marais mequaM chzunee thzmdxe sto&'sm wH1M20» %m - -LG%,

Mhili9=wéi§9rted ave1rag|ais

1/2 (20%) + 1/2 (-10%) = 5%

\ ea

Web% capi&1i s nntequal faiaewuspeetivte
me nfmnlm. wliiwlunis a pwobaM!i3ty-weighwei a1w¢1talg¢ ef the P*<18siMe

. " . the . 've
9aa1nulaMe= meaning of Ia&&n. Tlhble 4A-3 shows die pia9&ie. ecun9enunuded

wfrwm over the pellilbds, Hndd1¢pro%ahilit3r~ot6adQ e

Thus, the prospective geometric. mean .rate of return is

1/4. (20%) + 2/4 (3.92%) + 1/4 (_ 10%) = 4.46%

l

o f
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Rshmowdd bepoilawadouttheattheuseofWe adthmeic meandaesuotimply
an investment holding ad of arc year. Ralthnr. it is premised on the
uncertaintywithnes=peasaeachyear's neuundmilngmehoMdingpedod
howavernnany yearwstbzrtmwbe. Wlmnaonrgplu1timlg dxeaudfthaanetic avenge
nfhistaric annusai~neIJ:,nnsilwu1=&mr teQadwmlmamedmavemge .@mw¢ed

of His wiiievd wwome iSowpossiiiM

°qu=dpmv¢biHry°fw°uwi1»a d=uing y&lur9fttlehuldiI3gplmi:nii. Th3a
of dl

0f;h¢p@lstpmelmi;mnswnsiggmd,n ¢s ¢m g ¢¢ ¢1,¢¢ed
hoidinng petiud.

The foregoing analysissbvuws thatit is 'erroneousto use a pmlospeetive multi
year geomaaeuiC mean mate afnetumas a "target" rate of netum for each year
of tl1eperiod;It3 f¢re:eaaunlaIl=l. iniwestnws culttnentlyneqliixaeancxpected fwtlwlw

te ofxehmrnenaninvahwaeant¢fl3%9a1¢l1year,1Ime=nr 13% Marthe apvp1r1opmia»no
annudraxsdf <»n@4'w%9f<>==1w¢1mkin@=p'Hv°s¢s-G¢»ns°4u¢1@ody».i41

ofnemrn seg;:12»1ifam
11=q1ui1aa1us¢'ufm@wu-suumamwammalmngwann

T'he exlam:;plecane1i$iI3l.bearmeudedw indudetlne easeaf aaividena-paying

l:ew1ae&int!1e D€Fmoadelisanexp~=cwda1u:`itl1uun=etiicra au exspieemled
geometricmean :Uh of neturu

This return is not equal to ate 5% cost of equity capital

8 9

return

s=1.o¢=I< PHWSES man RETIJRNS AFTER TWO pE1:§lg1j5

nemm

.

.
I s

e - . i-'E

wdlbe41

each

culawe

rate

thwlin

Chapter 4:

spec

Risk. Premium



Rio Rico Utilities. Inc
Docket No. WS-02676A-09-0257

THOMAS J. BOURASSA
REBUTTAL TESTIMONY

(COST OF CAPITAL)
February 1, 2010

SCHEDULES
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Rio Rlco utulties - Wirer Division
Test Year Ended December 31. 2008

Cost of Preferred Stock

Exhibit
Rebuttal Schedule D-3
Page 1
VWtness: Bourassa

End of Test Year End of Proiected Year

Line
No

Description
of Issue

Shares
Outstandinq Amount

Dividend
Requirement

Shares
Outstanding Amount

Dividend
Requirement

NOT APPLICABLE. NO PREFERRED STOCK ISSUED OR OUTSTANDING

10

17
18
19

SUPPORTING SCHEDULES RECAP SCHEDULES
Rebuttal D-1



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Cost of Common Equity

Exhibit
Rebuttal Schedule D-4
Page 1
V\htness: Bourassa

The Company is proposing a cost of common equity of 11.70%

17
18

SUPPORTING SCHEDULES RECAP SCHEDULES
Rebuttal D-1
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2

3

Q-

INTRODUCTION AND QUALIFICATIUNS

PLEASE STATE YOUR NAME AND ADDRESS

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive

Phoenix. Arizona 85029

Q- ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?5

6 A. I am testifying in this proceeding on behalf of the applicant, Rio Rico Utilities, Inc

("RRUl" or the "Company")

8 Q- HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE

10

11

12

Q-

14

15

16

17

A.

20

22

23

24

II.

Q-

INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application in this

docket. There were two volumes, one addressing rate base, income statement and

rate design, and the other addressing cost of capital. My rebuttal testimony was

also submitted in two separate volumes. Each of those testimonies included my

associated schedules

WHAT IS THE PURPOSE OF THIS REJOINDER TESTIMONY?

I will provide rejoinder testimony in response to the surrebuttal filings bY Staff and

RUCO. More specifically, this first volume of my rejoinder testimony relates to

rate base, income statement and rate design for RRUI. In a second, separate

volume of my testimony, I will also provide responses to Staff and RUCO on the

cost of capital and rate of return applied to the fair value rate base, and the

determination of operating income

SUMMARY OF RRUI'S REJOINDER POSITICN

WHAT ARE THE REVENUE INCREASES FOR THE WATER AND

WASTEWATER DIVISIONS THAT THE COMPANY IS PROPOSING IN

THIS REJOINDER TESTIMONY?

ENN EMORE CRAIG
RDFESSIDNAL CORPORATION

Puoemx
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1 For the water division, the Company is proposing a total revenue requirement of

$3,672,682, which constitutes an increase in revenues of $1,825,426, or 98.82%

over adjusted test year revenues. For the wastewater division, RRUI is proposing

a total revenue requirement of $1,695,587, which constitutes a decrease in revenues

of $134,389, or -7.34% overadjusted test year revenues

Q- HOW DO THESE COMPARE WITH THE REBUTTAL FILING?6

7

8

9

10

A.

12

14

19

20

There are very minor differences. In the rebuttal filing for the water division, the

Company requested a total revenue requirement of $3,674,859, which required an

increase in revenues of $1,827,602, or 98.94%. In the rebuttal filing for the

wastewater division, the Company requested a total revenue requirement of

$l,696,840, which required a decrease in revenues of $l33,135, or -7.28% As

with the rebuttal, the differences arise because RRUI has adopted or proposed

additional adjustments in rejoinder to Staff and RUCO

For the water division, the net result of these adjustments is: (1) proposed

operating expenses have decreased by $l,337, from $2,034,328 in the rebuttal

filing to $2,032,991, and (2) rate base remains the same as in the rebuttal filing at

$7,992,279. For the wastewater division, the net result of these adjustments is

(1) the Company's proposed operating expenses have increased by $770, from

$1,359,386 in the rebuttal filing to $1,358,616, and (2) rate base remains the same

as in the rebuttal filing at $3,323,449 For both the water and wastewater divisions

the primary reason for the reduction in operating expenses is the removal of

additional central office costs from operating expenses. I will discuss this later in

my testimony

Q- HAVE YOU CHANGED YOUR COST OF EQUITY?24

25

26

A. The Company has not changed its recommended cost of equity of 11.7%

ENNEMORE CRAIG
PROFESSIONAL CDRPDRATION
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-_ll  I

SO WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND

RATE INCREASES FOR THE COMPANY, STAFF, AND RUCO AT THIS

STAGE OF THE PROCEEDING?

At this rejoinder stage, the proposed revenue requirements and proposed rate

increases for the water division are as follows:

Revenue Requirement Revenue Inch. % Increase

Staff Surrebuttal $3,174,527 $1,327,371 71.85%

RUCO Surrebuttal $2,781,463 $ 929,413 50.18%

Company Rejoinder $3,672,682 $1,825,426 98.82%

For the wastewater division, the proposed revenue requirements and

proposed rate decreases at this stage of the rate case are as follows:

Revenue Requirement Revenue Inch.

$1,526,064 $ (303,912)

$1,340,535 S (493,946)

$1,695,587 $ (134,389)

Staff Surrebuttal

RUCO Surrebuttal

Company Rejoinder

% Decrease

(16.61)%

(26.93)%

(7.34)%

111. RATE BASE

A. Water Division Rate Base

WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

BASE RECOMMENDATIQNS FOR THE WATER DIVISION?

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

Yes, for the water division the rate bases proposed by the parties proposing a rate

base in the ease, the Company, Staff and RUCO, are as follows:

OCRB FVRB

S 6,639,072 $ 6,639,072

$ 7,045,555 $ 7,045,555

$ 7,992,279 S 7,992,279

Staff Surrebuttal

RUCO Surrebuttal

Company Rejoinder

ENNEMORE CRAIG
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1 Q-

5

6

7

A.

10

12 Q,

14

15

16

17

A.

19

20

WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED

ORIGINAL COST RATE BASE FOR THE WATER DIVISION, AND

IDENTIFY ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF

AND/OR RUCO?

The Company's adjustments to the water division original cost rate base ("OCRB")

are detailed on Rejoinder Schedule B-2, pages 3 through 6. Rejoinder Schedule

B-2, page l and 2, summarize the Company's proposed adjustments and the

rejoinder OCRB. I have previously testified on these proposed adjustments and, as

mentioned above, nothing has changed from rebuttal to rejoinder with respect to

either rate base

Plant-in-Service and Accumulated Depreciation

PLEASE DISCUSS THE PARTIES RESPECTIVE PLANT-IN-SERVICE

AND ACCUMULATED DEPRECIATION?

While there is some minor rounding differences, particularly between Staff and the

Company (<$3), the Company, Staff, and RUCO are in substantial agreement on

the balance of plant-in-service of $34,059,801.' with respect to accumulated

depreciation, both the Company and RUCO in agreement with an accumulated

depreciation balance of $12,472,661.° This is true because RUCO corrected its

accumulated depreciation based on errors in RUCO's computations that I pointed

out in my rebuttal testimony." Staff's proposed accumulated depreciation balance

22

23

24

25

26

See Rebuttal Testimony of Thomas J. Bourassa (Rate Base, Income Statement and Rate Design)
("BourassaRb.") ate - 18

Compare Company Water Division Rejoinder Schedule B-2, page 1, Staff Water Division Surrebuttal
Schedule GWB-3, and RUCO Water Division Surrebuttal Schedule TJC-2, page l of 1

Compare Company Water Division Rejoinder Schedule B-2, page l and RUCO Water Division
Surrebuttal Schedule TJC-2, page l of 1

Bourassa Rb.at 19, see alsoSurrebuttal Testimony of Timothy J. Coley ("Coley Sb.") at9 .---10

NNEMORE CRAIG
KUFESSIONAI. CORPDRATIGN
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is $12,423,937 - $48,724 lower than the Company's balance. It is unclear why

Staff proposes this adjustment as Staff has provided no explanation for it. This is

made even more puzzling because Staff and the Company were in agreement on

the balance of accumulated depreciation as of the rebuttal stage of the proceeding

Perhaps this is an error related to the reclassification of $48,724 of CIAC to AIAC

which the Company, Staff and RUCO are in agreement. l will discuss the

reclassification of CIAC and AIAC next

J

9 Q-

AIAC and CIAC

PLEASE DISCUSS THE COMPANY'S PROPOSED AIAC AND CIAC AND

ANY REMAINING DISAGREEMENTS BETWEEN THE PARTIES?

11 A. The Company, Staff, and RUCO agree on the balance of AIAC totaling $122,372

and CIAC totaling 20,140,197. As you will recall in rebuttal, the Company

adopted RUCO's proposed reclassification of $48,724 of CIAC to AIAC.° In its

direct filing, Staff proposed a one-sided adjustment to increase AIAC by $48,724

but failed to decrease CIAC by the same amount. Staff has corrected its

adjustment in it surrebuttal filing and it is now in agreement with the Company

/

17 Q- STAFF IS NO LONGER PROPOSING TO INCREASE CIAC BY NEARLY

$1.1 MILLION FOR UNRECORDED CIAC?

19

20

A. Correct, Staff has fixed its prior $1 million error

22

24

See Staff Water Division Surrebuttal Schedule GWB-3

Compare Company Water Division Rebuttal Schedule B-2, page 1 and Staff Water Division Schedule
GWB-3. Both schedules show $12,472,661 for accumulated depreciation

Compare Company Water Division Rejoinder Schedule B-2, page l, Staff Water Division Surrebuttal
Schedule GWB-3, and RUCO Water Division Surrebuttal Schedule TJC-2, page l of l

Bourassa Rb. at 5 - 6

See Surrebuttal Testimony of Gerald W. Becker ("Becker Sb.") at 1826

FENNEMORE CRAIG
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1 Q- DO THE COMPANY, STAFF, AND RUCO AGREE ON THE BALANCE

OF ACCUMULATED AMORTIZATION?

3 A. Yes. All three parties agree on the accumulated amortization balance of

$6,628,197

3 Deferred Income Taxes (DITs)

6 Q- PLEASE DISCUSS THE DIFFERENCES BETWEEN THE PARTIES WITH

RESPECT TO DITS FOR THE WATER DIVISION?

8 A. The Company continues to propose a DIT balance of $275,455 (a net DIT asset)

Staff proposes a DIT balance $82,782 (a net DIT asset)" whereas RUCO proposes

a DIT balance of $501,057 (a net DIT liability)'°. As a reminder, net DIT assets

increase rate base and net DIT liabilities decrease rate base

12 Q- WHY DO WE MAKE ADJUSTMENTS TO RATE BASE BECAUSE OF

DITS?

14

15

16

17

Because there are differences in the actual income taxes paid and the income taxes

allowed in rates. A DIT asset results when the utility has lost the use of its monies

as a result of this timing difference, conversely, when the utility benefited from the

timing difference, a net DIT liability arises. This is the tax normalization process

that I discussed in my rebuttal testimony

19

20

22

24

Compare Company Water Division Rejoinder Schedule B-2, page 1, Staff Water Division Surrebuttal
Schedule GWB-3, and RUCO Water Division Surrebuttal Schedule TIC-2, page l of 1

See Company Water Division Rejoinder Schedule B-2, page 6

See Staff Water Division Surrebuttal Schedule GWB-3

See RUCO Water Division Surrebuttal Schedule TJC-2, page l

Bourassa Rb. at 1226

ENNEMORE CRAIG
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1 Q-

3 A.

WHAT ARE THE AREAS OF AGREEMENT AND DISAGREEMENT

BETWEEN STAFF AND THE COMPANY ON THE DIT BALANCE?

Staff does not agree with the fixed asset component of the Company's DIT

computation" because it includes a $105,049 amount for an "unidentified

difference between the book and tax basis of plant." Consequently, Staff believes

that the fixed asset component should be $21,868 (a net DIT liability) rather than

the Company proposed $18,681 (a net DIT asset).' / I respectfully disagree with the

exclusion of the $105,049

9 Q.

10 A.

WHY DO YOU DISAGREE?

12

14

This amount reflects plant-in-service amount that is not reflected in the tax basis of

plant. This means excluding it would create a mismatch. My reconciliation

accounts for all the differences between the book basis and tax basis of plant

through the end of the test year, and we know that the $105,049 represents plant

not reflected in the tax basis of plant because we have accounted for all other

differences. This is either because of a timing difference or a simple failure to

reflect this cost in the tax basis. Either way, it should be included16

17

18

19

Q- WHAT ABOUT THE FACT THAT A SPECIFIC PLANT ITEM COULD

NOT BE IDENTIFIED?

While I could not identify a specific plant item, I am able to conduct a full

reconciliation. This is no different than the situation with CIAC where I did not

identify the specific plant item(s) for the CIAC amounts identified in the

See Company Water Division Rejoinder Schedule B-2, page 6

Becker Sb. at 15

Id

FENNEMORE C R A l C
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reconciliation. Yet, Staff has no problem with accepting the CIAC amounts and

rejecting the $105,049 of plant

3 Q- WHAT OTHER AREAS OF AGREEMENT/DISAGREEMENT ARE

THERE WITH STAFF ON THE COMPANY'S PROPOSED DIT?

5 A. Staff agrees with the Company's AIAC component of the DIT computation

However, Staff does not agree with the inclusion of the net operating Loss

('NOL") related to bonus depreciation

8

9

Q- WHAT IS STAFF'S BASIS FOR THAT POSITION?

Staff merely asserts that rate payers would be paying a can'ying charge on the

unused bonus depreciation and thus it should be excluded." I rebutted this claim

in my rebuttal testimony and will not repeat that testimony here." Staff witness

Becker failed to respond, although I note that he does not dispute the existence of a

tax asset from the NOL related to bonus depreciation. Staff simply seeks to

exclude it. As I stated in my rebuttal testimony, discriminating between DIT

liabilities and DIT assets for the inclusion or the exclusion from the ratemaking

process simply because one may reduce rate base while another may increase rate

base, is inherently unfair." To put it in Staff's terms, the Company "pays" a

carrying cost to ratepayers for DIT liabilities as reduction to rate base. It's only

fair that the rate payers "pay" a carrying cost on DIT assets as an addition to rate

Id. at 14

Id. at 5

Id. at 16

Bourassa Rb. at 11 - 12

Id. at 12

FENNEMORE CRAIG
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1 Q-

3

WOULD THERE BE A RATE BASE MISMATCH IF STAFF IS ALLOWED

TO MAKE THIS EXCLUSION?

Yes. This is because, like all the other components in the Company's proposed

DIT computation, the NOL from bonus depreciation component is directly related

to plant-in-service included in the rate base. Therefore, to exclude the NOL

component results in a mismatch

Q, WHAT ABOUT THE CLAIM THAT THE COMPANY'S DIT

COMPUTATION IS SUSPECT BECAUSE THE COMPANY DID NOT

PROVIDE THE PARENT COMPANY'S TAX RETURN?

7

8

9

10

11

12

A.

14

This is a red-hen'ing.'" The Company provided all the relevant information from

the parent's tax return related to RRUI's plant. Further, the book and tax amounts

were reconciled. There are no other components of rate base which impact the DIT

and require further disclosure of tax information. For example, there is no

acquisition adjustMent or goodwill included in rate base which might create book

and tax timing differences

16 Q- WOULD PROVIDING THE PARENT'S M-1 SCHEDULE HELP STAFF

IDENTIFY ADDITIONAL ADJUSTMENTS NOT CONTEMPLATED BY

STAFF OR PRESENTED BY RRUI?

19

20

A. No. Franldy, I don't know what those might be that would be relevant to RRUI's

DIT in the instant case and Staff has not identified and/or suggested what those

might be. Hence, my calling it a red-herring

Q, PLEASE RESPOND TO RUCO'S TESTIMONY ON DITS22

23

24

A. RUCO continues to assert that its method of computed DIT's complies with SFAS

1092> RUCO further explains that because it netted the DIT assets and liabilities at

Becker Sb. at 16 -- 17

See Coley Sb. at 10

ENNEMORE CRAIG
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3

4

5

6

Q.

10

the parent company, Algonquin Power Income Fund ("APIF"), that both assets and

liabilities are used in RUCO's calculation

WHAT'S WRONG WITH THAT?

It 's nonsense. SFAS 109 requires that  the allocation method comply with the

provisions of the statement. Merely netting the parent company's DIT assets and

liabilit ies then allocat ing does not  bring RUCO's computat ion into compliance

with SFAS 109. I discussed why RUCO's method does not  comply with SFAS

109 in my rebuttal, to which RUCO has provided lit t le by way of a response

No t ably,  a  majo r  flaw in RUCO's met ho d is  t hat  RUCO uses a  s t a le  2005

acquisition cost of RRUI relative to APIF's total assets at the end of 2008 as the

basis for its allocat ion factor,  a 3 year difference. There has been significant

investment in plant for RRUI since 2005, and there have been significant changes

to the book and tax basis assets of RRUI since 2005. and for that matter. for all of

the entities owned by APIF

Q- ANY OTHER PROBLEMS WITH RUCO'S METHOD?15

16

17

A.

19

22

24

Yes. Another serious flaw in RUCO's allocation of APIF's DIT to RRUI is that

APIF's DIT reflects book and tax timing differences from numerous other APIF

entities which arguably reflect, among other things, different tax depreciation rates

and different tax provisions related to plant investment. Some of those entities, for

example, are energy related with energy related plant investments and not water

and/or wastewater plant investments. Further, putting aside the differences in the

magnitudes of plant investment among the various APIF owned entities, some of

those ent it ies may have newer plant  than others. St ill further,  some of those

entities are based in Canada and are subject to Canadian tax laws while others are

Id

Bourassa Rb. at 14 - 17

NNEMORE CRAIC
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5 Q.

8

9

10

A.

12

14

17

Q-19

20

21

22

A.

subject to U.S. tax laws. Together, these factors cause the differences in resulting

DIT for each entity to vary widely from one entity to another. In other words, the

DIT for any single entity owned by APIF is not the result of any one single factor

which is what RUCO's approach would suggest by its allocation method

DOES THE FACT THAT ARIZONA WATER COMPANY HAS A NET DIT

LIABILITY HAVE ANY RELEVANCE TO WHETHER RRUI HAS A NET

DIT LIABILITY OR A NET DIT ASSET?

No, Mr. Coley's attempt to make this argument to support RUCO's proposed DIT

liability of over $500,000 fails." The balance of DIT for any entity depends on the

specific facts and circumstances for that entity. There are several components to

DIT and each contributes to the net DIT balance which may ultimately be a net

DIT liability or a net DIT asset. I do not know the specific facts and circumstances

for Arizona Water Company ("AWC") which results in AWC having a net DIT

liability balance and RUCO did not provide them. Therefore, Mr. Coley's

conclusions on whether RRUI should have a net DIT liability are mere speculation

This is why RUCO has admitted that its approach was already rejected in the Black

Mountain Sewer Corporation rate case

B. Wastewater Division Rate Base

WOULD YOU PLEASE IDENTIFY THE PARTIES' RESPECTIVE RATE

BASE RECOMMENDATIONS FOR THE WASTEWATER DIVISION?

Yes, for the wastewater division the rate bases proposed are as follows

Staff Surrebuttal $ 3226.899 s 3,226,899

24

26

Coley Sb. at 11 -.- 12

RUCO Response to Company Data Request 3.14 (copy attached as Exhibit TB-RJ1), referring to Black
Mountain Sewer Corporation, Decision No. 69164 (December 5, 2006) at 6
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RUCO Surrebuttal

Company Rejoinder

s 2983.957

$ 3.323.449

s 2,983,957

$ 3,323.449

4 Q.

6

10

13

14

Q-

16

17

A.

Plant-in-Service and Accumulated Depreciation

PLEASE DISCUSS THE PARTIES RESPECTIVE PLANT-IN-SERVICE

AND ACCUMULATEDDEPRECIATION?

While there is some minor rounding differences, particularly between Staff and the

Company (<$2), the Company, Staff, and RUCO are in substantial agreement on

the balance of plant-in-service of $11,829,043.°" with respect  to accumulated

depreciation, all three parties are in agreement with an accumulated depreciation

balance of $5,110,028.°1 RUCO corrected its accumulated depreciation based on

the error I identified in RUCO's computations

AIAC and CIAC

PLEASE DISCUSS THE COMPANY'S PROPOSED AIAC AND CIAC AND

ANY REMAINING DISAGREEMENTS BETWEEN THE PARTIES FOR

THE WASTEWATER DIVISION?

The Company, Staff, and RUCO agree on the balance of AIAC totaling $237,922

and gross CIAC totaling 5,l37,673." As you will recall in rebuttal, the Company

adopted RUCO's proposed reclassification of $238,783 of CIAC to AIAC." In his

direct filing, Mr. Becker proposed a one-sided adjustment to increase AIAC by19

20

22

24

25

26

Compare Company Wastewater Division Rejoinder Schedule B-2, page 1, Staff Wastewater Division
Surrebuttal Schedule GWB-3, and RUCO Wastewater Division Surrebuttal Schedule TJC-2, page 1 of 1

Compare Company Water Division Rejoinder Schedule B-2, page 1, Staff Wastewater Division
Surrebuttal Schedule GWB-3, and RUCO Water Division Surrebuttal Schedule TJC-2, page 1 of l

Compare Company Wastewater Division Rejoinder Schedule B-2, page l, Staff Wastewater Division
Surrebuttal Schedule GWB-3, and RUCO Wastewater Division Surrebuttal Schedule TIC-2, page l of l

Bourassa Rb. at 20
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$238,783, but he failed to decrease CIAC by the same amount. Staff has corrected

it adjustment in it surrebuttal tiling and is now in agreement with the Company

3 Q, DO THE COMPANY, STAFF, AND RUCO AGREE ON THE BALANCE

OF ACCUMULATED AMORTIZATION?

5 Yes. All three parties agree on the accumulated amortization balance of

$1.944.057

8 Q- ARE THERE ALSO DIFFERENCES BETWEEN THE PARTIES WITH

RESPECT TO DEFERRED INCOME TAXES FOR THE WASTEWATER

DIVISION?

11 The Company continues to propose a deferred income tax ("DIT") balance of

$130,973 (a net DIT asset).3° Staff proposes a DIT balance $34,423 (a net DIT

asset),37 whereas RUCO proposes a DIT balance of $208,519 (a net DIT

liability)

15 Q- DO YOU HAVE THE SAME COMMENTS REGARDING THE STAFF

AND RUCO DIT COMPUTATIONS FOR THE WASTEWATER DIVISION

AS YOU MADE PREVIOUSLY?

18 Yes, my concerns with Staff and RUCO's positions apply to both the water and

wastewater rate bases

Becker Sb. at 18

Compare Company Water Division Rejoinder Schedule B-2, page l, Staff Water Division Surrebuttal
Schedule GWB-3. and RUCO Water Division Surrebuttal Schedule TIC-2, page l of 1

See Company Wastewater Division Rejoinder Schedule B-2, page 6

See Staff Wastewater Division Surrebuttal Schedule GSB-3

See RUCO Wastewater Division Surrebuttal Schedule TJC-2, page l
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1 IV.

3 Q-

INCOME STATEMENT

A. Water Division Revenue and Expenses

WOULD YOU PLEASE DISCUSS THE COMPANY'S PROPOSED

ADJUSTMENTS TO REVENUES AND EXPENSES FOR THE WATER

DIVISION AND IDENTIFY ANY ADJUSTMENTS YOU HAVE

ACCEPTED FRCM STAFF AND/OR RUCO?

A.

10

14

19

20

The Company's rejoinder adjustments for the Water Division's revenue and

expenses are detailed on Rejoinder Schedule C-2, pages 1-10. The rejoinder

income statement with adjustments is summarized on Rejoinder Schedule C- 1

pages 1-2. I have previously testified to the Company's proposed adjustments to

revenues and expenses in my rebuttal testimony. The Company's does not propose

any additional adjustments to revenue and expenses, but is proposing some

revisions as described below

The Company's property tax adjustment (Adjustment Number 2) has been

revised to reflect the Company's rejoinder proposed revenues. The detail of the

Company's proposed property tax adjustment is detailed on Rejoinder Schedule C

2, page 3

The Company has corrected its adjustment to bad debt expense (Adjustment

Number 7). The Company adopted RUCO's annualization adjustment in its

rebuttal filing" but decreased bad debt expense rather than increased bad debt

expense. RUCO correctly pointed this out in its surrebuttal testimony." The

Company and RUCO are now in agreement on the level of bad debt expense. Staff

has not proposed any adjustment to bad debt expense. The detail of RRUI's

24

Bourassa Rb. at 24

Coley Sb. at 24
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proposed bad debt expense adjustment is detailed on Rejoinder Schedule C-2, page

The Company has also  revised it s cent ral o ffice cost  allocat ion. The

changes are reflected in Adjustment Number 8 and detailed on Rejoinder Schedule

C-2, page 9. The Company has identified and removed from the central office cost

allocat ion addit ional cost s t hat  t he Company considers unnecessary. The

adjustment to reduce the central office costs before allocation has increased from

$204,509 in the Company's rebuttal filing to $349,651 in the Company's rejoinder

filing. The allocated port ion of the central office costs has been reduced firm

$130,534 in the Company's rebuttal filing to $126,794 in the Company's rejoinder

filing. Mr. Eichler discusses the disputes with Staff and RUCO over these costs in

more detail in his rejoinder testimony

Finally, the Company's income tax adjustment has been revised to reflect

the rejoinder revenues and expenses. The details of the Company's income tax

adjustment are detailed on Rejoinder Schedule C-2, page 10

16 Q- PLEASE COMMENT ON THE ANY ADDITIONAL REVENUE AND

EXPENSE ISSUES THAT HAVE BEEN RESOLVED BETWEEN THE

PARITIES AT THIS STAGE OF THE PROCEEDING?

19

20

A. Both Staff and RUCO have adopted the Company's proposed adjustment to reduce

transportation expense by $6,725.'*1 As a result, all three parties are in agreement

on the level of transportation expense of $72,590

22

24
Id. at 18: Becker Sb. at 19: Bourassa Rb. at 23

26
Compare Company Water Division Rejoinder Schedule C-2, page 1, Staff Water Division Surrebuttal

Schedule GWB-10, and RUCO Water Division Surrebuttal Schedule TJC-6
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Staff has also removed its adjustment to outside services of $27,820 which

was based on the misinterpretation by Staff that accounting fees were ACC fees

The Companyand Staff are now in agreement on this issue

Remaining Revenue and Expense Issues

5 Q- PLEASE IDENTIFY ANY REMAINING ISSUES IN DISPUTE WITH

RUCO AND/OR STAFF

7

8

9

10

The Company also disagrees with Staff's and RUCO's adjustment to regulatory

commission expense for $17,554."<' Both Staff and RUCO identify these costs as

residual rate case expenses However, this seems hard to believe considering

the Company has provided the parties the general ledger detail and copies of

invoices, both of which clearly indicate that these expenses are not rate case

expense related." as I indicated in my rebuttal these expenses are

comprised of costs for ADEQ annual registration fees, ADOT registration fees

annual software license fees, annual memberships, right of way permit fees, and

some membership dues to organizations like the American Water Works

Association and the Arizona Water Pollution Control Association." All RUC()

offers is supposition because the number is close to previously approved rate case

expense." Staff on the other hand simply concludes the amount is residual rate

case expense

In fact,

Becker Sb. at 19

Coley Sb. at 22, Becker Sb. at 18

I d

See Company Response to RUCO Data Request 7.01. (Company data request responses referenced
33) are not attached, but have been previously provided to Staff and the interveners who requested

Bourassa Rb. at 26

Coley Sb. at 22

Becker Sb. at 18
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1 Q-

3 A.

ANY OTHER REVENUE AND/OR EXPENSE ISSUES BETWEEN THE

COMPANY AND RUCO?

Yes. In response to the Company's rebuttal testimony, RUCO has withdrawn its

proposal to annualize the revenues based on the average number of customers

Instead, RUCO proposes to use test year revenues without adjustment." The

Company continues to believe that the downward revenue annualization

adjustment of approximately $5,000 the Company proposed in its direct filing is

appropriate. Based on a review of the 2009 revenues, it appears that revenues

actually declined by far more than $5,000 for the Water Division." So, it would

appear that the Company's downward adjustment is likely understated

Eliminating the adjustment altogether would only make matters worse

12 Q. DOES THERE CONTINUE TO BE DISAGREEMENT OVER THE

AMORTIZATION RATE FOR CIAC BETWEEN STAFF AND THE

15

16

A.

COMPANY?

Yes. Staff still computes a higher composite amortization rate for CIAC by

excluding non-depreciable plant in its computation." The higher amortization rate

results in a lower depreciation expense. The Company continues to believe that the

composite amortization rate reflect all plant, not just depreciable plant

19

20

Q- DOES RUCO CONTINUE TO RECOMMEND A DOWNWARD

ADJUSTMENT TO OVERALL R.ATE CASE EXPENSE OF 25 PERCENT?

Yes." But no real reasoning is provided

Coley Sb. at 12

Id. at 14

See Company Response to RUCO Data Request 8.01

Bourassa Rb. at 23

I d

Coley Sb. at 16 - 17
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1 Q-

3

10 Q-

21

22

Q-

DO YOU HAVE A CURRENT ESTIMATE OF THE RATE CASE

EXPENSE TO BE INCURRED?

Through the end of February 2010, RRUI had incurred roughly $150,000 of rate

case expense. This amount does not include review of all of the surrebuttal and

subsequent discovery, preparation of rejoinder, preparation for trial, 3 days of trial

in Tucson, final schedules, briefing and a ROO and final decision. In other words

I think our initial estimate is tracking fairly well at this point. This means there is

no basis, either stated or otherwise thats am aware of, to reduce rate case expense

This discussion covers both divisions

DOES THERE CONTINUE TO BE DISAGREEMENT OVER THE

ALLOCATION OF CENTRAL OFFICE COSTS AND THE ALLOCATION

METHODOLOGY?

Yes, as noted above, this issue is discussed in greater detail in the rejoinder

testimony of Peter Eichler. However, I would like to note again that Staff has

imposed a "foreign exchange" adjustment to the central office costs

effectively results in an additional 5% reduction in Staff"s allocated costs. Since

the Company has reported all of its central office costs in U.S. dollars, already

incorporating the difference in the monetary exchange and the appropriate measure

for a U.S. based company, there is no justification for this adjustment

Wastewater Division Revenue and Expenses

WOULD YOU PLEASE DISCUSS THE COMPANY'S WASTEWATER

DIVISION PROPOSED ADJUSTMENTS TO REVENUES AND EXPENSES

AND IDENTIFY ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM

STAFF AND/OR RUCO?24

26 to Direct Testimony of Gerald W. Becker at 35

ENNEMORE CRAIG
PROFESSIONALCORPORATION

PHOENIX

A.

1 8



1 A.

12

14

19

20

22

24

25

26

Q-

The Company rejoinder adjustments for the wastewater division's revenue and

expenses are detailed on Rejoinder Schedule C~2, pages 1-8. The rejoinder income

statement with adjustments is summarized on Rejoinder Schedule C-l, page 1-2. I

have previously testified to the Company's proposed adjustments to revenues and

expenses in my rebuttal testimony. The Company's does not propose any

additional adjustMents to revenue and expenses, but is proposing some revisions as

described below

The Company property tax adjustMent (Adjustment Number 2) has been

revised to reflect the Company's rejoinder proposed revenues. The detail of the

Company's proposed property tax adjustment is detailed on Rejoinder Schedule C

2, page 3

The Company has also revised its central office cost allocation. The

changes are reflected in Adjustment Number 6 and detailed on Rejoinder Schedule

C-2, page 7. As with the water division, the Company has identified and removed

from the central cost additional central office costs that the Company considers

unnecessary. The adjustment to reduce the central office costs before allocation

has increased from $204,509 in the Company's rebuttal filing to $349,651 in the

Company's rejoinder filing. The allocated portion of the central office costs has

been reduced from $43,056 in the Company's rebuttal filing to $41,822 in the

Company's rejoinder filing

Finally, RRUT's income tax adjustment has been revised to reflect the

rejoinder revenues and expenses. The details of the Company's income tax

adjustment are detailed on Rejoinder Schedule C-2, page 8

PLEASE COMMENT ON THE ANY ADDITIONAL REVENUE AND

EXPENSE ISSUES THAT HAVE BEEN RESOLVED BETWEEN THE

PARITIES AT THIS STAGE OF THE PROCEEDING?

NNEMORE CRAIG
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1 A. Both Staff and RUCO have adopted RRUI's proposed adjustment to reduce

transportation expense by $2,242." All three parties are in agreement on the level

of transportation expense of $24,575.°° Staff has also removed its adjustment to

outside services of $17,190 which was based on the misinterpretation of accounting

fees as ACC fees." The Company and Staff are now in agreement on this issue

7 Q- IN DISPUTE WITH

9

10

Remaining Revenue and Expense Issues

PLEASE IDENTIFY ANY REMAINING ISSUES

RUCO AND/OR STAFF

The Company also disagrees with Staff's adjustment to regulatory commission

expense for $994.°" Staff identifies these costs as residual rate case expenses.'" As

I stated previously, these expenses are not rate case expense related

Q- HAS RUCO MADE A SIMILAR ADJUSTMENT?

A. No

Q~ PLEASE CONTINUE

12

13

14

15

16

A.

20

In response to the Company's rebuttal testimony, RUCO .has withdrawn its

proposal to annualize the revenues based on the average number of customers

Instead, as I discussed above, RUCO proposes to use test year revenues without

adjustment.°° The Company continues to believe that the downward revenue

annualization adjustment of approximately $4,500 the Company proposed in its

direct filing is appropriate. Based on a review of the 2009 revenues, it appears that

22

24

Id. at 18: Becker Sb. at 19: Bourassa Rb. at 29

Compare Company Wastewater Division Rejoinder Schedule C-2, page 1, Staff Wastewater Division
Surrebuttal Schedule GWB-10. and RUCO Wastewater Division Surrebuttal Schedule TJC-6

Becker Sb. at 19

Id. at 18

I d

Coley Sb. at 12

Id. at 14
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revenues actually declined by far more than $4,500 for the wastewater division

So, again, Company's downward adjustment is conservative

3 Q- DOES THERE CONTINUE TO BE DISAGREEMENT OVER THE

AMORTIZATION RATE FOR CIAC FOR THE WASTEWATER

DIVISION BETWEEN STAFF AND THE COMPANY?

6 Yes. I have testified above on this point for the water division and it does not need

to be repeated

8 Q- DOES THERE CONTINUE TO BE DISAGREEMENT OVER THE

ALLOCATION OF CENTRAL OFFICE COSTS AND THE ALLOCATION

METHODOLOGY?

Yes, and as with water, this issue is discussed in greater detail in the rejoinder

testimony of Peter Eichler

13

14

15

v.

Q-

RATE DESIGN

A. Water Division

WHAT ARE THE COMPANY'S REJOINDER PROPOSED RATES FOR

WATER SERVICE?

17

18

19

20

22

RRUI's proposed rates are

MONTHLY SERVICE CHARGES

5/8" x 3/4" meters

3/4" Meters

1" Meters

1 1/2" Meters

2" Meters

3" Meters

$13.09

$19.64

$32.73

$65.45

$104.72

$209.4424

ENNEMORE CRAIG
KOFESSIDNAL CORPORATION

PHOENIX

A.

A.

See Company Response to RUCO Data Request 8.01
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4" Meters

6" Meters

8" Meters

10" Meters

12" Meters

Fire Lines up to 8 Inch

Fire Lines 10 Inch

Fire Lines 12 Inch

COMMODITY RATES

5/8" X %" Meters

$327.25

$654.50

$1047.20

$1 505.35

963.50

$13.00

$15.00

$30.00

%" Meters

1" Meters

1 W' Meters

2" Meters

3" Meters

4" Meters

6" Meters

1 to 4.000

4.001 to 10.000

Over 10.000

1 to 6.000

Over 6.000

1 to 15

Over 15

1 to 20.000

Over 20.000

1 to 57.000

Over 57.000

1 to 57.000

Over 57.000

1 to 57.000

Over 57.000

1 to 125.000

Over 125.000

$278

$348

$388

$348

$388

$348

$388

$348

$388

$348

$388

$348

$388

$348

$388

$348

$388

ENN EMORE CRAIG
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8" Meters

10" Meters

12" Meters

1 to 125.000

Over 125000

1 to 125

Over 125.000

1 to 125.000

Over 125.000

$ 3.48

$ 3.88

s 3.48

S 3.88

s 3.48

$ 3.88

7 Q- HAVE YOU MADE ANY CHANGES TO THE RATE DESIGN?

9 Q- WHAT WILL BE THE AVERAGE 5/8 INCH RESIDENTIAL CUSTOMER

AVERAGE MONTHLY BILL UNDERTHE NEW RATES?

11

12

As shown on Schedule H-2, page 1, the average monthly bill under proposed rates

for a 5/8 inch residential customer using an average 8,548 gallons is $40.04 - a

$20. 10 increase over the present monthly bill or a 100.77 percent increase

14 Q, PLEASE COMMENT ON THE STAFF'S PROPOSED WATER RATE

DESIGN

16

17

Staff did not submit any surrebuttal testimony on rate design in its surrebuttal, so I

have nothing to add to my rebuttal testimony regarding the rate design for water

service. As I explained, Staff's rate design is really about revenue shifting

19

20

21

22

Q- PLEASE COMMENT ON THE RUCO'S PROPOSED RATE DESIGN FOR

THE WATER DIVISION

RUCO continues to recommend the same basic rate design it proposed in its direct

filing.°° I also have no additional comments on RUCO's proposed rate design

24 BourassaRb. at 34 - 37

Compare RUCO Water Division Schedule TIC-RD1 and RUCO Water Division Surrebuttal Schedule
TJC-RD1

Bourassa Rb. at 37 - 3826
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2 Q,

4

5

6

9

10

12

14

$52.25

$59.58

$73.60

$108.68

$150.75

$262.62

$389.26

$739.71

$1 161.71

651.85

055.18

19

20

21

23

Wastewater Division

WHAT ARE THE COMPANY'S REJOINDER PROPOSED RATES FOR

WASTEWATER SERVICE?

The Company's proposed rates are

MONTHLY SERVICE CHARGES

5/8" x 3/4" meters

3/4" Meters

1" Meters

1 1/2" Meters

2" Meters

3" Meter

4" Meters

6" Meter

8" Meters

10" Meters

l2" Meters

COMMODITY RATES

Commercial and Multi-tenant only

0 to 7,000 gallons $0.00

Over 7,000 gallons $5.29

WHAT WILL BE THE AVERAGE 5/8 INCH RESIDENTIAL CUSTOMER

MONTHLY BILL UNDER THE NEW RATES?

As shown on Wastewater Schedule H-2, page l, the monthly bill under proposed

rates for a 5/8 inch residential customer is $52.25 -- a $4.11 decrease from the

present monthly bill or a 7.3 percent decrease

FENNEMORE CRAIG
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1 Q DOES THAT CONCLUDE YOUR REJOINDER TESTIMONY ON RATE

BASE. INCOME STATEMENT AND RATE DESIGN?
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Rio Rico Utilities. Inc
Docket No. WS-02676A-09-0257

THOMAS J. BOURASSA
REJOINDER TESTIMONY

(RATE BASE, INCOME STATEMENT AND RATE DESIGN)
March 9. 2010

Exhibit TJB-RJ1



RESIDENTIAL UTILITY CONSUMER OFFICE'S (RUCO)
RESPONSE TO RIO RICO UTILITIES. INC. 'S

THIRD SET OF DATA REQUESTS

DOCKET no. WS-02G76A-09-0257

February 5, 2010

3.14. Admit that the Commission concluded in BMSC Decision No. 69164 that BMSC's
ultimate parent, APIF, controls a myriad of companies, and the fact that its
Annual Report reflects a net deferred tax liability is not necessarily indicative of
whether its individual subsidiaries have a net liability or asset on their respective
books

RESPONSE: Admit

14



Rio Rico Utilities. Inc
Docket No. WS-02676A-09-0257

THOMAS J. BOURASSA
REJOINDER TESTIMONY

(RATE BASE)
March 9. 2010

SCHEDULES
(Water Division)



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Rejoinder Schedule A-1
Page 1
Vastness: Bourassa

Fair Value Rate Base 7.992.279

Adjusted Operating Income (185,735)

Current Rate of Return

Required Operating Income 935.097

Required Rate of Return on Fair Value Rate Base 11.10%

Operating Income Deficiency 1 .120.832

Gross Revenue Conversion Factor 1 .6286

Increase in GrossRevenue Revenue Requirement 1 .825.426

$Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

$

1 .847.256
1 .825.426
3.672.682

98 .82%

Percent
Increase

$

Present
Rates
1,416,089 $

Proposed
Rates
2,849,962 $

Customer
Classification
5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch

Residential
Residential
Residential
Residential
Residential

16.001 31

Dollar
Increase

1.433.873
1.551

15.755

13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
to Subtotal $ 1,440,833 $ 2,899,092 $ 1 .458.259

101.26%
103.94%
98.46%
96.66%
98.34%
0.00%

101 .21%

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

30,960
25.394
13.279

134.126
97.545
43.844

$ 62,631
50.761
26.462

272.232
196.157
86
36.530

$ 31.672
25.368

32
33
34
35
36
37
38
39

138.106
98.612
42.338
18.345

Subtotal 363.332 $ 730.955 $ 367.623

102.30%
99.90%
99.28%

102.97%
101.09%
98.56%

100.88%
0.00%

101.18%
0.00%

43
44
45

5/8 Inch
1.5 Inch

Multi-family
Multi-family
subtotal

2,850 $ 2,895

3,418 $ 3.422

101.57%
92.90%

100.13%

Fire Lines up to 8 Inch 1,199 s 1 .206 100.62%

$ 3,839,293 $
(9,834)

1.830.511
(5,041)

10120%
105.15%

47
48
49
50
51
52
53

54
55
56
57
58
59

Subtotal Revenues before Annualization
Revenue Annualization
Miscellaneous Revenues
Reconciling Amount H-1 to C-1
Total of Water Revenues (a) $

1,808,782 $
(4,794)
44.672
(1 ,404)

1,847,256 $
(1 ,448)

3,672,882 $ 1 .825.426
3.14%

98.82%

SUPPORTING SCHEDULES
Rejoinder B-1
Rejoinder C-1
Rejoinder C-3
Rejoinder H-1



Rio Rico Utilities -Water Division
TestYear Ended December 31, 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Rejoinder Schedule B-2
Page 1
Witness: Bourassa

Actual Adjusted
at end

End of
Test Year

Proforma
Adjustment

Amount Test Year

Gross Utility
Plant in Service $ 34,059,801 $ 34,059,801

Accumulated
Depreciation 12.472.661 12.472.661

Net Utility Plant
in Service $ 21,587,140 s 21,587,140

12
13
14

Less
Advances in Aid of
Construction 73.648 48.724 122.372

Contributions in Aid of
Construction 20.188.921 (48,724) 20.140.197

Accumulated Amort of CIAC (6,628,197) (6,628,197)

16
17
18
19
20
21
22
23

Customer Meter Deposits
Deferred lnoome Taxes & Credits

275.455
(778,203) 463.238

275.455
(314,965)

25
26
27
28
29
30
31
32

Plus
Unamortized Debt Issuance
Costs

Deferred Reg. Assets
Working capital

35
36

Total $ 8,455,517 $ 7,992,279

39
40
41
42
43

SUPPORTING SCHEDULES
Rejoinder B-2, pages 2

RECAP SCHEDULES
Rejoinder B-1

46
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Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Original Cost Rate Base Proforma Adjustments
Adjustment 3

Exhibit
Rejoinder Schedule B-2
Page 5
V\htness: Bourassa

Reclassification of AIAC and CIAC1
2
3
4 CIAC $ (48,724)

48.7246 AIAC $

17
18
19
20

See Testimony

SUPPORTING SCHEDULES

22

24

29



Rio Rico Utilities . Water Division
Test Year Ended Decembers l. 2008

Original Cost Rate Base Proforma Adjustments

Adjustment 4

Emibn
Rejoinder Schedule B-2
Page e
Witness: Bourassa

l Deferred Income Tax as of Decemher 31, Z008 (Water and Wastewater Divisions)
Probability Deductible TD

Rf Realization (Taxable TD)
of Future Expected to

Tax Benefit be RealliedTax Value

Future Tax Asset

Current Non Current

Future Tax Liability

Current Non Current

6

7

Plant~in-Service

Acc um. Depress

s

Adj used

Book Value
45.888344

(l7,582,689)
(16,705,6l6)
11.600.539 s \1.648.936

360.294
100.0%

100.0%

\00.o%

s 48.397

360,294

746.589

38.6%

38.6%

38.6%

Fixed Assets

AIAC

Tax Bene6ts from O.L. Carry Forward s

18.681

l39.0'73

288.183

445.938

g

10

xi

12 $

Na Asset (Laabimy) s 445.938

Water Division allocation factor (based on relative rate bases) 0.70630

Allard Mr Asset (uabimy) s 314_965

DIT Asset (Liability) per Direct s 778.203

! 6

17

18

19

20

21

22 Adjustment to DIT s 463.238

24

25

s 25,520,835

s l

809.876

(3,94z,s40)

105349
s 23,324,668

(24,780)

(23,769)

(l0_2.33,31l)

616.408
(9,616\903)

s L030_127

1 Adjusted Water and Wastewater . per Rejoinder B-Z, page 2 (Water Division) and Rejoinder B-2, page 2 (Wastewater Division)

2 Computation of Net To Value at December 31, 2008 (Water and Wastewater)

Based on 2008 Tax Depreciation report (Decanber 31, 2008)
Unadjusted Cost per2008 Tax Dear. Repcrr

Reconciling Items not on tax report
LaM easts ume on lm, on hacks

2008 Plmr iecoldd on books not on lax

2006 Play ieeaaded on books not on tax,
CIAC funded plan! nefiecled in (mx plant-in-service

Reconciling diHla~en4:e

Na Unadjusted Cos! lax Basis

AftilMe Prut
Affiliate PrQ6r removed

Atiiliale A/D at tux roles
Net Reduction in ax basis due to nMliuve pmih

Basi; Reduction

Basis Reduction 2007 Md Prior Yam (from 2007 Tux Dept. Report)

Acc:nnuhNed Depreciation 2007 and prior (2007 Tax Dept Report)

Tex Acc um. Dear. from CIAC funded plant in tax plan:-in-newiee In 2007

Na Basis Reduction 2007 and Prior yeux

Bonus Dem-eciution Cgmgutation 1008

Bonus Dear. for 12 months of2008 per Tax Dept. Report

Less: Bonus Dear. on CLAC funds plant

Net 12 monde of Bonus Dept for plant s 1,030,127

(l,030,227)Bonus Depledaxicn for 12 months 2008

2008 Degwciniqn Campuatiun 2008

2008 Tax Demeciatiam (12 Months) perTly Dq>r_ B.qzcN
Less: 2008 Dqnfon CIAC funded plant 'm ax plant

Ne! 11 months nfdqzr. for plant added Jan. to Dec. 2008

s Ll6Z.6l1

s L004.832

Tax Dqueciadon for 12 months ot̀ Z008

Ne!2008 Dqneication
Net lax value of plant-in-savioe at Decembers I, 2008 s

(1,004,832)
1 L648.93657

58

59 3 Tax Bene5ts Bum bonus depreciation

Net Income before lax61
62
63

\,004,175 (from E-2 for bon. Waxy and Wmewaxer)

Add: Book Depreciation
284,295 (from E-2 for MM Wada and Wastewater)

65

66

Less: Bonus Depreciation

Tax Depreciation (l,030,227) (from above )

(1,004,ss2) (from above )

68
69

Taxable Income /(loss)
(746,589)
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Rio Rico utilities - Water Division
Test Year Ended December 31, 2008

Computation of Working Capital

Exhibit
Rejoinder Schedule B-5
Page 1
V\htness: Bourassa

145.458
16.396

Cash Working Capital (1/8 of Allowance
Operation and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Materials and Supplies
Prepaids 10.289

1
2
3
4
5
6
7
8
9

10
Total Working Capital Allowance 172.143

12
13

Working Capital Requested

15 SUPPORTING SCHEDULES RECAP SCHEDULES
Rejoinder B-1

Cash Working Capital Detail

Adjusted
Test Year Results

2.032.991

(116,760)
126.699
465.889

19
20
21
22
23
24
25
26
27
28

29
30

Total Operating Expense
Less
Income Tax
Property Tax
Depreciation
Purchased Water
Pumping Power
Allowable Expenses
1/8 of allowable expenses

393.496
1 .163.668

145.458



Rio Rico Utilities - Water Division
Test Year Ended December 31 , 2008

Income Statement

Exhibit
Rejoinder Schedule C-1
Page 1
V\htness: Bourassa

Proposed
Rejoinder
Adjusted
with Rate
Increase

Test Year
Adjusted
Results Adjustment

Rejoinder
Adjusted
Results Increase

1
2
3

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

$ 1,802,584 $ 1,802,584 $ 1,825,426 $ 3,628,010

$ 1,847,256 $
44.672

1 ,847,256 s 1,825,426 $
44.672

3,672,682

Operating Expenses
$

5
6
7
8

$

(48,005) 393.496 393.496

10

12
13
14

23.150
805.032

76.859

23.150
814.389

76.859

23.150
814.389

76.859

16

18

Salaries and Wages
Purchased Water
Purchased Power
Fuel for Power Production
Chemicals
Materials & Supplies
Outside Services
Outside Services- Other
Outside Services- Legal
Water Testing
Rents
Transportation Expenses
insurance - General Liability
Insurance - Health and Life
Reg. Comm. Exp
Reg. Comm. Exp. - Rate Case

79.315
37.699

(6,725) 72.590
37.699

26.954
72.590
37.699

22
23
24

17.564
70.000
14.822 (1,363)

70.000
13.459

17.564
70.000
13.459

463.297 465.889 465.889

26

28
29
30
31
32
33

$
$

130.373
(134,909)

2,061 ,862
(214,606)

$
$

(3,674)
18.149

(28,871) $
28.871 $

126.699
(116,760)

2,032,991 $
(185,735) $

704.594
704,594

1,120,832
$
$

126.699
587.834

2,737,585
935,097

35

Miscellaneous Expense
Bad Debt Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income (loss)
Interest Expense
Other Expense

37
38

39
40

Total Other Income (Expense)
Net Profit (Loss)

$
$ (214,606) $ 28,871 $

$
(185,735) $ 1,120,832 $ 935.097

SUPPORTING SCHEDULES
Rejoinder C-1, page 2

RECAP SCHEDULES
Rejoinder A-1

42
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Rio Rico utilities - Water Division
Test Year Ended December 31. 2008

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Rejoinder Schedule C-2
Page 2
Witness: Bourassa

1
2
s

Depreciation Expense
Adjusted
Original Proposed

Rates
Depreciation

Expense

2.732.833

0.00%
0.00%
0.00%
3.33% 91.003

563.511 18.765

279.153
197.120

2.591.970 323.996

372.970 12.42017
18
19
20
21
22
23

759.861 16.869

22.089.150
2.209.274

956.605
568.577

441.783
73.569
79.685
11.372

26

29
30

121.843
22.986
76.919

218.945 43.789

15.035

35

Acct
*ML
301
302
303
304
305
306
307
308
309
310
311
320

320. 1
320.2
330

330. 1
330.2
331
333
334
335
336
339
340

340. 1
341
342
343
344
345
346
347
348

218.040

2.50%
3.33%
6.67%
2.00%
5.00%

12.50%
3.33%
3.33%

20.00%
2.22%
2.22%
5.00%
2.00%
3.33%
8.33%
2.00%
6.67%
6.67%
6.67%

20.00%
20.00%
4.00%
5.00%

10.00%
5.00%

10.00%

Description
Organization Cost
Franchise Cost
Land and Land Rights
Structures and Improvements
Collecting and Impounding Res
Lake River and Other intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Electric Pumping Equipment
Water Treatment Equipment
Water Treatment Plant
Chemical Solution Feeders
Dist. Reservoirs & Standpipe
Storage tanks
Pressure Tanks
Trans. and Dist. Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Misc. Equip
Office Furniture and Fixtures
Computers and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment
Miscellaneous Equipment
Other Tangible Plant 10.00%

TOTALS $ 34,059,801 $ 1,162,239

42
43

Less: Amortization of Contributions $ 20,140,197 3.45l/5% $ (696,350)

465.889Total Depreciation Expense

Adjusted Test Year Depreciation Expense

Increase (decrease) in Depreciation Expense

463.297

Adjustment to Revenues and/or Expenses

46
47
48
49
50
51
52
53
54
55
56

SUPPORTING SCHEDULE
Rejoinder B-2, page 3 Fully Depreciated



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 2

Exhibit
Rejoinder Schedule C-2
Page 3
Vwness: Bourassa

1 Propertv Taxes

3
4
5
6
7

Adjusted Revenues in year ended 12/31/08
Adjusted Revenues in year ended 12/31/08
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2

1 .847256
1 .847.256
3.672.682
2.455.731
4.911 .463

Construction Work in Progess at 10%
Deduct
Book Value of Transportation Equipment t93.833

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

4.717.630
21%

990.102
11.3283%

Property Tax
Plus: Tax on Parcels

112.229
14.470

$

g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

Total Property Tax at Proposed Rates
Adjusted Property Taxes
Change in Property Taxes $

126.699
130.373

(3,674)

26
27
28

Adjustment to Revenues and/or Expenses (3,674)



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

ADJUSTMENTS TO REVENUES AND/OR EXPENSES
Adjustment Number 3

Exhibit
Rejoinder Schedule C-2
Page 4
Witness: Bourassa

Purchased Power1
2
3
4

Reclassify purchased power expense to sewer division (48,005)

Increase (decrease) in Purchased Power Expense (48,005)g

10
11

12
13

Adjustment to Revenue and/or Expense (48,005)

16
17
18
19
20

SUPPORTING SCHEDULE
Staff Schedule GWB-12

22
23



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Adjustment to Revenues and Expenses
Adjustment Number 4

Exhibit!
Rejoinder Schedule C-2
Page 5
Witness: Bourassa

Transportation Expense1
2
3
4
5
6

Remove Airlink costs (6,725)

Increase (decrease) in Transportation Expense (6,725)
8

9
10
11

12
13

Adjustment to Revenue and/or Expense (6,725)

15

20



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Adjustment to Revenues and Expenses
Adjustment Number 5

Exhibit
Rejoinder Schedule C-2
Page 6
Witness: Bourassa

2 Remove Out of Period Expense

DEC 19 2007 - A
12.19.07 - A
Total

Rio Rico Properties
Rio Rico Properties

DEC 192007-A
12.19.07- A

Nov 2006
DEC 2006

(7,671)
(6,806)

(14,477)

Increase (decrease) in Outside Services
(14,477)

4
5
6
7
8
g
10
11
12
13
14

Adjustment to Revenue and/or Expense
(14,477)

16

18



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Adjustment to Revenues and Expenses
Adjustment Number 6

Exhibit
Rejoinder Schedule C-2
Page 7
Witness: Bourassa

Miscellaneouse Expense1
2
3
4

Remove charitable contributions
(1383)

6
7
8

Increase (decrease) in Miscellaneous Expense (1 ,363)

10 Adjustment to Revenue and/or Expense

11

(1 ,363)

13



Rio Rico Utilities - Water Division
Test Year Ended December 31. 2008

Adjustment to Revenues and Expenses
Adjustment Number 7

Exhibit
Rejoinder Schedule C-2
Page 8
Witness: Bourassa

1 Bad Debt Expense

Normalize Bad Debt Expense

Increase (decrease) in Purchased Power

4
5
6
7
8
9
10

Adjustment to Revenue and/or Expense

14

20



C)
(*)
of

<9
m
of
co

<1-
<r
W'
10

1\cr>ool\o>oo<z'n o < r l ~ = - c o m
o'>oo<ov.no~<1-m
(ooo».n~=r<rl\<"> 1'-

o
N
I \
| \

N
N
N
<*>

a2a€a2a2a2a2a2 a2a2a=a=a=
mlnmunlnunmunnnununsn
mmnnuammnmunmmmxn
o>o>o>a:oao» o>mo>oao:m

4-» an 6
3* 2 921 n

n o ac o c o m m o
1\oLr>mmo~» -
<oooocor~1-oo
1o1\c~'>n<ooo~4-
|\oo<.o|.r><tr\cf>

y o u -m m m
\n<r<r coo
noo ooo
o>oc*>1\r~

8 8 8 8 8 8 3 9 8 8 8 8 8
Conoco¢>oocooouooococoeoo>o>o>a»oao>o>oao>oQo1og
o < o < o ¢ o ¢ o ¢ o ¢ o < o o ¢ o <oN N N N N N N N N N N

<0N

°><°s9<8888u><rn¢oo~» l~ov>
\-n1~Incf>o>c»
n n o u> <r oo n
o<~°:<91nu'>n-

(p W v c"J
o f  v LD Mn
1-0 Q N N

Ir" U) I-D 07 1-
l*- QS c~4 go *

mm U) w o wE v i m o w
¢ @ N N O M

\"C30@~:-
l\O7 W'O*

@(Y\-'
C o m oLDQ1-

<4m
N

1-N1\mno>o>
nol¢.o<o<raon
o m m c o m v

<T:» 1I302:>

o N <rs.r><ol\noo~» o n¢ '><rLo<.ol=ooc>o© W ¢ v ; v M v v v v v n W N N N N W N W N &
N (*) <r 1-0
m m ("J m



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 9

Exhibit
Schedule C-2
Page 10
Witness: Bourassa

Income Tax Computation1
2
3
4

Test Year Test Year
Adjusted
Results

Adjusted
with Rate
IncreaseResults

Taxable Income $ (302,495)

$ (302,495)

$ 1,522,931

$ 1,522,931

7
8
g

10

Taxable Income

$ (349,515)

$ (349,515)

Income Before Taxes $ 1,522,931

Arizona Income Before Taxes

106,118Less Arizona Income Tax
Rate
Arizona Taxable Income

6.97%

$ 1,522,931

$

$ 1,416,813

Arizona Income Taxes s 106,118

Federal Income Before Taxes s 1,522,931

Less Arizona Income Taxes $ 106,118

$ 1,416,813

13

14
15
16
17
18
19
20
21
22
23
24
25
26
27

28

Federal Taxable Income

$
$

FEDERAL INCOME TAXES
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

$
$

8.500 Federal
91.650 Effective

367,816 Tax

Federal Income Taxes $ 481,716 31.63%

Total Income Tax $ 587.834

Overall Tax Rate 38.60%

30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46

Income Tax at Proposed Rates Effective Rate $ (116,760)



Rio Rico Utilities - Water Division
Test Year Ended December 31, 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Rejoinder Schedule C-3
Page 1
Witness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
31 .63%

State Income Taxes 6.97%

Other Taxes and Expenses 0.00%

Total Tax Percentage 38.60%

Operating Income % = 100% - Tax Percentage 61 .40%

= Gross Revenue Conversion Factor1
Operating Income % 1 .6286

Line

D Q
1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20

SUPPORTING SCHEDULES: RECAP SCHEDULES:
Rejoinder A-1
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Rio Rico Utilities, Inc. - Water Division
Changes in Representative Rate Schedules

Test Year Ended December 31, 2008

Exhibit
Rejoinder Schedule H-3
Page 3
Witness: Bourassa

Proposed
Rates

$

Present
Rates

15.00
25.00
15.00
25.00
15.00

$
$
$
$
$

15.00 $

1.5% per month
1.5% per month

at Cost

No. Other Service Charges
1 Establishment
2 Establishment (After Hours)
3 Reconnection (Delinquent)
4 Reconnection (Delinquent) - After Hours
5 Meter test (If Correct)
6 Deposit
7 Deposit Interest
8 Reestablishment (within 12 months)
g NSF Check
10 Meter Reread (if Correct)
11 Late Payment Penalty
12 Deferred Payment
13 Moving meter at customer request
14 Service Calls - Per Hour/After Hours(a)
15

s

17

19

21
22
23

* Per Commission Rule A.A.C. R-14-2-403(B)
** Per Commission Rule A.A.C. R-14-2-403(B)

Per Commission Rule A.A.C. R14-2-403(D) - Months off the system times the monthly minimum

25 (a) No charge for service calls during normal working hours

27
28
29
30

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
TAX. PER COMMISSION RULE 14-2-409D(5)

32



Rio Rico Utilities. Inc. - Water Division
Test Year Ended December 31. 2008

Meter and Service Line Charges

Exhibit
Rejoinder Schedule H-3
Page 4
V\htness: Bourassa

2
3
4

Refundable Meter and Service Line Charqes

6
Present
Service

Proposed
Service

Charge
$ 370.00

370.00
420.00
450.00
580.00
765.00

1 .120.00
1 .630.00

Present
Meter
Install
action

Charge
$ 130.00

205.00
240.00
450.00

1 .640.00
2. 195.00
3. 145.00
5.12000

$

Total
Present
Charqe

500.00
575.00
660.00
900.00

2,220.00
2,960.00
4,265.00
7,750.00

Proposed
Meter
Install
action

Charge
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
Al Cost
At Cost
Al Cost

Total
Proposed
Charge
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost
At Cost

g
10
11
12
13
14
15
16
17
18
19
20

5/8 x 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 inch
8 Inch
10 Inch
12 Inch

Al Cost
Al Cost
At Cost

Charge
At Cost
At Cost
At Cost
Al Cost
At Cost
Al Cost
At Cost
At Cost
At Cost
Ax Cost
At Cost

23

26

29

33



Rio Rico Utilities. Inc. - Water Division
Test Year Ended December 31, 2008

Hook-Up Fees

Exhibit
Rejoinder Schedule H-3
Page 5
V\Atness: Bourassa

2
3
4

Off-site Facilities Hook-up Fee

Present
Charqe

NT

Proposed
Charge

NT

NT

6
7
8
g

10
11
12
13
14

5/8 X 3/4 Inch
3/4 Inch
1 Inch
1 1/2 Inch
2 Inch
3 Inch
4 Inch
6 Inch or larger

NT

14.400
28.800
45.000
90.000

17

19

22
23

26

29
30

NT = no tariff

32

35



Rio Rico Utilities. Inc
Docket No. WS-02676A-09-0257

THOMAS J. BOURASSA
REJOINDER TESTIMONY

(RATE BASE)
March 9. 2010

SCHEDULES
(Sewer Division)



Rio Rico Utilities - Wastewater Division
Test Year Ended December 81, 2008

Computation of Increase in Gross Revenue
Requirements As Adjusted

Exhibit
Rejoinder Schedule A-1
Page 1
Witness: Bourassa

Fair Value Rate Base 3.323.449

471 .360Adjusted Operating Income

Current Rate of Return 14.18%

388.844

11.70%

Required Operating income

Required Rate of Return on Fair Value Rate Base

Operating Income Deficiency

Gross Revenue Conversion Factor

(82,516)

1 .6286

Increase in Gross Revenue Revenue Requirement $

Adjusted Test Year Revenues
Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement
% Increase

$
$

(134,389)

1.829.976
(134,389)

1.695.587
7.34%

Proposed
Rates

Percent
Increase

$

Present
Rates
1 ,287,713 $ 1,193,710 $

Dollar
Increase

(94,003)
(460)
(603)

7.30%
7.30%
7.30%
0.00%
7.30%

Customer
Classification
5/8 Inch
3/4 Inch
1 Inch
1.5 Inch
2 Inch

Residential
Residential
Residential
Residential
Residential (142)

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30 Subtotal s 1,304,221 $ 1,209,013 $ (95,208) 7.30%

$ $ 72.312
56.725

$ 7.30%78.006
61
27

178.576 165.540
7.30%
7.30%

5/8 Inch
1 Inch
1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial 53.582

103.454
49.671

(5,694)
(4,467)
(1 ,983)

(13,036)
(577)

(8,147)
(3,912)

7.30%
7.30%

32
33
34
35
36
37
38
39
40 subtotal $ 518,027 $ 480,211 $ (37,816) 7.30%

0.00%

43
44
45

5/8 Inch
1.5 Inch

Multi-tenant
Multi-tenant

9.384 $ 8,699 $ (685)
(110)

7.30%
7.30%
0.00%

Subtotal 10.893 $ 10.098 $ (795)

$ 1,833,141 s
(4,505)

1,699,322 $
(4,176)

(133,819)
0.00%
7.30%
7.30%

%
.-82.39%

7.34%

subt0ia1 Revenues before Annualization
Revenue Annualization
Miscellaneous Revenues
Reconciling Amount H-1 to C-1
Total of Water Revenues (a) s 1,829,976 s 1,695,587 $

(898)
(134,388)

48
49
50
51
52
53
54
55
56
57
58
59
60

SUPPORTING SCHEDULES
Rejoinder B-1
Rejoinder C-1
Rejoinder C-3
Rejoinder H-1



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Summary of Rate Base

Exhibit
Rejoinder Schedule B-1
Page 1
Witness: Bourassa

Original Cost
Rate base

Fair Value
Rate Base

Gross Utility Plant in Service
Less: Acwmulated Depreciation

$ 11,829,043
5.110.028

11.829.043
5.110.028

Net Utility Plant in Service 6.719.014 6.719.014

237.922 237.922
Advances in Aid of
Construction

Contributions in Aid of
Construction

Accumulated Amortization of CIAC
5.137.673

(1 ,944,057)
5.137.673

(1 .944,057)

10
11
12
13
14
15
16

Refundable Service Line Cogs
Deferred Income Taxes & Credits

95.000
(130,973)

95.000
(130.993)

Plus
Unamortized Finance

Charges

Allowance for Working Capital

19
20
21
22
23
24
25
26
27

Total Rate Base 3.323.449 3.323.449

30
31
32
33
34
35

SUPPORTING SCHEDULES
Rejoinder B-2
Rejoinder B-3
Rejoinder B-5



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Rejoinder Schedule B-2
Page 1
Witness: Bourassa

Adjusted
at end

Actual
at

End of
Test Year

Proforma
Adjustments

Amount Test Year

Gross Utility
Plant in Service $ 11,829,043 $ 11,829,043

Accumulated
Depreciation 5.110.028 5.110.028

Net Utility Plant
in Service $ 6,719,014 $ 6,719,014

12
13
14

Less
Advances in Aid of
Construction (861) 238.783 237.922

16
17

Contributions in Aid of
Construction (CIAC) 5.376.456 (238,783) 5.137.673

Accumulated Amortization of CIAC (1 ,944,057) (1 ,944,057)19
20
21
22
23

Refundable Service Line Chgs
Deferred Income Taxes (323,602) 192.629

95.000
(130.973)

25
26
27

Plus
UnamortizedFinance
Charges

Allowance for Working Capital29
30
31
32

Total $ 3,516,078 $ 3,323,449

35
36
37

SUPPORTING SCHEDULES
Rejoinder B-2, page 2

RECAP SCHEDULES
Rejoinder B-1

39
40

42
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Original Cost Rate Base Proforma Adjustments

Exhibit
Rejoinder Schedule B-2
Page 5
Witness: Bourassa

1

2

Reclassification of AIAC and CIAC

4 CIAC $ (238,783)

6 AIAC $ 238,783

See Testimony17
18
19
20

SUPPORTING SCHEDULES

22

24

30



Rio Rico Utilities .. Wastewater Division

Test Year Ended December 31, 2008

Origina l Cos t  Rate  Base  Pro fo  ma Adjus tments

Adjustment 2

Exhibit
Rejoinder Schedule B-2
Page 6
VWness; Bourassa

1 Deferred Income Tax as of September 30, 2008 (Water and Wastewater Divisions)
Probability

of Realization
of Future

Tax Benefit

Adjusted

Book Value
45388344

(l7,582,689)
(l6,705,616)
I 1.600.539

Tax Value

Deductible TD
(Taxable TD)
Expected lo

be Realized

Future Tax Asset

Current Non Current

Future Tax Liability

Current Non Current

s

6

7

8

9

10

Plant-in~Service

Acc um. Depress

C IA C

Fixed Assets

A IA C

Tax Benefits from O.L. Carry Forward

I 1.648.936

360.294

100.(yv/1 s

100 .0% s

1 0 0 .0 % s

48,397

360194

746.589

38.6%
38_6%
38.6%

s
18.681

139.073

s 445.938 s

Net Asset (Liability) 445.938

16 Wastewater Division allocation factor 0029370

is Allocated DIT Asset (Liability) l30.9'/3

DIT Asset (Liability) per Direct

Adjustment to DIT 192.629

20
2 l
22
23

24

25
26
27 s 25.520835

29

32

51.139

809.876

779.709

(3,942,540)

105.049

s 21324668

(24,780)

Adjusted Water and Wastewater . per Direct B-2, page 2 (Water Division) and Direct B-2, page 2 (Wastewater Division)

2 Computation of Ne! Tax Value at Decembers I , 2008 (Water and Wastewater)
Based on 2008 Tax Depreciation report (December 3 l, 2008)
Unadjusted Cost per 2008 Tax Dept Report
Reconciling Items not on tax :upon

Land costs not on tang an books
2008 Plant recorded on beaks not on tax
2006 Plant resented on books not on tax
CIAC funded plant reflected in tax plant-in-service
Reconciling difference

Net Unadjusted Cost lax Basis
AmIiaw Profit

Affiliate Profit Inmovvd
Arline AND at tax mes

Net Reducion in tax basis due to affiliate profit (23,769)

42

(l0,233,3 x I)

616.408

(9,616,903)

1,030,211

47

Basis Rzduaian 2007 and Prior Years (from 2007 Tax Dcpr. Report)

Accumulated Depwciatinn 2007 and prior (2007 Tax Dear R»p°n)

Tax Aoeum. Dept. from CIAC Rended plan\ in lax plane-in-service Ra 2007

Net Basis Reduction 2007 and Prior years

Bonus Depreciation Cqmnulalion 2008

Bonus Dear. for IZ months of2008 per Tax Dear. Report

Less: Bonus Dear. on CIAC funded plant

Net 12 months of Bonus Dept for plan! 1.030.227

Bonus Depreciation fur 12 months 2008

2008 Denreqiaiiqn Qmlmuaxinn 2008

2008 Tax Depreciation (la Months) per Tax Dear. Repcn

Less: 2008 Derron CIAC funded plant in tax plant

Net 12 months cfdepr. for plant added Jan. to Dec. 2008

(l,030,227)

54

Ll62.6I I

(157,779)

1.004.832

Tax Depreciation for 12 months of 2008

Ne!2808 Dqueication

Net tax educ of plant~in~service at Deccmber3 I, 2008

(l,004,832)

648.936

' Tax Benefits from bonus depreciation

Net Income before lax

57

as

SO

60

61

62

63

1,004,115 (from E-2 for both Water and Wastewater)

Add: Book Depreciation
284,295 (firm E-2 for both Water and Waslewaler)

65
66

Less: Bonus Depreciation

Tax Depreciation (1,030,2z7) (from above >

(1,004,s32.) (from above )

68
69

Taxable Income /(loss)
(146,ss9)





Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Computation of Working Capital

Exhibit
Rejoinder Schedule B-5
Page 1
V\htness: Bourassa

Cash Working Capital (1/8 of Allowance
Operation and Maintenance Expense)

Pumping Power (1/24 of Pumping Power)
Purchased Water (1/24 of Purchased Water)
Prepaids
Materials & Supplies

80.466
1
2
3
4
5
6
7
8
g
10

Total Working Capital Allowance $ 87.686

12
13

Working Capital Requested $

15
16

SUPPORTING SCHEDULES
Rejoinder C~1

RECAP SCHEDULES
Rejoinder B-1

Cash Working Capital Detail

Adjusted
Test Year Results

1.358.616

296.313
90.986

262.162

19
20
21
22
28
24
25
26
27
28
29
30

Total Operating Expense
Less
Income Tax
Property Tax
Depreciation
Purchased Water
Pumping Power
Allowable Expenses

1/8 of allowable expenses

65;431
643.724

80.466



Rio Rico utilities - Wastewater Division
Test Year Ended December 31. 2008

Income Statement

Exhibit
Rejoinder Schedule C-1
Page 1
Witness; Bourassa

Proposed
Rejoinder
Adjusted
with Rate
Increase

Test Year

Adjusted

Results Adjustment

Rejoinder
Test Year
Adjusted
Results Increase

1 Revenues
Flat Rate Revenues
Measured Revenues
Other Wastewater Revenues

$ 1,829,726 $ $ 1,829,726 $ (134.389) s 1,695,337

1 ,829,976 $ 1,829,976 s (134,389) $ 1,695,587
6
7

Operating Expenses
$

$

g
10 17.426 48.005 65.431 65.431

298.008
14.304

305.248 305.248

175.196 175.196 175.196

25.781 25.781 25.781
19

26.817
12.021

(2,242) 24.575
12.021

24.575
12.021

41.667 41 .667
25

64.087
252.672

(30,315) 33.772
262.162

33.772
262.162

Salaries and Wages
Purchased Water and WW Treatment
Sludge Removal Expense
PurMased Power
Fuel for Power Production
Chemicals
Materials and Supplies
Contractual Services
Contractual Services- Testing
Contractual Services - Other
Contractual Services - Legal
EquipmentRental
Rents - Building
Transportation Expenses
Insurance - General Liability
Insurance - Vehicle
Regulatory Commission Expense
Reg.Comm. Exp. - Rate Case
Miscellaneous Expense
Bad Debt Expense
Depreciation and Amortization
Taxes Other Than Income
Property Taxes
Income Tax

91
308.456

(719)
(12,143)

90.986
296.313 (51,873)

90.986
244.441

32
33
34
35

Total Operating Expenses
Operating Income
Other Income (Expense)

Interest Income
Other income
Interest Expense
Other Expense

$ 1.339.300
$ 490,676

$
$

19,316 $
(19,316) $

1,358,616
471,360

$
$

(51,873) $
(82,516) $

1 ,306,743
388,844

40
41
42
43

Total Other Income (Expense)
Net Profit (Loss)

$
$ 490,676 $ (19,316) $ 471.360 (82.516) s

$
$ 388,844

SUPPORTING SCHEDULES
Rejoinder C-1, page 2

RECAP SCHEDULES
Rejoinder A-1
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Rio Rico Utilities Wastewater Division
Test Year Ended December 31, 2008

Adjustments to Revenues and Expenses
Adjustment Number 1

Exhibit
Rejoinder Schedule C-2
Page 2
Witness: Bourassa

1

2

3

Depreciation Expense
Adjusted
O r i g i n a l Depreciation

Expense

28.548

636.023
5.945.962

12.720
118.919

1 .145.530
55.989

22.911

867.120

1 .504.181

28.875
188.023

1 .006.848

Proposed
Rams

0.00%
as

0.00%
3.33%
5.00%
2.00%
2.00%
2.00%
2.00%

10.00%
10.00%
2.00%
8.33%
3.33%

12.50%
2.50%
2.50%
5.00%
5.00%
3.33%
6.61%68.869

110.454

27
28
29
30

32
33

Acct
No.
351
352
353
354
355
360
361
362
363
364
365
366
367
370
371
374
375
380
381
382
389
390

390.1
391
392
393
394
396
398
398

20.00%
20.00%

4.00%
5.00%

10.00%
10.00%

4.00%
5.00%

35

Description
Organization
Franchises
Land
Structures & Improvements
Power Generation
Collection Sewer Forced
Collection Sewers Gravely
Special Collecting Structures
Customer Services
Flow Measuring Devices
Flow Measuring Installation
Reuse Services
Reuse Meters Ard Installation
Receiving Wells
Pumping Equipment
Reuse Distribution Reservoirs
Reuse Trans. and Dist. System
Treatment & Disposal Equipment
Plant Sewers
Outfall Sewer Lines
Other Sewer Plant 8»  Equipment
Office Furniture & Equipment
Computers and Software
Transportation Equipment
Stores Equipment
Tools, Shop And Garage Equip
Laboratory Equip
Communication Equip
Other Tangible Plant
Nogales Capacity

TOTALS $
427.000

11,829,042 $ 463.451

Less: Amortization of Contributions $ 5,137,673 (201 ,289)

Total Depreciation Expense
262.162

Test Year Depreciation Expense
252.672

37
38
39
40
41
42
43
44
45
45

Increase (decrease) in Depreciation Expense

Adjustment to Revenues and/or Expenses

48
49

SUPPORTING SCHEDULE
Rejoinder B-2, page 3



Rio Rico Utilities - Wastewater Division Exhibit
Rejoinder Schedule C-2
Page 3
Witness: Bourassa

Test Year Ended December 31, 2008
Adjustment to Revenues and/or Expenses

Adjustment Number 2

1 Adjust Pronertv Taxes to Reflect Proposed Revenues

3
4
5
6
7

Adjusted Revenues in year ended 12/31/2008
Adjusted Revenues in year ended 12/31/2008
Proposed Revenues
Average of three year's of revenue
Average of three year's of revenue, times 2

$
$

1 .829.976
1 .829.976
1 .695.587
1 .785.179
3.570.359

Construction Work in Progess at 10%
Deduct
Book Value of Transportation Equipment

$

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 3,570,359
21%

749.775
11 .3283%

Property Tax
Plus: Tax on Parcels

84.936

$ 90.986
91 .705

(719)

Total Property Tax at Proposed Rates
Property Taxes recorded during the test year
Change in properly taxes $

g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

Adjustment to Revenues and/or Expenses
(719)



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 3

Exhibit
Rejoinder Schedule C-2
Page 4
V\Atness: Bourassa

1 Purchased Power

3 Reclassify purchased power expense from water division 48.005

Increase(decrease) Purchased Power Expense 48.0059

10
11

12
13

Adjustment to Revenue and/or Expense 48.005

15

17
18
19
20

SUPPORTING SCHEDULE
Staff Schedule GWB-12



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31 , 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 4

Exhibit
Rejoinder Schedule C-2
Page 5
Witness: Bourassa

1 Transportation Expense

4
5
6

Remove Airlink costs (2,242)

Increase (decrease) in Transportation Expense (2,242)8

g
10
11 Adjustment to Revenue and/or Expense (2,242)



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 5

Exhibit
Rejoinder Schedule C-2
Page 6
Witness: Bourassa

Bad Debt Expense

Normalize Bad Debt Expense (30,315)

Increase (decrease) in Purchased Power $

1
2
3
4
5
6
7
8
g

10
Adjustment to Revenue and/or Expense $

(30,315)

(30,315)

13

16

19

22
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Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Adjustment to Revenues and/or Expenses
Adjustment Number 7

Exhibit
Rejoinder Schedule C-2
Page 8
Witness: Bourassa

Income Tax Computation1

2

3 Test Year Test Year
Adjusted
Results

Adjusted
with Rate
IncreaseResults

s 767,673 $

$

633,2847
8
g
10

Taxable Income before Scottsdale Operating $
Plus: Scottsdale Operating Lease
Taxable Income $

799,132

799,132 $ 767,673 633,284

Income Before Taxes $ 633,284

Arizona Income Before Taxes $ 633,284

$ 44.127Less Arizona Income Tax
Rate
Arizona Taxable Income

6.97%

Arizona Income Taxes

$

$

589,157

44.127

Federal Income Before Taxes $ 633,284

Less Arizona Income Taxes

13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

Federal Taxable Income

$

$ 589,157

FEDERAL INCOME TAXES
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

8.500 Federal
91.650 Effective
86.413 Tax

Federal Income Taxes $ 200,313 31.63%

Total Income Tax $ 244,441

Overall Tax Rate 38_60° /,

31
32
33
34
35
36
37
38

39
40
41
42
43
44
45
46

Income Tax at Proposed Rates Effective Rate $ 296,313



Rio Rico Utilities - Wastewater Division
Test Year Ended December 31, 2008

Computation of Gross Revenue Conversion Factor

Exhibit
Rejoinder Schedule C-3
Page 1
Witness: Bourassa

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
3183%

State Income Taxes 6.97%

No.
1
2
3
4
5
6

Other Taxes and Expenses 0.00%

8 Total Tax Percentage 38.60%

10 Operating Income % = 100% - Tax Percentage 61 .40%

Gross Revenue Conversion Factor
Operating Income % 1 .628616

17
18
19
20

SUPPORTING SCHEDULES RECAP SCHEDULES
Rejoinder A-1
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Rio Rico Utilities, Inc. - Wastewater Division
Changes in Representative Rate Schedules

Test Year Ended December 31, 2008

Exhibit
Rejoinder Schedule H-3
Page 2
Witness: Bourassa

$
$
$
$

Present
Rates

15.00
25.00
15.00
25.00

$
$
$
$

Proposed
Rates

15.00
25.00
15.00
25.00

*w*

$ 15.00
NT
NT
NT

$ 15.00
1.5% per month
1.5% per month

$ 40.00

Line
Other Service Charges

1 Establishment
2 Establishment (After Hours)
3 Reconnection (Delinquent)
4 Reconnection (Delinquent) - After Hours
5 Deposit
6 Deposit Interest
7 Reestablishment (within 12 months)
8 NSF Check
9 Late Payment Penalty

10 Deferred Payment
11 Service Calls - Per Hour/After Hours(a)
12
13
14
15
16 * Per Commission Rule A.A.C. R-14-2-603(B)
17 ** Per Commission Rule A.A.C. R-14-2-603(B)
18 *** Per Commission Rule A.A.C. R14-2-603(D) - Months off the system times the monthly minimum.
19
20 (a) No charge for service calls during normal working hours.
21
22
23
24
25
26
27
28
29
30
31
32
33
34

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM
ITS CUSTOMERS A PROPORTIONATE SHARE OF ANY PRIVILEGE, SALES, USE, AND FRANCHISE
TAX. PER COMMISSION RULE 14-2-608D(5).



Rio Rico Utilities, Inc. - Wastewater Division
Test Year Ended December 31, 2008

Meter and Service Line Charges

Exhibit
Rejoinder Schedule H-3
Page 3
Witness: Bourassa

Service Line Installation Charqes

Service Line Size
4 Inch
6 Inch
8 Inch
10 Inch
12 Inch

$

Present
Charge

500.00
650.00
800.00

1,000.00
1,200.00

Proposed
Charge
At Cost
At Cost
At Cost
Ax Cost
At Cost

Line
4.
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
27
28
29
30
31
32
33
34
35
36
37
38
39
40

N/T = No Tariff
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Rio Rico Utilities, Inc. - Wastewater Division
Test Year Ended December 31, 2008

Hook-Up Fees

Exhibit
Rejoinder Schedule H-3
Page 4
Witness: Bourassa

Off-site Facilities Hook-up Fee

Equivalent Residential unit'

Present
Charge

NT

Proposed
Charge

$ 1,800

NT = No tariff

Line
No.
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
27
28
29
30
31
32
33
34
35
36

1 Equivalent Residential Unit is based on 320 gallons per day (god)


