O 0 N N U R W -

N N N N N N N s e e e e e e e
AN W R W= O O 0NN N R W N = O

o JRGINAL

L I A § P Sl SdEY e P R
o BT R AL S UL Ry

RECEIVED
ARIZONA WATER COMPANY
Robert W. Geake (NO 009695) I IR N s T e R 2 08
Vice President and General Counsel b i o e
3805 N. Black Canyon Highway . A
Phoenix, Arizona 85012-5351 RO SRS
Telephone: (602) 240-6860 DOCKET CURTAUL

Py Lo
FAERY ekt

FENNEMORE CRAIG, P.C.
Norman D. James (No. 006901)
Jay L. Shapiro (No. 014650)
3003 North Central Avenue
Suite 2600

Phoenix, Arizona 85012-2913
Telephone: (602) 916-5000

Attorneys for Arizona Water Company

BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE APPLICATION OF DOCKET NO. W-01445A-08-0440
ARIZONA WATER COMPANY, AN ARIZONA
CORPORATION, FOR A DETERMINATION OF | ARIZONA WATER COMPANY’S
THE FAIR VALUE OF ITS UTILITY PLANT EXCEPTIONS TO THE

AND PROPERTY, AND FOR ADJUSTMENTS RECOMMENDED OPINION AND
TO ITS RATES AND CHARGES FOR UTILITY ORDER

SERVICE AND FOR CERTAIN RELATED
APPROVALS BASED THEREON.

Arizona Water Company (“Arizona Water” or “the Company”) hereby respectfully
submits the following exceptions to the Recommended Opinion and Order (“ROQO”) issued on
July 12, 2010, pursuant to A.A.C. R14-3-110(B). These exceptions address three issues: (1)
certain technical corrections are needed to ensure that the rates conform to the determinations in
the ROO; (2) the ROO did not address the Company’s unopposed request to continue the arsenic
cost recovery mechanism (“ACRM”) previously authorized by the Commission; and (3) the
proposed 9.5% return on equity is lower than recent Commission decisions and the Staff
recommendation in this case. The Company urges the Commission to adopt at least the 10%

return on equity ("ROE") the Staff recommends in this case.
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A. Technical Corrections to ROO

Arizona Water identified what it believes are typographical errors and omissions in the
ROO. The Company asks that these items be addressed in the final opinion and order, as
explained below.

Typical Bill Increases — The amount and percentage change in monthly water bills for

average usage residential customers on a 5/8 x 3/4-inch meter shown in the ROO do not take into
account the fact that the existing ACRM surcharges are being shifted into the new base rates.

The actual increases, and in some cases decreases, for the systems with existing ACRMs are as

follows:
Monthly Percentage
Present ROO Change Change

Superstition:
Apache Junction $ 3391 $ 37.27 $ 336 9.91%
Superior $ 32.58 $ 33.97 $ 1.39 4.27%
San Manuel $ 43.75 $ 49.03 $ 528 12.07%
Casa Grande $ 26.79 $ 29.94 $ 3.15 11.76%
Stanfield $ 42.61 $ 40.54 $ (2.07) -4.86%
White Tank $ 60.80 $ 56.65 $ .15 - 6.83%
Sedona $ 36.42 $ 41.73 $ 5.31 14.58%
Rimrock $ 46.40 $ 46.68 $ 0.28 0.60%

Arizona Water believes it would be helpful to include this information in the findings of fact for
these systems, found on pages 83 to 86 of the ROO, so customers can better understand how these
rate adjustments will affect their water bills.! When the effect of the existing ACRM surcharges

. . . . . 2
is taken into account, the actual increase in revenue is only 8.6%.

! The relevant findings are 49 74 (Superior), 75 (Apache Junction), 81 (San Manuel), 89 (Casa
Grande), 91 (Stanfield), 93 (White Tank), 103 (Sedona) and 107 (Rimrock).

2ROO0 at 6, 7, 40.
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Typographical Error - The Company requests that the following change be reflected in the

final opinion and order to address a typographical error in the ROO:
Page 82, line 23:

DELETE: “BMSC”

INSERT: “Arizona Water Company”

Rate Schedules Omitted - Attachment A to the ROO does not include rate schedules for

the Pinewood and Rimrock systems. Exhibit One to these Exceptions presents the rate schedules
for those systems prepared by the Company to produce the revenues set forth in the ROO. The
Company requests that these rate schedules be incorporated in the final opinion and order.

Late Charges - Attachment A to the ROO does not include late charges. The Company
requests that the following language be added to the rate schedules for each system in Attachment
A of the final opinion and order:

INSERT: “Late Charge: 1.5 percent after fifteen (15) days.”

Coin Machine Rate - The coin machine rate shown in Attachment A for all systems shows

the number of gallons dispensed per quarter ($0.25). However, Attachment A for Stanfield,
Sedona, and Superstition shows a “$” next to the number of gallons to be dispensed per quarter.
Therefore, the Company requests that this “$” be deleted. Further, the Company requests that the
following language be added next to the number of gallons to be dispensed per quarter for each
system that has a coin machine rate in Attachment A of the final opinion and order:

INSERT: “gallons per quarter ($0.25)”

Attachment A to the ROO for Casa Grande/Coolidge shows “N/A” for the coin machine
rate, but the Company has a coin machine in this system. Based on the rates approved in
Attachment A to the ROO for Casa Grande/Coolidge and the test year sales tax rate of 7.2%, the
coin machine rate should be 109 gallons per quarter ($0.25). Therefore, the Company requests

the following change be made to the coin machine rate shown in Attachment A of the final
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opinion and order for Casa Grande/Coolidge:

DELETE: “N/A”
INSERT: “109 gallons per quarter ($0.25)”

Service Line and Meter Installation Charges - The sum of the service line and meter

installation charges for 2-inch turbine and 4-inch compound meters for all systems in Attachment
A to the ROO does not equal the amount shown in the “Total” column. Therefore, the Company
requests that the following changes be made to the service line and meter installation charges and
that the changes be shown in Attachment A to the final opinion and order for all systems:
2” turbine, “Total” column:
DELETE: “$1,575”
INSERT: “$1,875”
4” compound, “Total” column:
DELETE: “$5,315”
INSERT: “$5,215”

General Service Rates - The ROO appears to adopt the Company’s proposal to partially

consolidate the Bisbee and Sierra Vista systems. However, Attachment A to the ROO shows
fully consolidated rates for those systems. If it is intended to not adopt the Company's proposal,
the ROO needs to be corrected; otherwise the rate schedule included in Attachment A to the ROO
for the Bisbee and Sierra Vista systems needs to be corrected.

Finally, the rates provided in Attachment A to the ROO for the Superstition and Miami
systems produce total revenues that are approximately $55,000 less than the consolidated revenue
requirement adopted by the ROO for those systems. Exhibit One to these Exceptions presents the
rate schedules for those systems prepared by the Company to produce the revenues set forth in the
ROO. The Company requests that these rate schedules be incorporated in the final opinion and

order.
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B. Continuation of the Company’s ACRM

The ROO does not address the Company’s request for continuation of the ACRM. As
explained by the Company’s witnesses, Arizona Water is required to construct additional arsenic
treatment plants to comply with Safe Drinking Water Act standards.’ Staff testified that the
Commission should approve continuation of the ACRM with the same conditions and
requirements as those adopted by the Commission in Decision No. 66400 (Oct. 14, 2003) and that
the Company be required to file applications for each step of the ACRM surcharge based on the
process the Commission adopted in Decision No. 66400.* No party opposes continuation of the
ACRM. The issue was not addressed in the parties’ closing briefs because the parties agreed on
the issue. Therefore, the Commission should acknowledge the parties' agreement on that issue
and authorize the ACRM to continue.

C. The Authorized ROE Should Be at Least 10.0%

The ROO concludes that Staff’s recommended ROE range of 9.5% to 10.5% is
reasonable. But, the ROO nonetheless adopts the bottom of that range, citing the effects of
current economic conditions on the Company’s customers.” However, the further downward
adjustment in ROE is unnecessary and duplicative because Staff already took current economic
conditions into consideration when it recommended a 10.0% ROE for Arizona Water.®

The Company believes that a 9.5% ROE is too low for a number of reasons. First, a 9.5%
ROE is not consistent with ROEs approved in recent water utility rate cases or with ROEs being
proposed by Staff in other pending water utility rate cases. For example, the Commission
authorized a 10.0% ROE for Sunrise Water Company during a similar or comparable time

period.” Earlier this year, Staff estimated that the cost of equity is 10.3% in several pending water

3 Schneider Dt., Ex. A-9 at 8; Harris Dt., Ex.A-5 at 12; Harris Rb, Ex. A-6 at 7.
*Igwe Sb., Ex. S-26 at 6-7.
> ROO at 38-39.

% Bx. $-22 at 10-13, 29-30, 32.
7 See Sunrise Water Co., Decision No. 71445 (Dec. 23, 2009).
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utility rate cases,® and Staff has recommended a 10.7% return on equity for Arizona-American

(Arizona's largest Commission-regulated water company) in its pending rate case.’” Arizona
Water is not a large integrated system. Instead, it operates a total of 22 separate public water
systems. Most of Arizona Water's systems are relatively small, having less than 5,000 customers
and annual revenues below $3 million which makes Arizona Water riskier than larger water
systems. 10

Second, Arizona Water’s capital structure is much different today than it was in previous
rate cases. In the Company’s Eastern Group rate case, the Company’s capital structure contained
only 34% debt."! In its Western Group rate case, the Company’s capital structure contained only
27% debt.!> But now, Arizona Water’s capital structure contains 54% debt — a far more
leveraged and riskier capital structure than the Company had in previous cases.”’> Therefore,
Arizona Water’s investment risk profile supports an ROE of at least 10.0% as Staff recommends
in this case.

Third, because the new rates will be based on Arizona Water's plant in service, revenues,
and operating expenses in 2007, the Company will not be able to earn its authorized rate of
return.'

Finally, Arizona Water’s financial condition continues to deteriorate since the end of the

2007 test year. In 2008, the Company’s water sales dropped by 6.47%; which represents a $2.4

*E. g., Surrebuttal Testimony of Juan C. Manrique, Sahuarita Water Co., Docket No. W-03718A-
09-0359 (June 21, 2010); Surrebuttal Testimony of Pedro M. Chaves, Bella Vista Water Co.,
Docket No. W-02465A-09-0411, et al. (June 18, 2010) (before financial risk adjustment);
Surrebuttal Testimony of Juan C. Manrique, Rio Rico Utilities, Inc., Docket No. WS-02676A-
0257 (March 2, 2010) (before financial risk adjustment).

° Direct Testimony of Juan C. Manrique, Arizona-American Water Co., Docket No. W-01303A-
09-0343, et al. (March 8, 2010).

"9 Ex A-1 at 28.
" grizona Water Co., Decision No. 66849 at 16 (March 19, 2005).

12 grizona Water Co., Decision No. 68302 at 30 (Nov. 14, 2005).
13 Tr. at 1309-10, 1319-20 (testimony of Dr. Zepp).
14 See schedule attached as Exhibit Two to these Exceptions.
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million decline in revenues.'” At the same time, operating expenses increased by $2.0 million in
P g exp y

2008 as compared to 2007 adjusted levels.'® In 2009, the Company’s earnings deteriorated
further, as water sales continued to decline and operating expenses increased. As a result of these
post-test year changes, Arizona Water’s operating income would actually be about $8 million less
than the amount assumed in the ROO, resulting in an overall return on rate base of only 4.73%,
not the 7.87% return shown in the ROO.!” Clearly, a 4.73% rate of return on rate base would not
be adequate to maintain Arizona Water’s financial integrity.

As a result, and despite Arizona Water's ongoing austerity efforts which include a wage
and hiring freeze, layoffs, and further belt tightening on expenses, Arizona Water's earnings
continue to decline to the point that it is not able to raise the capital it needs to make investments
in much needed water supply, treatment, and distribution infrastructure. In particular, Arizona
Water is not able to issue additional long-term debt because eamings do not meet the interest
coverage requirements in Arizona Water's Bond Indenture. Compounding that limitation is the
Commission's restriction on Arizona Water's short-term borrowings (see Staff Report dated July
24,2009, Docket No. W-01445A-08-0607). With Arizona Water's precarious financial condition,
that means short-term borrowing cannot exceed $10.4 million, of which Arizona Water already
has borrowed $7.3 million.

Adopting an ROE of at least 10.00% can help reverse Arizona Water’s declining financial
condition. The evidence in the record, as well as recent Commission decisions and the
recommendations of Staff in this case and other pending water utility rate cases, all support a
higher cost of equity than the ROO recommends.

Accordingly, the Company urges the Commission to consider these factors and authorize

at least the 10.0% ROE which the Staff recommends.

'’ Reiker Rb., Ex. A-20 at 8, 33.
' Id. at 33.
17 See schedule attached as Exhibit Two to these Exceptions.
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D.

Conclusion.

For the foregoing reasons, the Company respectfully requests that the technical

corrections and clarifications set forth above be reflected in the final opinion and order. In

addition, the Company requests that the Commission approve the continuation of the ACRM,

with which Staff agrees and no party opposes, and authorize rates that produce a return on

common equity of at least 10.0%, as Staff recommends in this case.

RESPECTFULLY SUBMITTED this 30" day of July, 2010.

ARIZONA WATER COMPANY

Robert W. Geake

Vice President and General Counsel
ARIZONA WATER COMPANY
Post Office Box 29006

Phoenix, Arizona 85038-9006

and

Norman D. James

Jay L. Shapiro

Fennemore Craig

3003 North Central Avenue
Suite 2600

Phoenix, Arizona 85012
Attorneys for Applicant
Arizona Water Company
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CERTIFICATE OF SERVICE

An original and thirteen (13) copies of
the foregoing were delivered
this 30" day of July, 2010 to:

Docketing Supervisor

Docket Control Division

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

A copy of the foregoing was delivered
this 30 day of July, 2010 to:

Dwight D. Nodes

Assistant Chief Administrative Law Judge
Hearing Division

Arizona Corporation Commission

1200 West Washington Street

Phoenix, Arizona 85007

Wesley C. Van Cleve, Attorney
Nancy L. Scott, Attorney

Legal Division

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Michelle Wood, Attorney

Residential Utility Consumer Office
1110 West Washington Street, Suite 220
Phoenix, Arizona 85007

Nicholas J. Enoch

Jarrett J. Haskovec

Lubin & Enoch, PC

349 North Fourth Avenue
Phoenix, Arizona 85003
Attorneys for IBEW Local 387
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Michelle Van Quatham

Ryley, Carlock & Applewhite

One North Central Avenue, Suite 1200
Phoenix, Arizona 85004

Attorneys for Abbott Laboratories

2335966
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EXHIBIT ONE

CORRECTED RATE SCHEDULES
FOR
SUPERSTITION,
PINEWOOD, & RIMROCK
REFLECTING THE REVENUE REQUIREMENT

SET FORTH IN THE R.O.O.
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