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Enclosed for filing in the above-referenced proceeding are fourteen (14) copies of the
prepared Rebuttal Testimony and supporting Exhibits of the following witnesses for Goodman
Water Company:

James A. Shiner;
Thomas J. Bourassa;
Mark F. Taylor;
Michael J. Naifeh; and,
John Ferenchak.
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Copies of the enclosed prepared Rebuttal Testimony and Exhibits of the aforesaid
Goodman Water Company witnesses will also be electronically transmitted today to all known
parties of record.

Thank you for your assistance in docketing the enclosed documents. Please let me know
if you have any questions regarding the same.

Sincerely,

MB’RW &\»

Lawrence V. Robertson, Jr.

cc: All parties w/enclosures
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Q1.
Al.

Q2.
A2.

Q3.

A3.

Q4.
A4.

II.

Q6.

INTRODUCTION AND PURPOSE OF TESTIMONY.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,
Phoenix, Arizona 85029.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?
On behalf of the applicant, Goodman Water Company (“GWC” or the
“Company”).

HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE
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.

WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct filing by Staff, RUCO
and the interveners Mr. Wawrzyniak and Mr. Schoemperlen. More specifically,
this first volume of my rebuttal testimony relates to rate base, income statement
and rate design for GWC. In a second, separate volume of my testimony, I also
present an update to the Company’s requested cost of capital as well as provide
responses to Staff, RUCO and Mr. Schoemperlen on the cost of capital and rate of
return applied to the fair value rate base, and the determination of operating
income.

SUMMARY OF GWC’S REBUTTAL POSITION

WHAT IS THE REVENUE INCREASE THAT THE COMPANY IS
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A6.

Q7.

AT.

Q8.

AS8.

Q9.

A9.

PROPOSING IN THIS REBUTTAL TESTIMONY?
The Company is proposing a total revenue requirement of $857,176 which
constitutes an increase in revenues of $262,717 or 44.19% over adjusted test year

revenues.

HOW DOES THIS COMPARE WITH THE COMPANY’S DIRECT
FILING?
In the direct filing, the Company requested a total revenue requirement of

$892,428, which required an increase in revenues of $292,677, or 51.10%.

WHY IS THE REQUESTED REVENUE INCREASE LOWER IN GWC’S
REBUTTAL FILING?

The Company is recommending a lower rate of return of 10.2 percent based upon
an updated cost of capital analysis compared to 11.0 percent in its direct filing.
Further, GWC 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
and measurable changes to the test year. The net result of these adjustments is: (1)
operating expenses have increased by $21,647, from $498,868 in the direct filing to
$520,515 and (2) a net decrease of $103,485 in rate base from the direct filing of
$2,402,221 to $2,298,376.

PLEASE SUMMARIZE THE COMPANY’S REBUTTAL RATE BASE
ADJUSTMENTS.
The rebuttal rate base adjustments proposed by the Company are summarized as

follows:




O 0 ~1 O w»n A W N

[\ TN NG T N I N0 B O I . T e T T S
A W D = O O X N N R WD~ O

25
26

LAWRENCE V,
ROBERTSON, JR.
ATTORNEY AT LAwW

P.0. Box 1448

TUBAC, ARIZONA B5646

(520)-398-0411

Storage Reservoir Upsizing — As indicated in the Rebuttal Testimony of James A.

Shiner, GWC’s President, the Company has proposed to remove the cost of up-
sizing its 530,000 gallon storage tank from 340,000 gallons to 530,000 gallons
(190,000 gallon upsize). The cost of upsizing this storage reservoir was $72,350.
Plant-in-service (“PIS”) is reduced by $73,250.

Land — The Company proposes to reduce the land cost by $35,000 based on the

Rebuttal Testimony and appraisal of Company witness, Mr. Ferenchak.

Plant Reclassification - The Company proposes to reclassify water treatment

equipment costs totaling $15,947 from account 320 — Water Treatment Plant to
account 320.2 — Chemical Solution Feeders. This reclassification adopts Staff’s
proposed reclassification.!  The Company also proposes to reclassify storage
reservoir costs totaling $836,890 from account 330 — Storage Reservoirs and
Standpipe to account 330.1 — Storage Tanks ($384,827) and account 330.2 —
Pressure Tanks ($452,063). This reclassification adopts Staff’s proposed
reclassification.” The net impact of both of these plant reclassifications on PIS and

rate base is zero.

Accumulated Depreciation — The Company proposes to increase accumulated

depreciation (“A/D”) by $2,510. This adjustment reflects the impacts of a
correction of a computational error for 2007 and the removal of A/D related to the

removal of the cost of the tank upsizing discussed above.

! See Direct Testimony of Gary T. McMurry (“McMurry Dt”) at 5.
2
Id.
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Q10.

A1l0.

I1I.

Q11.

All.

Accumulated Deferred Income Taxes — The Company proposes to reduce

accumulated deferred income taxes (“ADIT”) by $5,713 to reflect the Company’s

proposed changes to PIS,

WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE
INCREASES FOR THE COMPANY, STAFF, RUCO, AND INTERVENERS
AT THIS STAGE OF THE PROCEEDING?

The proposed revenue requirements and proposed rate increases are as follows:

Revenue Requirement Revenue Incr. % Increase
Company-Direct $ 864,205 $ 291,454 50.89%
RUCO § 544,110 § (36,000) -6.21%
Staff $ 700,939 $ 120,829 20.83%
Interveners $ 471.641 $ (101,109) -17.65%*
Company Rebuttal $ 857,176 $ 262,717 44.19%
RATE BASE

WOULD YOU PLEASE IDENTIFY THE PARTIES’ RESPECTIVE RATE
BASE RECOMMENDATIONS?

Yes, the rate bases proposed by the parties in the case, are as follows:

OCRB FVRB
Company-Direct $ 2,402,221 $ 2,402,221
RUCO $ 1,729,190 $ 1,729,190
Staff $ 1,739,712 $ 1,739,712

? Company proposed direct adjusted test year revenue of $572,751 minus $471,641 as shown in
Schoemperlen Table 3.

* $(101,109) divided by $572,751.
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Al2.

Interveners $ 906,756 $ 906,756
Company Rebuttal $ 2,298,376 $ 2,298,376

A. Plant-in-service.

WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED
ORIGINAL COST RATE BASE, AND IDENTIFY ANY ADJUSTMENTS
YOU HAVE ACCEPTED FROM STAFF?

The Company’s rebuttal rate base adjustments to OCRB are detailed on rebuttal
schedules B-2, pages 3 through 5. 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 two adjustments labeled as “A” and “B” on Rebuttal Schedule B-2,
page 3.

Adjustment A, of rebuttal B-2 adjustment 1, reflects a reclassification of
plant costs. The Company proposes to reclassify water treatment equipment costs
totaling $15,947 from account 320 — Water Treatment Plant to account 320.2 —
Chemical Solution Feeders. The Company also proposes to reclassify storage
reservoir costs totaling $836,890 from account 330 — Storage Reservoirs and
Standpipe to account 330.1 — Storage Tanks ($384,827) and account 330.2 —
Pressure Tanks ($452,063). Both of these reclassifications reflect the adoption of
Staff’s recommended reclassifications.” The net impact of both of these plant
reclassifications on PIS and rate base is zero.

Adjustment B reflects a decrease to PIS (Account 330.1 — Storage Tanks)

for storage reservoir upsizing costs totaling $72,350.

SId
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Q13.

Al3.

Adjustment C reflects a decrease to PIS (Account 3303 — Land and Land
Rights) of $35,000 to reflect the appraisal of the land at the time the land parcels

were devoted to public service.

1. Land

PLEASE COMMENT ON THE STAFF RECOMMENDED ADJUSTMENT
TO THE LAND COST.

Staff has reduced the land value by $369,500 from $494,159 to 124,659 based
upon the Pinal County Assessor’s 2009 full cash value (“FCV”).% The reasons
stated by Staff for its adjustment are: 1) the transaction was not recorded at the
time the land was “devoted to public service”; 2) the transaction was not at arm’s
length and was not recorded in accordance with the NARUC audit guidelines for
affiliate transactions; 3) the land appraisal was conducted by an appraiser that was
not independent from the Company; and, 4) the appraisal was flawed.’

With respect to Staff’s first reason, the Company does not dispute the fact
that it did not record the land at the time it was devoted to public service. The
failure to record the land was the result of an oversight, nothing more. Putting that
aside, the FCV proposed by Staff is a 2009 value. If the basis is the value of the
land when the land was devoted to public service, then a 2009 FCV is just as much
a flawed value as the Company’s 2008 appraisal, since the land was first devoted to
public service during the period 2003 to 2007.8 In fact, three of the four parcels

were placed into service by 2005.°

¢ McMurry Dt. at 10.
7 McMurry Dt. at 8.
8 See Company response to Staff Data Request 4.13.

’Id
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Q14.

Al4.

Q15.
AlS.

DOESN’T STAFF ACKNOWLEDGE THAT STAFF PREFERRED TO USE
DATA FROM THE 2003 TO 2004 TIME PERIOD BUT THIS DATA WAS
NOT AVAILABLE?

Yes.'” However, using 2009 data does not remedy the problem of valuing the land

at the time it was devoted to public service.

PLEASE CONTINUE.
The FCV is also flawed because using the Pinal County Assessor’s assessment of
land value is not appropriate for establishing the fair market value of the land.
This issue is discussed further in the Rebuttal Testimony of Mr. Michael Naifeh
and Mr. John Ferenchak.

With respect to Staff’s second reason, that the land transaction was not at
arm’s length, the Company disagrees with Staff that this justifies using the 2009
FCV as the basis for the land value. There is no question that transactions between
related parties require more scrutiny. As Staff states, “[i]n such case, it is not clear
whether the price paid for the real estate was truly market value”.!" However,
whether a transaction is at arm’s length alone is not sufficient basis to re-value the
transaction as Staff recommends. The Company did seek and obtain an
independent appraisal of the land by Mr. Naifeh to answer the question as to
whether the transaction recorded at fair market value (“FMV™). The appraisal was
provided to Staff in response to Staff data request GTM 7.8. A copy of the
appraisal provided in response to GTM 7.8 is attached to Mr. Naifeh’s Rebuttal

Testimony as Attachment A. Since then, Mr. Ferenchak has prepared a separate

" McMurry Dt. at 10.
"' McMurry Dt. at 9.
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Q1e.

Alé6.

appraisal of land values using the years the land in question was “devoted to public
service”. A copy of Mr. Ferenchak’s appraisal is attached to his Rebuttal
Testimony as Appendix B. Each of these appraisals supports land values well in

excess of Staff’s proposed land values.

WHAT ABOUT STAFF’S RELIANCE ON THE NARUC AUDIT
GUIDELINES FOR AFFILATE TRANSACTIONS THAT AFFILATE
TRANSACTION SHOULD BE RECORDED A THE LOWER OF COST OR
MARKET VALUE?
Let me first state that the NARUC audit guidelines for affiliate transactions to
which Staff refers is the NARUC Guidelines for Cost Allocations and Affiliate
Transactions (“the Guidelines). A copy of this document is attached as Rebuttal
Exhibit TIB-RB1.  This document specifically states the Guidelines are not
intended to be rules or regulations prescribing how cost allocations and affiliate
transactions are to be handled.'””> Further, the Guidelines also state that the transfer
of assets from an affiliate to the utility should be at the lower of prevailing market
price or net book value, except as required by law or regulation."> In that regard,
the Commission rules require that assets be recorded at the cost to the person (or
company) first devoting the asset to public service."* And, the cost is the cost at
the time the asset is devoted to public service."

It was the Company who first to devoted the land to public service and the

cost to GWC is the cost it incurred to acquire the land from E.C. Development.

2 Guidelines at 1.

13 [d

14 See Arizona Administrative Code (“AAC”) R14-2-103(3)(e)
15 See AAC R-14-2-102(3)(d)
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Q17.

Al7.

Not recognizing the land at the Company’s acquisition cost will deprive GWC of
the recognition of value of the property it devoted to public service. In other
words, it is the equivalent of a taking, which may not lawfully take place without
payment of just compensation to the property's owner, namely, the Company.'® In
that regard, the Company’s acquisition cost was based upon the 2008 appraisal

prepared by Mr. Nafieh.

DOESN’T STAFF DISPUTE WHETHER THE APPRAISAL BY MR.
NAIFEH WAS IMPARTIAL?

Yes."” This is Staff's third reason for restating the land cost. However, the
Company strongly disagrees with Staff that Mr. Naifeh’s appraisal was not
independent. There are several reasons for this. First, Mr. Naifeh had no
ownership interest in the property which was being appraised. Second, the indirect
mutual interest of Mr. Naifeh and Mr. Sears is de minimis. Mr. Sears had an
interest of less than 2 percent in an unrelated entity, PHB Flagstaff Holdings, LL.C.
in which Mr. Naifeh is a member. PHB Flagstaff Holdings, LLC. did not have
interest in the property being appraised. Third, Mr. Naifeh is a well known and
respected certified professional appraiser who would not jeopardize his
professional reputation and credentials by preparing a dishonest or otherwise
substandard appraisal.'® Fourth, the appraisal was prepared in conformity with the
Uniform Standards of Professional Appraisal Practice, the Code of Professional

Ethics, and the Standards of Professional Practice of the Appraisal Institute.”” In

'6 See Fifth Amendment of the United States Constitution made applicable by the Fourteenth
Amendment.

7 McMurry Dt. at 8.
18 See Rebuttal Testimony of Michael Naifeh (“Naifeh Rb.”).
' See Certifications on page 39 of Mr. Naifeh’s appraisal report. See Naifeh Rebuttal Exhibit B.
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Q18.

Al8.

Q19.

Al9.

Q20.

A20.

addition to these comments on my part, the Company is also submitting the
Rebuttal Testimony of Mr. Naifeh which further rebuts Staff’s criticisms of him

and his appraisal.

IS STAFF’S DESCRIPTION OF THE MUTUAL INTEREST OF MR.
NAIFEH AND MR. SEARS ACCURATE?

No. Mr. McMurry states the Mr. Naifeh had a 2 percent interest in D&D
Investments West, LLC.2® Mr. Naifeh has no interest in D&D Investments West,
LLC.

DO YOU HAVE ANY MORE COMMENTS REGARDING MR. NAIFEH’S
APPRAISAL?

No, except that further response to Staff’s assertions that Mr. Naifeh’s appraisal is
not independent or that the appraisal was otherwise flawed is discussed in more

detail in the Rebuttal testimony of Mr. Naifeh, as I previously noted.

WHAT ABOUT STAFF’S FOURTH REASON FOR RESTATING THE
LAND VALUE, THAT THE APPRAISAL IS “FLAWED”?

Since Staff has not directly testified to this asserted reason, I assume Staff’s
unstated fourth reason to be Staff’s preceding assertions that Mr. Naifeh’s appraisal
is not impartial and that the land was not valued as of the date the land was devoted
to public service. I make this assumption because Staff has not identified any

flaws with respect to Mr. Naifeh’s methodology or data.

% McMurry Dt. at 10.
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Q21.

A21.

Q22.

A22.

Q23.

A23.

ISN°'T THE APPROPRIATE “REMEDY” TO STAFF’S CONCERN
REGARDING THE VALUE OF LAND FOR THE COMPANY TO OBTAIN
ANOTHER APPRAISAL BY ANOTHER QUALIFIED APPRAISER FOR
THE TIME THE LAND WAS FIRST DEVOTED TO PUBLIC SERVICE?

Yes. This is exactly what the Company has recently done. The Company has
engaged the services of Mr. John Ferenchak. Irrespective of the ultimate
conclusion regarding Mr. Naifeh’s independence, the second appraisal obtained by
the Company should resolve both the issue of independence and the date of
valuation. The second appraisal indicates the land value was $455,000 at the time
the land was devoted to public service. This is $35,000 lower than the value
indicated in Mr. Naifeh’s appraisal in 2008. The new appraisal is discussed in the

Rebuttal Testimony of Mr. Ferenchak.

HAS THE COMPANY ADJUSTED THE LAND COST TO RELFECT THE
CONCLUSIONS ON MARKET VALUE IN THE NEW APPRAISAL?
Yes. As discussed earlier, the Company has reduced the land cost to reflect the

results of Mr. Ferenchak’s appraisal. *'

2. Excess Capacity

PLEASE COMMENT ON THE STAFF “EXCESS CAPACITY”
ADJUSTMENTS TO PLANT-IN-SERVICE.

First, as previously indicated, the Company has proposed to remove the cost of
upsizing the storage tank at Water Plant No. 3 from its original design of 340,000
gallons to 540,000 gallons (190,000 gallon upsize costing $72,350). The cost of

*! See Rebuttal Adjustment 1-C on Rebuttal Schedule B-2, page 3.
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Q24.

A24.

capacity currently reflected in rate base is for a 340,000 gallon storage tank. For
the reasons discussed in Mark Taylor’s Rebuttal Testimony, the Company believes
the decision to design and construct at least 340,000 gallons of capacity at Water
Plant No. 3 was both prudent and necessary based on information it possessed at
the time it made the decision to proceed with construction. Therefore, the entire
cost of the 340,000 storage capacity should be considered used and useful and

reflected in rate base.

ON WHAT BASIS DO YOU CONCLUDE THAT THE CONSTRUCTION
OF 340,000 GALLONS OF STORAGE CAPACITY AT WATER PLANT
NO. 3 WAS REASONABLE AND PRUDENT?

The circumstances surrounding the decision to design and construct the storage
tank are discussed in the Rebuttal Testimony of Mark Taylor and I will not repeat
that testimony here. That said, I would point out that the Company's decision to
size the storage capacity at the 340,000 gallon level should be evaluated based on
facts and surrounding circumstances at the time and the information that was
known to the Company.”? The Company was required to make the decision in the
2006-2007 time frame, at which time the Company obviously could not have
known exactly how many customers it would have in 2009. Instead, the Company
evaluated customer growth information then available to it at the time, coupled
with previous customer growth, and reasonably assumed such growth would
continue for the next several years. In short, in light of Mr. Taylor’s testimony,
and Mr. Shiner’s testimony on the history and development of the Company’s
system, there should be no question that GWC acted prudently in addressing the

needs of its customers and well as meeting the requirements and expectations of

22 See ACC RI4-28103(A)(3)(1).
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A25.

both regulators and good engineering practices.

DO YOU AGREE WITH MR. SCOTT’S ANALYSIS OF CUSTOMER
GROWTH WITHIN THE NEXT FIVE YEARS?

I do not disagree with Mr. Scott that the Company is projected to have
approximately 875 customers by 2014 based upon data from 2004 to 2010.” In
that regard, Staff’s historical practice is to evaluate a utility’s capacity requirements
using a five-year planning horizon, as measured from the end of the test period.”
However, I disagree with the proposition that Mr. Scott’s analysis should serve as
the basis for determining “excess” capacity.””  Labeling storage capacity as
“excess” implies the Company acted imprudently, which it did not. Using data
from 2009 and 2010, and arguably 2008, is an after-the-fact analysis, or a form of
“Monday morning quarterbacking.” This data was not available to the Company at
the time the decision was made to construct the Water Plant No. 3 storage facilities
back in 2006-2007. As Mr. Taylor points out, using data from 2002 through 2007
and a 5-year planning horizon, the projected number of customers through 2012

% And, according to Mr. Taylor, based upon the

would be over 1,100 customers.
correct design criteria from 2003 through 2008, the projected number of EDU’s

through 2013 would again be over 1,100 EDU’s.”

Q26. IS PLANT FOUND TO BE PRUDENTLY CONSTRUCTED ALSO USED

2 See Direct Testimony of Marlin Scott Jr. (“Scott Dt.”) at 4.
*1d at4andS.

®Id ats.

%6 See Rebuttal Testimony of Mark Taylor (“Taylor Rb.”) at 26.

27 Id

10
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AND USEFUL?

Yes. It has been the policy of this Commission that plant investment found to be
prudent is also deemed to be used and useful. Mr. Steve Olea, Director - Utilities
Division, stated the following during an Open Meeting in the recent Gold Canyon

rate case:

..[plant investment] can’t be prudent and excess. It can’t be
prudent and not be used and useful. It either is used and
useful or it isn’t, and if it’s not used and useful, then it’s not
prudent.”®

In that regard, the predicate determination is whether construction of the plant in
question was a prudent decision as of the time the decision was made. In this
instance, the decision was made by GWC clearly was prudent.

Further, the Commission’s long-standing practice of including prudently
financed plant in rate base is consistent with the Commission’s regulations that
govern rate proceedings. In those regulations, the term “prudently invested” is

defined as follows:

Investments which under ordinary circumstances would be
deemed reasonable and not dishonest and obviously wasteful.
All investments shall be presumed to have been prudently
made, and such presumptions may be set aside only by clear
and convincing evidence that such investments were
imprudent when viewed in light of all relevant conditions
known or which in the exercise of reasonable judgment
should have been known, at the time such investments were
made.”

28 See June 26 Open Meeting Transcript (“OM Tr.”) at 105-06.
2% ACC RI4-28103(A)3)(D).
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Q27.

A27.

Q28.

A28.

In my opinion, it would be bad public policy for this Commission to deny
recognition of prudent investments. Such a policy would discourage utilities from
making investments to proactively address the needs of its customers. Further, it
places utilities in the proverbial “catch-22” whereby regulators (ADEQ, ADWR)
and sound engineering practices demand certain investments to be made while this
Commission only recognizes a portion of that investment. Finally, in this
particular instance, there is no “clear and convincing evidence” that the decision to
size and construct the 340,000 gallon storage reservoir at Water Plant No. 3 was

not prudent.

STAFF IS ALSO RECOMMENDING EXCLUDING COSTS FOR SOME
TRANSMISSION AND DISTRIBUTION MAINS, LABELING THOSE
MAINS AS “EXCESS CAPACITY”. CORRECT?

Yes. Staff is recommending excluding $105,564 of transmission and distribution

main costs from plant-in-service.”’

Again, the Company disagrees with Staff.
These mains were installed with a reasonable expectation of customer growth
materializing. Further, as Mr. Taylor and Mr. Shiner discuss in their Rebuttal
Testimony, it was prudent to install these mains at the time they were installed in
order to avoid underground utility separation problems, unnecessary costs and

disruption of public roadways.

WERE THESE MAINS FUNDED BY DEVELOPER ADVANCES IN AID
OF CONSTRUCTION?

Yes. All the transmission and distribution mains were funded with advances-in-aid

3% McMurry Dt. at 13.
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Q29.

A29.

Q30.
A30.

of construction (“AIAC”). However, I should note that Staff did not make a

corresponding downward adjustment to AIAC.

WHY DIDN'T STAFF ADJUST ADVANCES IN AID OF
CONSTRUCTION?

Based upon Staff responses to Company Data Request 1.1, it appears that Staff did
not determine that these mains were funded with AIAC. I should note, that based
upon Staff’s response to Company Data Request 1.2, Staff does indicate that if it
found sufficient evidence that AIAC was used to fund this plant that it would make
the appropriate adjustments. Both of the Staff responses are attached hereto at

Rebuttal Exhibit TIB-RB2,

WAS SUFFICIENT INFORMATION PROVIDED TO STAFF?

Yes. Two key pieces of evidence were provided to Staff demonstrating that all
transmission and distribution mains were funded with AIAC. They include: 1) a
summary schedule of line extension agreements and refunds provided in Company
response to Staff Data Request 1.3; and, 2) plant cost lead sheets provided in
Company response to Staff Data Request 4.2. Copies of these data responses are
attached hereto as Rebuttal Exhibit TIB-RB3. A summary of the information

contained in these documents is shown below:

Plant Costs

LXA Amount Lead Sheet

Plant Description Reference (see DR 1.3) (see DR 4.2)
Trans. & Dist. Mains Phase Ill Lead Sheet $ 122,779
Services Phase Ill Lead Sheet $ 17,266
Hydrants Phase Il Lead Sheet $ 36,220
Total Phase Il $ 176,290 $ 176,264
Trans. & Dist. Mains Phase IV Lead Sheet $ 685,094

13
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Q31.

A32.

Services Phase IV Lead Sheet $ 143,352

Hydrants Phase IV Lead Sheet $ 43,205
Total Phase IV $ 871,651 $ 871,651
Trans. & Dist. Mains Phase V Lead Sheet $ 174757
Services Phase V Lead Sheet $ 97,051
Hydrants Phase V Lead Sheet $ 35352
Total Phase V $ 307,160 $ 307,160

I am sure that upon actual review of this information Staff will address the matter
accordingly. Ultimately, if the Commission determines the costs of the mains
should be excluded from rate base then AIAC must also be excluded. The net

impact on rate base should be zero.

PLEASE COMMENT ON RUCO’S PROPOSED “EXCESS CAPACITY”
ADJUSTMENTS TO PLANT-IN-SERVICE.
RUCO contends that approximately 43% of all plant is currently not used and

useful.®!

RUCO bases its argument on the ratio between number of customer
connections at the end of 2010 (plus a 10 percent annual reserve margin) and the
number of customers at full build out.** As discussed in Mr. Taylor’s Rebuttal
Testimony, the Company strongly disagrees with RUCO’s arithmetic approach and
resulting conclusion. Like Mr. Coley, I am not an engineer, but even I can see that
the basis of RUCO’s recommendation does not reflect the principles of sound
engineering design and does not reflect the plant necessary to serve Goodman’s
customers. Let me explain. Under RUCO’s approach, RUCO eliminates 43% of
the cost of the 400,000 gallon storage tank at Water Plant No. 1, based on RUCO’s

theoretical argument as to that capacity which is necessary. Whereas, the two (2)

professional engineers in the instant case, Mr. Scott and Mr. Taylor, both agree that

3! See Direct Testimony of Timothy J. Coley (“Coley Dt.”) at 18-19.

32[d
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Q33.
A33.

the required capacity of the system exceeds 400,000 gallons and that the 400,000
gallon storage tank at Water Plant No. 1 is required.”> Even RUCO admits that
this storage tank is needed. See RUCO response to Goodman Data Request GWC
1.15 attached hereto at Rebuttal Exhibit TJB-RB4. RUCO also eliminates 43% of
the meter costs even though there are only 649 meters installed at the end of the
test year and the fact that there were over 620 active customers at the end of the
test year. In other words, RUCO’s recommendation only recognizes the cost of
about 370 meters (649 X 57%). Again, even RUCO admits that its
recommendations reflect less meter costs than are actually required to serve
customers. See RUCO response to Goodman Data Request GWC 1.16 attached at
Rebuttal Exhibit TIB-RB4. A third example is that RUCO eliminates 43% of the
cost of the Company’s two (2) wells. Whereas, Mr. Scott and Mr. Taylor find that

both wells are necessary and used and useful.**

WHY DOES RUCO CONCLUDE THERE IS EXCESS CAPACITY?

RUCO believes the Company over-anticipated GWC’s build-out date and
constructed plant to serve the projected build out.®  However, Mr. Coley’s
analysis is an after-the-fact analysis. As previously indicated, the Company acted
prudently in building plant based upon what was known at the time the plant design
and construction decisions were made Even RUCO admits that the Company
would have had over 1,000 customers by the end of 2010 had the growth that

occurred in the 2005-2006 time frame continued.’® Mr. Coley’s after-the-fact

33 Scott Dt. at 5; Taylor Rb. at 6, 17-18, 23.

3 Scott Dt. at 4; Taylor Rb. at 5-6, 11-12, 17-18, 23.
3% Coley Dt. at 14,

3¢ Coley Dt. at 15.
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Q34.

A34.

Q3s.

A35.

analysis, which is simply based upon the number of current customers, ignores any
consideration of applicable system engineering and design requirements in meeting
fire flow capacity as well as customer usage demands. These requirements are

detailed in Mr. Taylor’s Rebuttal Testimony.

ON WHAT BASIS DOES RUCO CONCLUDE THAT ONLY A 10%
RESERVE MARGIN IS NECESSARY?

RUCO asserts that regulatory bodies usually require water and sewer companies to
maintain a constant reserve margin of 10%-20% of normal capacity.’’” However,
when pressed as to the basis for this assertion, RUCO could not cite any
authoritative reference. The one reference included in the response related to
electric utilities and this document related to peak level of energy use and not
planning, engineering, design, and construction criteria to meet expected growth.
See RUCO response to Goodman Water Company Data Request 1.10 attached
hereto at Rebuttal Exhibit TJB-RB3.

IS IT POSSIBLE TO CONSTRUCT A SYSTEM SUCH THAT FOR EVERY
YEAR THERE IS ONLY A 10%-20% RESERVE MARGIN?

Given the inability to precisely predict customer growth and customer year-end
connections for each year, and the timeline for designing and constructing
“backbone” water plant, I seriously question if such finely-tuned engineering
would be possible. However, even as a non-engineer I recognize that meeting such
constraints on reserve margins would result in a much more costly system. This is

because the utility would typically have to build capacity in uneconomical

37 Coley Dt. at 19.
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Q35.

A35.

increments. For example, let’s say current capacity plus a reserve 10% margin for
Year 1 of a water utility’s operation requires a storage tank of 50,000 gallons. The
utility buys land and places a 50,000 gallon tank on the site. In year 2, because of
customer growth, another 50,000 gallon storage tank is required, assuming
continuation of the 10% reserve margin. Because there is no room on the existing
storage tank site (to allow room for expansion at the site would violate RUCO’s
standard on excess capacity), the utility either has to demolish the existing 50,000
gallon tank and construct a new 100,000 gallon tank or the utility would need to
find additional land and construct a new 50,000 gallon storage tank. Either way, the
cost of storage for 100,000 of storage would be much higher -particularly because
of the additional engineering and permitting. Whereas, had a 100,000 gallon
storage site on that same site been constructed initially, the total cost would have

been substantially less.

YOUR EXAMPLE SEEMS A BIT SIMPLISTIC. DOESN’T THE
CONSTRUCTION OF UTILITY PLANT TYPICALLY REQUIRE
SIGNIFICANT LEAD TIMES FOR ENGINEERING AND PERMITTING,
LET ALONE THE TIME TO PHYSICALLY CONSTRUCT THE PLANT?

Yes. In the above example, the utility would have to start planning, engineering
and permitting the new storage tank 1-2 years before the storage capacity is
needed. And, planning for capacity requires estimates of future customer growth
which inevitably turn out to be different than actual growth. Succinctly stated,

RUCO’s assumed fine-tuning capacity addition approach is not realistic.

Q36. PLEASE CONTINUE.
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A36.

Q37.

A37.

Q38.

While there may be rare exceptions, it is generally much less costly to build one
large storage tank than to build two, or more, smaller storage tanks. The upsize of
the Company’s 540,000 gallon tank in the instant case is a perfect example. The
upsize cost to increase the capacity of the originally planned 340,000 gallon tank
by 190,000 gallons to 540,000 was only $72,350 out of a total cost of over
$370,000. In other words, the cost per gallon on the 340,000 gallon tank was
approximately $0.87 per gallon (($370,000 — $72,350)/ 340,000) whereas the cost
of the 190,000 gallon upsize was approximately $0.38 per gallon
($72,350/190,000) — far less than half the cost per gallon at the 340,000 gallon

capacity level.

HAS RUCO PERFORMED ANY ANALYSIS TO DETERMINE WHAT
THE COST OF THE COMPANY’S WATER SYSTEM WOULD BE HAD
THE COMPANY CONSTRUCTED ITS SYSTEM IN ODER TO PROVIDE
FOR A 10% TO 20% RESERVE MARGIN EACH YEAR.

No. See RUCO response to Goodman Water Company Data Request GWC 1.9
attached hereto at Rebuttal Exhibit TIB-RB4. In my opinion, a system constructed
by Goodman under those constraints would have cost much more than the
Company’s currently constructed system. Instead of discussing excess capacity in
the instant case, we would be discussing the prudency of that approach, which

would be difficult to defend in my opinion.
ARE THE REALITIES OF SOUND PLANNING, ENGINEERING, AND

SYSTEM DESIGN, AS WELL AS GOOD PUBLIC POLICY, FACTORS
UNDERLYING THE COMMISSION’S HISTORICAL RELIANCE ON A

18
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A38.

Q39.

A39.

Q40.
A40.

FIVE YEAR PLANNING HORIZON TO DETERMINE WHETHER
THERE IS EXCESS CAPACITY?

I believe so. Amazingly, RUCO believes that its proposal to use a 10% reserve
margin will incent utilities to build capacity to meet its customer needs, but offers

no tangible evidence to support that theoretical proposition.*®

HOW DO YOU RESPOND TO RUCO’S RELIANCE ON THE RECENT
GOLD CANYON RATE CASE TO SUPPORT ITS APPROACH?

I am very familiar with that case, because I was both a consultant and witness for
the Company. RUCQO’s approach and computation of excess capacity in the Gold
Canyon rate case (Rehearing Decision 70624, dated November 19, 2008) was not
adopted. RUCO contended that over $2.8 million of plant was excess capacity.’’
Instead, the Commission found there was excess capacity of $1 million.* In my
opinion the Gold Canyon rate case (Rehearing Decision 70624, dated November
19, 2008) is an outlier and the Commission’s decision was not based upon the

credible evidence in that case®' nor was it good public policy.

WHY?

First, the Commission appears to have disregarded several key pieces of credible
and convincing evidence on capacity including its own Staff’s engineering
analysis. Second, the finding that there was excess capacity disregarded the

Commission’s long standing policy of the use of a 5 year planning horizon and

3% Coley Dt. at 26.

3% Decision 69664 at 6.

*0 Decision 70624 at 9.

! Decision 69664 at 5-7; Decision 70624 at 6-8.
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Q41.

disregarded its long standing policy that prudent investments should be recognized.
Utilities and investors rely on these policies when making investments. Changing
the rules of the road in mid-stream as the Commission did with Gold Canyon and
its investor increases uncertainty and investment risk and discourages utilities from
making necessary improvements to their systems in order to meet the needs of its

customers.

ON PAGE 22 OF MR. COLEY’S TESTIMONY HE ASSERTS THAT THE
COMPANY'’S PLANT-IN-SERVICE BALANCE INCLUDES THE COST OF
FIRE FLOW UPGRADES TO THE WATER PLANT #4 BOOSTER
STATION. IS THIS TRUE?

A41. No. Mr. Wawrzyniak makes a similar assertion.”  Mr. Coley’s and Mr.

Q42.

A42.

Wawryzniak’s assertions are simply not true. As Mr. Shiner discusses in his
Rebuttal Testimony, the upgrade to the booster station from 1,100 gpm to 1,600
gpm was borne by D.R. Horton and the cost is not included in the Company’s

plant-in-service balance and rate base.

DO YOU HAVE ANY FURTHER COMMENTS REGARDING RUCO’S
EXCESS CAPACIY ADJUSTMENT?

RUCO has not demonstrated that any specific single piece of plant is in fact excess
capacity and not used and useful. See RUCO Response to Goodman Water
Company Data Request GWC 1.19 attached here to at Rebuttal Exhibit TIB-RB4.
Rather, RUCO uses the shotgun approach and reduces the cost of all plant without

consideration as to whether plant is actually necessary and used and useful.

2 Wawrzyniak Dt. at 5-6.
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Q43.

A43.

Q44.
A44,

Q4s5.
A45.

Further, beside the obvious example listed earlier, RUCO has not performed any
engineering analysis to support its approach. It is merely based on a made up
arithmetic analysis which has no basis in sound planning, engineering, and system
design. To the contrary, RUCO’s approach appears to simply achieve a significant
reduction in the Company’s rate base and revenue requirement as a strategic

objective, without regard for the actual needs of the Company and its customers.

PLEASE COMMENT ON MR. SCHOEMPERLEN’S PROPOSED “EXCESS
CAPACITY” ADJUSTMENTS TO RATE BASE.

Based on Mr. Schoemperlen’s analysis of unconnected lots for Phase IV B&C and
Phase V of the system and “unplanned” capacity, he determined that 85.8 percent
of the capacity costs related to the those phases were unused.”®  Mr.
Schoemperlen’s determined the cost of those phases to be equivalent to the 2008
plant additions totaling $1,737,370.** He then removes 85.8 percent of the
$1,737,370 or $1,490,663 from the Company proposed rate base.*

WHAT IS “UNPLANNED” CAPACITY?
[ am not sure. According to Mr. Taylor’s Rebuttal testimony, the system is based
on a master plan and he discusses why and when construction was undertaken and

completed on each one of those phases. So I am confused by this term.

WHAT’S WRONG WITH MR. SCHOEMPERLEN’S APPROACH?
Like the RUCO approach, Mr. Schoemperlen’s approach ignores prudent system

*# See Direct Testimony of James Schoemperlen (“Schoemperlen Dt.”) at 21-22.

** Schoemperlen Dt. at 22; See also Schoemperlen Table 3.

* See Schoemperlen Table 3.
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Q4e.

A46.

Q47.
A47.

planning, engineering and design. For example, Mr. Schoemperlen eliminates 85.8
percent of the storage tank at Water Plant #3 when even Staff’s witness Mr. Scott
finds that at least 50 percent of the 530,000 gallons of storage (or 265,000 gallons)
is used and useful.”® In yet another example, Mr. Schoemperlen removes 85.8 of
the booster station at Water plant #3 which was found to be entirely used and

useful by Mr. Scott.”’

WHAT’S ELSE IS WRONG WITH MR. SCHOEMPERLEN’S
APPROACH?

In his analysis Mr. Schoemperlen appears to have no accommodation of reserve
capacity necessary for customer growth. In other words, Mr. Schoemperlen
ignores the practicalities of planning, designing, constructing and operating a water

system which necessarily requires reserve capacity.

ANYTHING ELSE WRONG?

Assuming Mr. Schoemperlen’s approach is appropriate, which it is not, Mr.
Schoemperlen incorrectly assumed that the 2008 plant additions comprised the
entirety of the Phase IV and V costs. This assumption was incorrect. Land costs
from Phase I, II, and III were included in the plant additions for 2008. Further,
some of the Phase IV costs were recorded in 2007, Just as important, however, is

the fact that over 57 percent of the cost of Phase IV and V was funded with

% Remember, the Company has proposed storage capacity of 340,000 gallons by virtue of
removing the costs for the 190,000 gallon upsizing of the storage tank. Thus, the used and useful
storage capacity of the 340,000 gallons under Staff’s approach is approximately 78% (265,000 /
340,000). Mr. Schoemperlen’s approach would mean that only 14.2% of the storage capacity is
used and useful.

47

Mr. Scott does not recommend any disallowance for the booster station and pumping

equipment at Water Plant #3. See Direct Testimony of Marlin Scott Jr.
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A48.

Q48.

developer AIAC and Mr. Schoemperlen failed to account for this AIAC in his
proposed rate base adjustment. Based upon a full accounting of the costs and
AIAC funding as well as proper ratemaking treatment, Mr. Schoemperlen’s
proposed rate base adjustment should be no more than $741,257 — roughly half of
what he computed, assuming the correctness of his analytical approach, which the
Company does not.

Let me explain. The total of the Phase IV and V plant costs is $2,057,746.
Of this amount $1,178,810 was funded with developer advances (AIAC). Mr.
Schoemperlen’s proposed adjustment to the plant costs is 85.8 percent, so the plant
adjustment and AIAC adjustment would be $1,765,546 (82,057,746 times 85.8%)
and $1,011,419 (1,178,810 times 85.8%), respectively. The net rate base
adjustment is therefore $754,127 ($1,765,746 minus $1,011,419) and not
$1,490,663 as Mr. Schoemperlen proposes.

HAVE YOU PREPARED AN ACCOUNTING OF THE PHASE IV AND
PHASE V PLANT COSTS ALONG WITH THE ASSOCIATED AIAC?

Yes. Below is an accounting of the Phase IV and Phase V plant costs including
land for water Plant #3 taken from the Company’s work papers:

Phase Year Acct Description Cost AIAC % AIAC
v 2008 303 Land and Land Rights $ 165,000 0.00%
v 2008 304  Structure & improv. $ 171,506 0.00%
[\ 2008 330 Dist. Reserv. & Standpipe $ 470,080 0.00%
v 2007 330 Dist. Reserv. & Standpipe $ 72,350 0.00%
v 2008 331  Trans. and Dist. Mains $ 685,094 685,094 100.00%

v 2008 333 Services $ 143,352 143,352 100.00%

$
$
$
$
$

$

3

v 2008 335  Hydrants 43,205 $ 43,205 100.00%

\%) 2009 331 Trans. and Dist. Mains 174,756 $ 174,756 100.00%

A 2009 333  Services $ 97,051 100.00%

\Y 2009 335 Hydrants $
Total $

97,051
35,3562
2,057,746

35,352 100.00%
1,178,810  57.29%
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Q49. LET’S MOVE ON. PLEASE RESPOND TO MR. COLEY’S TESTIMONY

A49.

REGARDING A HOOK-UP FEE.

RUCO asserts that if the Company had a hook-up fee (“HUF”) in place the overall
increase in rates being proposed by the Company would have been mitigated.*®
While I do not necessarily disagree with Mr. Coley on this point, I do not believe a
HUF was, or is, appropriate. Let me explain.  Utility companies fund plant
investment through one of four forms of capitalization: 1) Investor Equity; 2)
Long-term Debt; 3) Advance-in-aid of Construction (“AIAC”); and, 4)
Contributions in aid of Construction (“CIAC”). HUF’s are a form of CIAC. AIAC
and CIAC are forms of zero cost capital and the plant investment funded by AIAC
and CIAC receives no recognition when computing the return (earnings)
component of the revenue requirement. In other words, there is no rate base
recognition of ATIAC and CIAC funded plant.

Utilities should strive to maintain a balance between all the sources of
capital. Imbalances can have detrimental effects on the long-term financial health
of the utility. Higher proportions of zero cost capital (CIAC and AIAC) in a
utility’s total capitalization do not come without risk. Rate base can become very
low and/or even negative over time. With a lower dollar return component in the
revenue requirement due to a smaller rate base, a utility has less of an earnings
cushion to internally fund needed capital improvements and/or cash flow higher
than expected operating expenses. Such events can require curtailed payment of
dividends to investors, thereby diminishing the utility’s ability to attract new

capital. CIAC funded plant receives no depreciation recovery in rates and

8 Coley Dt. at 24.
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therefore no cash flow. And, while AIAC funded plant does receive depreciation
recovery, the cash flow from depreciation is used to pay the refunds. Over time,
most ATAC reverts to, or becomes, CIAC.

In addition, zero cost capital plant eventually wears out and has to be
replaced. Utilities cannot always control the timing of when such replacement will
be required. Thus, a utility with a relative high proportion of zero cost capital may
have the benefit of being less costly to rate payers, but faces increased risks.
Ultimately, a balanced approach to capitalization of plant is required.

In this particular instance, the Company already has a high proportion of
zero cost capital in its total capitalization. If fact, the proportion of zero cost
capital in the Company’s total capitalization is about 43% (47% of net plant
investment). The publicly traded water utilities have on average less than about
23% of zero cost capital in their total capitalization” — nearly one half the
proportion in GWC’s capitalization. So, the proportion of zero cost capital in
GWC’s total capitalization is already high to begin with compared to the publicly
traded water utilities. In my experience, smaller water utilities tend to rely more
heavily on zero cost capital because of their lack of access to the capital markets to
their inability attract capital. However, this does not mean that their higher
reliance on zero cost capital is financially healthy.

Finally, HUF’s are designed to recover a only a portion of backbone plant
infrastructure costs such as wells, storage tanks, water treatment equipment, etc.
Typically, the proportion of the costs is that a HUF covers is about 30-40 percent.
The underlying reasons for this have been enumerated above. In my opinion, the

existence of a HUF, would have made only a small difference in the instant case.

* Based upon data from the 2010 10K’s for the Water Proxy Group.
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Q50.

PLEASE EXPLAIN.

A50. Assuming the Company had applied for and been authorized a HUF as early as the

Q51.

beginning of 2007, based upon the backbone infrastructure additions for 2007
through 2009 (about $900,000 excluding land) and a full build out capacity of
1,288 equivalent 5/8x3/4 inch metered customers, the HUF would likely have been

no more than $470 for an equivalent 5/8 inch metered customer.

HAVE YOU PREPARED A COMPUTATION OF THE $450 HUF BASED
UPON THE TYPICAL APPROACH TO DESIGNING A HUF?

AS51. Yes. Attached hereto as Rebuttal Exhibit TIB-RBS is a schedule showing the HUF

Q52.
A353.

Q54.

computation.

PLEASE CONTINUE.

By the end of the test year (2009), Goodman would have collected approximately
$64,390 in HUF’s (137 customers added from 2007 to 2009 x HUF of $470). The
impact on the revenue requirement would have been a total reduction of less than
$13,000 (HUF collections $64,390 x rate of return of 10.2% x tax factor of 1.6286
plus depreciation computed as $64,390 times 3.5 percent) which is less than 5
percent of the Company’s requested increase and about 1.5 percent of the

Company’s required revenue requirement.
HOW WOULD THE HUF IMPACT THE PROPORTION OF ZERO COST

CAPITAL IN TOTAL CAPITALIZATION FOR GOODMAN IN THE
FUTURE?
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AS54.

Q55.

It would increase the proportion of zero cost capital. When the Company grows to
full build out, it will have collected approximately $379,300 in HUF’s (1,291
equivalent 5/8 inch metered customers at full build out — 484 customers at the end
of 2006 x HUF of $470) adding another $379,300 to CIAC (zero cost capital). The
HUF additions to zero cost capital would undoubtedly result in an increase in the
proportion of zero cost capital in GWC’s total capitalization, which as I have
already testified would not be financially healthy. Of course, all this assumes that a

HUF would have been approved by this Commission in the first place.

DID THE COMPANY PREVIOUSLY APPLY FOR A HUF AT THE
DIRECTION OF THE COMMISSION?

A56. Yes. The Company applied for a HUF in 2007.° However, Staff did not

Qs7.

AS57.

recommend approval of the HUF.”' Part of the reason was the high proportion of
zero cost capital in Goodman’s total capitalization. The other reason is the
proposed project costs would not benefit the entire system. A copy of email
correspondence between the Company and Staff citing both of these as reasons is

attached hereto at Rebuttal Exhibit TIB-RB6.

DOES THE HIGHER PROPORTION OF ZERO COST CAPITAL IN
GWC’S TOTAL CAPITALIZATION RESULT IN A LOWER RATE
IMPACT COMPARED TO THE PUBLICLY TRADED UTILITIES?

Yes. By virtue of GWC’s reliance on a high proportion of zero cost capital to fund
plant, ultimately the impact on rate payers per $100 of plant investment recognized

in rate base is less than the publicly traded water utilities in the sample water utility

30 See Docket No. W-02500A-06-0281

SUId.
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Qs8.

AS8.

group (“Water Proxy Group”) used in my cost of capital analysis. I will discuss
this in more detail in my Rebuttal Cost of Capital Testimony. For now, the
analysis shows that the impact on the revenue requirement from recognized rate
base investment for my Water Proxy Group is $9.92 while that for GWC is $8.99 —
over 10 percent higher for the Water Proxy Group. This analysis shows that
GWC’s capitalization mix of AIAC, CIAC, equity and debt is more than
appropriate.

B. Accumulated Depreciation.

PLEASE EXPLAIN YOUR ADJUSTMENTS TO ACCUMULATED
DEPRECIATION.

Rebuttal B-2 adjustment 2, as summarized on Rebuttal Schedule B-2, page 2,
consists of three adjustments labeled as “A”, “B”, and “C” on Rebuttal Schedule B-
2, page 4.

Adjustment A reclassifies accumulated depreciation related to the plant
reclassification discussed earlier. As with the plant reclassification, the net
adjustment to accumulated depreciation is zero.

Adjustment B reduces accumulated depreciation by $4,015 which is the
accumulated depreciation related to the $72,350 upsizing of the Water Plant No. 3
storage tank discussed earlier.

Adjustment C increases accumulated depreciation by $6,533 which is a
correction to the accumulated depreciation balance in the Company’s initial filing.

The error was identified by RUCO.>

Q59. PLEASE COMMENT ON STAFF’S ADJUSTMENTS TO ACCUMULATED

32 See Direct Testimony of Timothy J. Coley (“Coley Dt.”) at X.
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AS9.

Q60.

A60.

Q61.

A6l.

DEPRECIATION.

Staff’s accumulated depreciation reflects Staff’s recommended plant adjustments.
Assuming Staff’s recommendations are adopted, the only disagreement I would
have at this time is that the adjustment to plant for the $14,600 shown in Mr. Scotts
Table E-1 was reflected in Staff’s A/D computation in 2008, but this plant was
placed into service in 2002. At the very least, the adjustment should be reflected in
2006, the year after the end of the last test year. In that regard, it should be noted
the $14,600 of plant (12 inch main from Edwin Road to the end of the line) was

found to be used and useful in the Company’s prior rate case.

PLEASE COMMENT ON RUCO’S ADJUSTMENTS TO ACCUMULATED
DEPRECIATION.

RUCO’s adjustment to A/D reflects RUCO recommended reduction to plant-in-
service. Like its recommendation to reduce plant-in-service based upon RUCO’s

excess capacity adjustment, RUCO’s adjustment to A/D is flawed.

DOES EITHER STAFF OR RUCO RECOMMEND THAT DEPRECIATION
BE DEFERRED ON THE PLANT THEY DEEM EXCESS CAPACITY?

No. If the Commission were to adopt the recommendation of either Staff or RUCO
for excess capacity, the Commission should authorize an accounting order relating

to deferred depreciation expense for future recovery.

C. Advances-in-aid of Construction (“AIAC”).

Q62. DOES THE COMPANY PROPOSE ANY ADJUSTMENTS TO ADVANCES-
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A62.

Qe63.

AG63.

Q64.

Ab64.

Q65.

A65.

IN-AID OF CONSTRUCTION?
No. None of the Company’s proposed adjustments to plant-in-service were funded

with advances-in-aid of construction.

HAS STAFF PROPOSED ANY ADJUSTMENTS TO ADVANCES-IN-AID
OF CONSTRUCTION?

No. However, as I testified earlier, the transmission and distribution mains Staff
seeks to eliminate from plant-in-service were funded with AIAC. Accordingly,
Staff’s recommendations are incomplete and will result in a mismatch between rate

base and revenues and expenses if not corrected.

D. Accumulated Deferred Income Taxes (“ADITs”).

HAS THE COMPANY PROPOSED A REBUTTAL ADJUSTMENT TO
DEFERRED INCOME TAXES?

Yes. In rebuttal B-2 adjustment 5, as shown on Schedule B-2, page 2, the
Company’s ADIT is decreased by $5,713 from $335,342 in its direct filing to
$129,629. The decrease reflects the Company’s rebuttal proposed changes to PIS,
accumulated depreciation, and AIAC. The details of the Company’s rebuttal

proposed ADIT adjustment is shown on Schedule B-2, page 7.

HAS STAFF PROPOSED ANY CHANGES TO THE COMPANY’S
PROPOSED ACCUMLATED DEFERRED INCOME TAXES?

No. However, since Staff has recommended changes to the Company’s PIS
balance, Staff should have made appropriate changes to accumulated deferred

income taxes (“ADIT”). I have computed the ADIT balance based on the Staff
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Q66.

A66.

Q67.

A67.

Q68.
A68.

recommendations and Staff’s ADIT balance should be reduced by approximately

$47,349 to $87,994 from $135,342.

HAVE YOU PREPARED AN ACCUMULATED DEFERRED INCOME
TAX COMPUTATION REFLECTING STAFF’S PROPOSED
DISALLOWANCES TO PLANT_IN_SERVICE?

Yes. Please see the computation of Staff’s ADIT balance attached hereto at
Rebuttal Exhibit TJB-RB7.

PLEASE COMMENT ON RUCO’S PROPOSED ACCUMMULATED
DEFERRED INCOME TAX BALANCE.

RUCO has attempted to compute an ADIT balance based wupon its
recommendations. However, RUCO’s tax basis of plant and ATAC balance used in

RUCO’s computation of ADIT are incorrect.

PLEASE EXPLAIN.

With respect to the tax basis of plant in RUCO’s computation, RUCO has adjusted
the book plant-in-service balance but has not made corresponding adjustments to
the tax basis of plant. This creates a mismatch between book and tax. RUCO uses
the Company’s proposed tax basis of plant from the Company’s initial filing of
$2,268,902.>° The correct tax basis of plant based on RUCO’s recommendations is
$1,165,726. Based on the correct balance for the tax basis of plant, the fixed asset
component of RUCO’s computation should not be an asset of $130,449°, but a
liability of $209,521.

33 See RUCO Schedule TIC-7.

S 1d
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IV.

Q69.

A69.

With respect to the AIAC balance, RUCO uses the Company’s unadjusted
balance of $2,101,905 in the AIAC component computation. RUCO’s adjusted
balance of AIAC per its recommendations is $1,195,540%, not $2,101,905. The
result of this error is to overstate the computed asset component.

I have computed the ADIT balance based on the RUCO recommendations
and RUCO’s ADIT balance should be a net ADIT liability of $99,053 and not a net
ADIT asset of $324,952. Please see the computation of RUCO’s ADIT balance
attached hereto at Rebuttal Exhibit TJB-RB8S.

INCOME STATEMENT

WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED
REBUTTAL ADJUSTMENTS TO REVENUES AND EXPENSES AND
IDENTIFY ANY ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF
AND/OR RUCO?

The Company’s proposed rebuttal adjustments 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 and amortization expense.
Depreciation and amortization expense is higher due to the impacts of the
Company’s proposed rebuttal adjustments to plant-in-service.

Rebuttal adjustment number 2 adjusts property tax expense to reflect the
rebuttal adjusted revenues.

Rebuttal adjustment number 3 increases annual rate case expense. The

Company is proposing total rate case expense of $160,000 amortized over 4 years.

SSId
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Q70.

A70.

Q71.
A7l

Q72.

Compare this to the $80,000 amortized over 4 years the Company proposed in its

initial filing.

WHY IS THE COMPANY PROPOSING A SUBSTANTIAL INCREASE TO
RATE CASE EXPENSE?

Because there have been significant changes to the anticipated level of activity in
this rate case. First, RUCO has intervened in this case which was not anticipated.
In my experience, RUCO typically does not get involved in Class C and smaller
company rate cases. Whatever the reason RUCO chose to intervene in the instant
case RUCO’s intervention has and will cause a significant increase in costs.
Second, there are major differences between the parties with respect to rate base
and revenue requirement at this stage of the proceeding that are unlikely to be

resolved by hearing.

WHAT IS THE COST OF THE RATE CASE THIS FAR?

Not including the preparation of the Company’s rebuttal testimony, schedules and
exhibits, the Company has incurred more than $84,000 of rate case expense
through the end of March 2010. This amount does not include the preparation of
the Company’s rebuttal filing. We still have two more rounds of testimony
(rebuttal and surrebuttal), a hearing, post hearing briefing, and an Open Meeting.
As a consequence, the Company believes total rate case expense could approach
$200,000, but it is requesting recognition of only $160,000 in order to mitigate the

magnitude of the rate increase.

WHAT DO STAFF AND RUCO PROPOSE FOR RATE CASE EXPENSE?
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AT2

Q73.

AT3.

Q74.

A74.

. At this stage, both Staff and RUCO have adopted the Company’s initial request of

$80,000 normalized over 4 years or $20,000 for the test year.

PLEASE CONTINUE WITH YOUR DISCUSSION OF THE COMPANY’S
REVENUE AND EXPENSE ADJUSTMENTS.
Rebuttal adjustment 4 revises the Company initial revenue annualization proposal.

The revision is based upon a revised bill count.

PLEASE EXPLAIN THE REASONS FOR THE CHANGE IN THE BILL
COUNT.
Since its initial filing, the Company discovered deficiencies in its original bill
count. There are two primary reasons for the deficiencies. First, the original bill
count information did not contain bill counts for zero usage. This deficiency
understated the bill counts. Second, the original bill count information did not
account for pro-rated bills. Pro-rated bills are those where the billed party at a
location changed during the month. The original bill count counted a billed party
change at a location in a month as 2 bills rather than 1. For example, DR Horton
may have been the billed party at a location until the home was sold and transferred
to the new home owner. Technically, there were two bills during the month.
However, the bill count should only reflect the equivalent of 1 bill otherwise the
bill count will reflect two full monthly minimums. This deficiency overstated the
bill counts.

The aforementioned deficiencies have an impact on the Company’s revenue
annualization because the revenue annualization computes annual revenues based

upon the year-end customer count. Some of the year-end customer costs were too
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Q75.

A7S.

Q76.

A76.

Q77.

ATT.

Q78.

ATS.

low and as a result the computed annual revenues were understated. In addition to
the correcting these deficiencies, some of the annualization computations were

incorrect. These computational errors have been corrected.

WHAT IS THE CHANGE IN THE COMPANY’S REVENUE
ANNUALIZATION PROPOSAL?
The Company is now proposing a revenue annualization of $14,349 compared to

its initial recommendation of $(7,359).%

HAVE YOU PROVIDED STAFF AND RUCO WITH THE REVISED BILL
COUNT?

Yes. A copy of the revised by count was provided in response to RUCO Data
Request 3.01.

WHAT ARE STAFF’S AND RUCQO’S RECOMMENDATIONS WITH
RESPECT TO THE COMPANY’S INITIAL REVENUE
ANNUALIZATION?

Both Staff and RUCO have eliminated the Company’s revenue annualization
proposal.’’ Staff and/or RUCO may revise their recommendations in the future so

I will not further address either party’s direct testimony on this subject at this time.

PLEASE CONTINUE WITH YOUR DISCUSSION OF THE COMPANY’S
PROPOSED REVENUE AND EXPENSE ADJUSTMENTS.

Rebuttal adjustment 5 increases water testing expense by $1,568 to the level

>¢ See Rebuttal Schedule C-2, page 5.
> Coley Dt. at 33; McMurry Dt. at 15,
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Q79.

AT9.

Q80.

AR0.

recommended by Staff.*®

Rebuttal adjustment 6 adjusts purchased power based on the Company’s
revised revenue annualization.

Rebuttal adjustment 7 synchronizes interest expense with the Company’s
rebuttal proposed rate base.

Rebuttal Adjustment 8 computes income taxes based upon the Company

proposed rebuttal revenue and expense.

HAVE YOU CHANGED YOUR APPROACH TO COMPUTING THE TEST
YEAR ADJUSTED INCOME TAXES?

Yes. I have adopted Staff’s method of computing the adjusted test year income
taxes and computation of the gross-up factor primarily to eliminate issues of
comparability of the test year level of adjusted operating expenses and adjusted

operating income.

A. Remaining Revenue and Expense Issues.

PLEASE COMMENT ON RUCO’S PROPOSAL TO REDUCE SALARIES
AND WAGES.

RUCO proposes to reduce salaries and wages by $4,986 from $40,000 to $35,014
based upon wages and salaries authorized in the Company’s prior case, as adjusted
for inflation during the period September 30, 2005 to June 30, 2010.° Mr. Coley’s
analysis is flawed for several reasons. First, Mr. Sears’ salary is a fraction of the

salary commanded by top water utility executives such as him, who earn on

8 McMurry Dt. at 15.
% Coley Dt. at 34.
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Q81.

AR2.

average over $118,000 to $153,000 annually.®® Accordingly, the Company’s
proposed $40,000 annual salary is very reasonable. If GWC were to hire someone
other than Mr. Sears to perform the same duties as Mr. Sears, the annual
compensation required would be much higher. In my opinion, the value of Mr.
Sears’s services to GWC is no less than $40,000 annually and rate payers are
getting a bargain.

Second, new rates will be in effect sometime in the later part of 2010
through the Company’s next rate case which may be 3 to 4 years from now, say
2013 or 2014. Yet, Mr. Coley does not allow for inflation beyond June 2010. We
are now well into 2011 and rates will not be set until the latter part of this year. I
find it difficult to understand Mr. Coley’s statement that his recommendation
sustains the same buying power of Mr. Sears.’' Further, Mr. Sears did not receive
annual pay increases even though as the Company grew he was spending more
time on Company business. As Mr. Shiner notes in his Rebuttal Testimony, Mr.
Sears’ responsibilities and time devoted to Company matters increased between

2005 and 2009.

DOES THE FACT THAT MR. SEARS IS A SHAREHOLDER IN THE
COMPANY HAVE ANY BEARING ON THE PROPOSED $40,000 OF
COMPENSATION?

62 Mr. Sears’s compensation reflects the

No. But, Mr. Coley seems to think so.
value of the services he provides to the Company. Mr. Coley appears to suggest

that the dividend payment made to shareholders (Mr. Sears and Mr. Shiner) in

80 Water Utility Compensation Survey 2009, American Water Works Association, page 19.

5 Coley Dt. at 34.
62 Coley Dt. at 36.
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Q83.

AS83.

2009 should be treated as compensation for services. This view is incorrect.
Investors are compensated for the risks of their investments. If Mr. Sears were not
an employee he would still have the opportunity to receive a dividend as an
investor. Further, the dividend paid in 2009 amounts to a one year yield dividend
yield of far less than the annual dividend yield of the publicly traded water utilities.
If, for example, we assume GWC had the same market-to-book ratio of the
publicly traded water companies the dividend yield would be equivalent to 2.2%.
The publicly traded utilities currently pay a dividend yield of 3.3% and have an
expected dividend yield of over 3.5%.% But, the 2009 dividend payment reflects
only part of the investment history of Mr. Sears and Mr. Shiner. More
specifically, GWC has not previously paid a dividend and may not be able to pay
dividends in the future. Averaged over the 9 years (since 2001), the average
dividend equates to $9,000 per year. In present value terms using a discount rate of
10% the 2009 $90,000 dividend payment is equivalent to about $58,000. Putting
aside the question of what is adequate compensation for Mr. Sears for his services,
in my opinion he and Mr. Shiner are not being adequately compensated for their

investment in GWC.

PLEASE COMMENT ON RUCO’S PROPOSAL TO REDUCE OUTSIDE
SERVICES.

RUCO proposes to reduce the contractual services costs of Mr. Shiner by $2,493
from $20,000 to $17,507 based upon Mr. Shiner original $16,000 fee adjusted for
inflation during the period September 30, 2005 to June 30, 2010.°* RUCO’s

proposal suffers from the same flaws as RUCO’s proposal to reduce salaries and

83 See Rebuttal Schedule D-4.8,
% Coley Dt. at 34.
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wages for Mr. Sears. Moreover, as Mr. Shiner’s Rebuttal Testimony indicates, his
responsibilities and time devoted to the Company also increased between 2005 and
2009. The Company proposed annual fees for Mr. Shiner of $20,000 is more than

reasonable and should be adopted.

V. RATE DESIGN
Q84. WHAT ARE THE COMPANY’S REBUTTAL PROPOSED RATES?

A84. The rebuttal proposed rates are listed below.

All Classes
Meter Monthly Gallons included
Size Minimum in Monthly Minimum
5/8 $ 52.20 0
3/4 $ 78.30 0
1 $ 130.50 0
11/2 $ 261.01 0
2 $ 417.61 0
3 § 835.22 0
4 $1,305.04 0
6 $2,610.07 0
The commodity charges and tiers by meter size are:
Residential, Commercial and Irrigation Class
Meter Charge
Size Tier (gallons per 1,000 gallons
5/8x3/4 Residential 1 to 4,000 $ 6.28
4,001 to 10,000 $11.27
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3/4 Residential

1 Residential

5/8x3/4 and 3/4

Commercial, Irrigation

1 Commercial, Irrigation

1 2 Res., Com., Irr.

2 Res., Com., Irr.

3 Res., Com., Irr.

4 Res., Com., Irr.

6 Res., Com., Irr.

Standpipe (Construction)

All Meter Sizes

Over 10,000

1 to 6,000

6,001 to 9,000
Over 9,000

1 to 10,000
10,001 to 25,000
Over 25,000

1 to 10,000
Over 10,000
1 to 25,000
Over 25,000
1 to 50,000
Over 50,000
1 to 80,000
Over 80,000
1 to 160,000
Over 160,000
1 to 250,000
Over 250,000
1 to 500,000
Over 500,000

All gallons

40

$13.41
$ 6.28
$11.27
$13.41
$ 6.30
$11.27
$13.41

$11.27
$13.41
$11.27
$13.41
$11.27
$13.41
$11.27
$13.41
$11.27
$13.41
$11.27
$13.41
$11.27
$13.41

$13.41
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Q85. WHAT IS THE IMPACT OF THE COMPANY’S REBUTTAL PROPOSED
RATES ON AN AVERAGE 5/8x3/4 INCH METERED RESIDENTIAL
CUSTOMER?

A85. The present monthly bill for a 5/8x3/4 inch metered residential customer using an
average of 5,520 gallons is $66.98. The proposed monthly bill for a 5/8x3/4 inch
metered residential customer using an average of 5,520 gallons would be $94.46,

an increase of $27.47 or 41.01 percent compared to the present rates.
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Q86.

Ag6.

Q87.
A87.

WHAT IS THE IMPACT OF THE COMPANY’S REBUTTAL PROPOSED
RATES ON AN AVERAGE 3/4 INCH METERED RESIDENTIAL
CUSTOMER?

The present monthly bill for a 3/4 inch metered residential customer using an
average of 6,028 gallons is $91.08. The proposed monthly bill for a 5/8 inch
metered residential customer using an average of 6,028 gallons would be $126.28,

an increase of $35.19 or 38.64 percent compared to the present rates.

PLEASE COMMENT ON THE STAFF PROPOSED RATE DESIGN.

Like the Company, Staff is proposing an inverted three tier design for the smaller
metered residential customers (5/8 inch and % inch) and an inverted two tier design
for the small commercial metered customers (5/8 inch and % inch), as well as 1
inch and larger metered customers (all classes), with the exception of 1 inch
residential and construction water. The break-over points are the same for both
Staff and the Company. In terms of revenue recovery from the monthly
minimums, the Staff rate design is similar to the Company’s, although the
Company shifts more revenue recovery to the commodity rates than does Staff’s.
Under the Staff rate design approximately 56.8% of revenues are recovered from
the monthly minimums whereas under the Company proposed rate design
approximately 53.3% of revenues are recovered from the monthly minimums. In
terms of revenue recovery from the month minimum and the first tier commodity
rates, Staff’s rate design recovers approximately 75% from the monthly minimum
and first tier commodity rate while the Company’s rate design recovers

approximately 73.9%.
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PLEASE COMMENT ON THE RUCO PROPOSED RATE DESIGN.

Like the Company, RUCO is proposing an inverted three tier design for the smaller
metered residential customers (5/8 inch and % inch) and an inverted two tier design
for the small commercial metered customers (5/8 inch and % inch), as well as 1
inch and larger metered customers (all classes), with the exception of 1 inch
residential and construction water. The break-over points are the same for both
RUCO and the Company. In terms of revenue recovery from the monthly
minimums, the RUCO rate design is similar to the Company’s although the
Company shifts more revenue recovery to the commodity rates than does RUCO’s.
Under the RUCO rate design approximately 56% of revenues are recovered from
the monthly minimums, whereas under the Company proposed rate design
approximately 53.3% of revenues are recovered from the monthly minimums. In
terms of revenue recovery from the month minimum and the first tier commodity
rates, RUCO’s rate design recovers approximately 77.5% from the monthly
minimum and first tier commodity rate while the Company’s rate design recovers

approximately 73.9%.

HAVE YOU PREPARED SCHEDULES SHOWING THE REVENUE
RECOVERY FROM THE MONTHLY MINIMUMS AND THE
COMMODITY RATES UNDETR THE COMPANY’S, STAFF’S, AND
RUCO’S PROPOSED RATE DESIGNS?

Yes. Attached hereto at Rebuttal Exhibit TIB-RB9 are schedules showing the
revenues recovered from the monthly minimums and commodity rates for all of the

parties rate designs.
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IS THERE ANY DISAGREEMENT BETWEEN THE STAFF AND THE
COMPANY REGARDING SERVICE LINE AND METER INSTALLATION
CHARGES?

No.

IS THERE ANY DISAGREEMENT BETWEEN THE STAFF AND THE
COMPANY REGARDING MISCELLANEOUS CHARGES?

No. The Company has agrees with Staff to eliminate the turn on/off charge®, the
Company agrees with Staff’s proposal to eliminate the after-hours service charges
for establishment and reconnection but increase the after-hours charge for all
services to $50 which would apply to both the establishment fee and the

reconnection fee.%

IS IT PROPER TO SET RATES AT LEVELS SIMILAR TO OTHER
WATER SYSTEMS IN THE SURROUNDING AREA AND/OR IN THE
STATE OF ARIZONA?

No. Rates are, and must be, established using proper ratemaking cost of service
principles which necessarily involves an analysis of the costs required to serve each
utility’s customers. Each system has its own unique characteristics and underlying
facts and circumstances which have an impact on the cost of service. GWC’s
water system, for example, is constructed on a topography that is has appreciable
elevation changes in its territory which typically means higher construction costs.
GWC’s system is also a relatively new system and construction costs for newer

systems are generally higher. Further, GWC is relatively small compared to many

6 McMurry Dt. at 25.
5 McMurry Dt. at 26-27.

44




O 00 1 N B W

[ T NS T NG T N R N I S T T T T o T e S ]
B W N =S O 0 NN N R WD = O

25
26

LAWRENCE V.
ROBERTSON, JR.
ATTORNEY AT Law

P.0, Box 1448

TUBAC, ARIZONA 85646

(520)-398-0411

Q93.

A93.

systems and has not yet achieved economies of scale like many larger systems.

ON PAGE 10 OF HIS TESTIMONY, MR. WAWRZYNIAK COMPARES
GWC’S PROPOSED RATES WITH RATES OF WATER SYSTEMS IN
THE SURROUNDING AREA. PLEASE COMMENT.

Keeping in mind that each one of the systems Mr. Wawrzyniak cites has its own
unique set of facts and circumstances surrounding its operations, financing, and
plant requirements, let’s briefly take a look at a these utilities. Lago Del Oro Water
Company (“Lago Del Oro™) is a much older and much larger system with over
6,400 customers. We do not know the nature of the plant and equipment required
to serve its customers, but this utility has not filed a rate case in at least 15+ years
and it would be reasonable to question whether Lago Del Oro’s current rates reflect
the current cost of service to its customers.

Ridgeview Utility Company (“Ridgeview”) has not yet filed its first rate
case so its current rates are still based upon the rates set in its initial CC&N
application and decision. Initial rates are based upon projections which inevitably
turn out to be different from actual experience. Again, it would be reasonable to
question whether Ridgeview’s current rates reflect the current cost of service to its
customers.

Arizona Water Company (“Arizona Water”) is one of the largest water
utilities in Arizona with over 60,000 customers. I am not sure what rates are being
shown for Arizona Water as it has numerous divisions across the State and possibly
in the surrounding area.

Los Cerros Water Company (“Los Cerros”) is an older system and its last

rate case was in 1997. Like both Lago Del Oro and Ridgeview, its current rates
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may not reflect its current cost of service.

Oro Valley Water Company (“Oro Valley”) is owned and operated by the
Town of Oro Valley. It is an older system and the result of the Town’s acquisition
of two pre-existing systems in 1995. It is also a fairly large system. But, just as
important, Oro Valley is not subject to income taxes or property taxes which
happened to be fairly significant components of the cost of service for private for-

profit systems.

PLEASE COMMENT ON MR. SCHOEMPLERLEN’S TESTIMONY
REGARDING THE COST OF SERVICE.
As stated in the AWWA M-1 Manual (“M-1 Manual™):

In providing adequate water service to its customers, every
water utility must receive sufficient total revenue to ensure
the proper operation and maintenance (O&M), development
and perpetuation of the system, and maintenance of the
utility’s financial integrity.®

As discussed throughout my testimony as well as in the Rebuttal Testimony of Mr,
Taylor and Mr. Shiner, the system has been prudently constructed and financed,
and has and is prudently managed. The revenue requirement (or cost of service)
requested in the instant case meets the requirements set forth in the M-1 Manual.
All utilities have some level of reserve capacity to meet customer growth and must
plan and operate the utility for long-term success. That long-term success
ultimately benefits utility rate payers by their access to safe, reliable, and adequate

service for the long-term. Not recognizing prudent investment and the full cost of

7 AWWA M-1 Manual at 1.

46




O© 0 1 N s WD e

NN NN N /o e e e e e e e
AW N = O 0O N N s W= O

25
26

LAWRENCE V.
ROBERTSON, JR.
ATTORNEY AT LAW

P.0. Box 1448

TUBAC, ARIZONA 85646

(520)-398-0411

Q92.
A92.

service in rates will not only place utilities in jeopardy but their rate payers as well.

DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY?
Yes. Although my silence on any issue not discussed herein does not necessarily
constitute agreement with Staff, RUCO, Mr. Wawrzyniak or Mr. Schoemperlen as

to matters or arguments [ have not addressed.
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Guidelines for Cost Allocations and Affiliate Transactions:

The following Guidelines for Cost Allocations and Affiliate Transactions (Guidelines) are intended
to provide guidance to jurisdictional regulatory authorities and regulated utilities and their affiliates
in the development of procedures and recording of transactions for services and products
between a regulated entity and affiliates. The prevailing premise of these Guidelines is that
allocation methods should not result in subsidization of non-regulated services or products by
regulated entities unless authorized by the jurisdictional regulatory authority. These Guidelines
are not intended to be rules or regulations prescribing how cost allocations and affiliate
transactions are to be handled. They are intended to provide a framework for regulated entities
and regulatory authorities in the development of their own policies and procedures for cost
allocations and affiliated transactions. Variation in regulatory environment may justify different
cost allocation methods than those embodied in the Guidelines.

The Guidelines acknowledge and reference the use of several different practices and
methods. It is intended that there be latitude in the application of these guidelines, subject to
regulatory oversight. The implementation and compliance with these cost allocations and affiliate
transaction guidelines, by regulated utilities under the authority of jurisdictional regulatory
commissions, is subject to Federal and state law. Each state or Federal regulatory commission
may have unique situations and circumstances that govern affiliate transactions, cost allocations,
and/or service or product pricing standards. For example, The Public Utility Holding Company Act
of 1935 requires registered holding company systems to price "at cost" the sale of goods and
services and the undertaking of construction contracts between affiliate companies.

The Guidelines were developed by the NARUC Staff Subcommittee on Accounts in
compliance with the Resolution passed on March 3, 1998 entitled "Resolution Regarding Cost
Allocation for the Energy Industry” which directed the Staff Subcommittee on Accounts together
with the Staff Subcommittees on Strategic Issues and Gas to prepare for NARUC's consideration,
"Guidelines for Energy Cost Allocations." In addition, input was requested from other industry
parties. Various levels of input were obtained in the development of the Guidelines from the
Edison Electric Institute, American Gas Association, Securities and Exchange Commission, the
Federal Energy Regulatory Commission, Rural Utilities Service and the National Rural Electric
Cooperatives Association as well as staff of various state public utility commissions.

In some instances, non-structural safeguards as contained in these guidelines may not be
sufficient to prevent market power problems in strategic markets such as the generation market.
Problems arise when a firm has the ability to raise prices above market for a sustained period
and/or impede output of a product or service. Such concerns have led some states to develop
codes of conduct to govern relationships between the regulated utility and its non-regulated
affiliates. Consideration should be given to any "unique" advantages an incumbent utility would
have over competitors in an emerging market such as the retail energy market. A code of conduct
should be used in conjunction with guidelines on cost allocations and affiliate transactions.

A. DEFINITIONS
1. Affiliates - companies that are related to each other due to common ownership or control.

2. Attestation Engagement - one in which a certified public accountant who is in the practice of
public accounting is contracted to issue a written communication that expresses a conclusion
about the reliability of a written assertion that is the responsibility of another party.



3. Cost Allocation Manual (CAM) - an indexed compilation and documentation of a company's
cost allocation policies and related procedures.

4. Cost Allocations - the methods or ratios used to apportion costs. A cost allocator can be based
on the origin of costs, as in the case of cost drivers; cost-causative linkage of an indirect nature;
or one or more overall factors (also known as general allocators).

5. Common Costs - costs associated with services or products that are of joint benefit between
regulated and non-regulated business units.

6. Cost Driver - a measurable event or quantity which influences the level of costs incurred and
which can be directly traced to the origin of the costs themselves.

7. Direct Costs - costs which can be specifically identified with a particular service or product.

8. Fully Allocated costs - the sum of the direct costs plus an appropriate share of indirect costs.

9. Incremental pricing - pricing services or products on a basis of only the additional costs added
by their operations while one or more pre-existing services or products support the fixed costs.

10. Indirect Costs - costs that cannot be identified with a particular service or product. This
includes but not limited to overhead costs, administrative and general, and taxes.

11. Non-regulated - that which is not subject to regulation by regulatory authorities.

12. Prevailing Market Pricing - a generally accepted market value that can be substantiated by
clearly comparable transactions, auction or appraisal.

13. Regulated - that which is subject to regulation by regulatory authorities.

14. Subsidization - the recovery of costs from one class of customers or business unit that are
attributable to another.

B. COST ALLOCATION PRINCIPLES

The following allocation principles should be used whenever products or services are
provided between a regulated utility and its non-regulated affiliate or division.

1. To the maximum extent practicable, in consideration of administrative costs, costs should be
collected and classified on a direct basis for each asset, service or product provided.

2. The general method for charging indirect costs should be on a fully allocated cost basis. Under
appropriate circumstances, regulatory authorities may consider incremental cost, prevailing
market pricing or other methods for allocating costs and pricing transactions among affiliates.

3. To the extent possible, all direct and allocated costs between regulated and non-regulated
services and products should be traceable on the books of the applicable regulated utility to the
applicable Uniform System of Accounts. Documentation should be made available to the
appropriate regulatory authority upon request regarding transactions between the regulated utility
and its affiliates.

4. The allocation methods should apply to the regulated entity's affiliates in order to prevent



subsidization from, and ensure equitable cost sharing among the regulated entity and its affiliates,

and vice versa.

5. All costs should be classified to services or products which, by their very nature, are either
regulated, non-regulated, or common to both.

6. The primary cost driver of common costs, or a relevant proxy in the absence of a primary cost
driver, shouid be identified and used to allocate the cost between regulated and non-regulated
services or products.

7. The indirect costs of each business unit, including the allocated costs of shared services,
should be spread to the services or products to which they relate using relevant cost allocators.

C. COST ALLOCATION MANUAL (NOT TARIFFED)

Each entity that provides both regulated and non-regulated services or products should
maintain a cost allocation manual (CAM) or its equivalent and notify the jurisdictional regulatory
authorities of the CAM'’s existence. The determination of what, if any, information should be held
confidential should be based on the statutes and rules of the regulatory agency that requires the
information. Any entity required to provide notification of a CAM(s) should make arrangements as
necessary and appropriate to ensure competitively sensitive information derived therefrom be
kept confidential by the regulator. At a minimum, the CAM should contain the following:

1. An organization chart of the holding company, depicting all affiliates, and regulated entities.

2. A description of all assets, services and products provided to and from the regulated entity and
each of its affiliates.

3. A description of all assets, services and products provided by the regulated entity to non-
affiliates.

4. A description of the cost allocators and methods used by the regulated entity and the cost
allocators and methods used by its affiliates related to the regulated services and products
provided to the regulated entity.

D. AFFILIATE TRANSACTIONS (NOT TARIFFED)

The affiliate transactions pricing guidelines are based on two assumptions. First, affiliate

transactions raise the concern of self-dealing where market forces do not necessarily drive prices.

Second, utilities have a natural business incentive to shift costs from non-regulated competitive
operations to regulated monopoly operations since recovery is more certain with captive
ratepayers. Too much flexibility will lead to subsidization. However, if the affiliate transaction
pricing guidelines are too rigid, economic transactions may be discouraged.

The objective of the affiliate transactions' guidelines is to lessen the possibility of
subsidization in order to protect monopoly ratepayers and to help establish and preserve
competition in the electric generation and the electric and gas supply markets. It provides ample
flexibility to accommodate exceptions where the outcome is in the best interest of the utility, its
ratepayers and competition. As with any transactions, the burden of proof for any exception from



the general rule rests with the proponent of the exception.

1. Generally, the price for services, products and the use of assets provided by a regulated entity
to its non-regulated affiliates should be at the higher of fully allocated costs or prevailing market
prices. Under appropriate circumstances, prices could be based on incremental cost, or other
pricing mechanisms as determined by the regulator.

2. Generally, the price for services, products and the use of assets provided by a non-regulated
affiliate to a regulated affiliate should be at the lower of fully allocated cost or prevailing market
prices. Under appropriate circumstances, prices could be based on incremental cost, or other
pricing mechanisms as determined by the regulator.

3. Generally, transfer of a capital asset from the utility to its non-regulated affiliate should be at
the greater of prevailing market price or net book value, except as otherwise required by law or
regulation. Generally, transfer of assets from an affiliate to the utility should be at the lower of
prevailing market price or net book value, except as otherwise required by law or regulation. To
determine prevailing market value, an appraisal should be required at certain value thresholds as
determined by regulators.

4. Entities should maintain all information underlying affiliate transactions with the affiliated utility
for a minimum of three years, or as required by law or regulation.

E. AUDIT REQUIREMENTS

1. An audit trail should exist with respect to all transactions between the regulated entity and its
affiliates that relate to regulated services and products. The regulator should have complete
access to all affiliate records necessary to ensure that cost allocations and affiliate transactions
are conducted in accordance with the guidelines. Regulators should have complete access to
affiliate records, consistent with state statutes, to ensure that the regulator has access to all
relevant information necessary to evaluate whether subsidization exists. The auditors, not the
audited utilities, should determine what information is relevant for a particular audit objective.
Limitations on access would compromise the audit process and impair audit independence.

2. Each regulated entity's cost allocation documentation should be made available to the
company's internal auditors for periodic review of the allocation policy and process and to any
jurisdictional regulatory authority when appropriate and upon request.

3. Any jurisdictional regulatory authority may request an independent attestation engagement of
the CAM. The cost of any independent attestation engagement associated with the CAM, should
be shared between regulated and non-regulated operations consistent with the allocation of
similar common costs.

4. Any audit of the CAM should not otherwise limit or restrict the authority of state regulatory
authorities to have access to the books and records of and audit the operations of jurisdictional
utilities.

5. Any entity required to provide access to its books and records should make arrangements as
necessary and appropriate to ensure that competitively sensitive information derived therefrom be
kept confidential by the regulator.

F. REPORTING REQUIREMENTS

1. The regulated entity should report annually the dollar amount of non-tariffed transactions



associated with the provision of each service or product and the use or sale of each asset for the
following:

a. Those provided to each non-regulated affiliate.
b. Those received from each non-regulated affiliate.
c. Those provided to non-affiliated entities.

2. Any additional information needed to assure compliance with these Guidelines, such as cost of
service data necessary to evaluate subsidization issues, should be provided.
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STAFF’S RESPONSES TO GOODMAN WATER COMPANY’S
FIRST SET OF DATA REQUESTS TO

ARIZONA CORPORATION COMMISSION UTILITY DIVISION STAFF

DOCKET NO. W-02500A-10-0382
April 25, 2011

GWC-1.1

GWC-1.2

Excess Capacity Adjustment, Transmission and Distribution Mains — Please
explain why Staff did not make a corresponding adjustment to advances-in-aid of

construction (“AIAC”) for its “excess capacity” adjustments to account 331 —
Transmission and Distribution Mains.

RESPONSE:

The question misstates Staff’s testimony. Staff adjusted transmission and
distribution mains to remove plant that was deemed not used or useful, not due to
excess capacity. Staff made no adjustment to AIAC because it made no
association between AIAC and the disallowed plant.

RESPONDENT: Gary T. McMurry, Public Utilities Analyst I'V

Advances-in-aid of Construction (“AIAC™) — If the transmission and distribution

mains, identified as being “excess capacity” by Staff and removed from plant-in-
service, had been funded through one or more refundable line extension
agreement(s), would it be appropriate to make a corresponding adjustment to
AIAC? Ifnot, why not?

RESPONSE:

Legitimate ratemaking reasons exist for AIAC to either follow or not follow the
rate base treatment of the plant that it funded. In this case, if Staff were presented
with sufficient support showing that AIAC funded all or a portion of the
transmission and distribution mains disallowed as not used and useful, Staff
would not oppose excluding an appropriately calculated portion of AIAC from the
calculation of rate base. An appropriate calculation would recognize the
proportions of AIAC, contributions-in-aid-of-construction and investor-provided
capital used to fund the plant and the ratio of disallowed plant to plant cost for
each disallowed plant component.

RESPONDENT:  Gary T. McMurry, Public Utilities Analyst IV
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Goodman Water Company
Docket No. W-02500A-10-0382

THOMAS J. BOURASSA
REBUTTAL TESTIMONY
(RATE BASE, INCOME STATEMENT,
RATE DESIGN)

May 2, 2011

EXHIBIT TJB-RB4



GWC -1.9

INTERVENOR WAWRZYNIAK/SCHOEMPERLEN
FIRST SET OF DATA REQUESTS
(DOCKET NO. W-02500A-10-0382)

RUCO’S RESPONSES TO

‘Excess Capacity” — Please provide a cost estimate of the cost of the
Company’s system had Goodman Water Company constructed its system
to provide for a 10%-20% margin of reserve at the end of each year.

Response: Timothy J. Coley

RUCO did not perform such a cost estimate analysis to account for a 10 to
20 percent margin of reserve at the end of each year. However, as a
Company reaches build-out, the margin of reserve should be enough to
meet peak demand and fire flow requirements demanded.



GWC -1.10

RUCO’'S RESPONSES TO
INTERVENOR WAWRZYNIAK/SCHOEMPERLEN
FIRST SET OF DATA REQUESTS
(DOCKET NO. W-02500A-10-0382)

‘Excess Capacity” — Please provide authoritative written reference(s) to
support Mr. Coley’s statement that “regulatory bodies usually require
water and sewer companies and producers [of] transmission facilities to
maintain a constant reserve of 10-20% of normal capacity as insurance
against breakdowns in part of the system or sudden increases in
demand”. Where possible, please provide specific citations to regulatory
decisions, treatises, articles, etc.

Response: Timothy J. Coley

RUCO has no authoritative written reference(s), and not speaking as an
engineer (See RUCO’s response in GWC 1.24), it is my general
experience that all utilities are required to have a varying level of reserve
margin that exceeds the peak usage. For example, wastewater utilities
are required to file for permitting additional capacity when 80 percent of
the plant's total capacity has been reached. The electric utilities are
required to have reserve margins over peak usage, which vary from state
to state. Also, please see the attached documentation. The same holds
for water utilities (i.e. fire flow) and the need to have capacity to serve
existing and some level of future customer growth.
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RESPONSE TO GWC 1.10



reserve margin, reserve capacity

Show

Energy
Dictionary

reserve margin, reserve capacity

Page 1 ot |

A measure of available capacity over and above the capacity needed to meet normal peak demand
levels. Reserve margin and reserve capacity are synonymous. For a producer of energy, it refers to

the capacity of a producer to generate more energy than the system normally requires. For a

transmission company, it refers to the capacity of the transmission infrastructure to handle additional

energy transport if demand levels rise beyond expected peak levels.

Regulatory bodies usually require producers-and transmission facilities to maintain a constant

reserve margin of 10-20% of normal capacity as insurance against breakdowns in part of the
or sudden-increases in energy demand.

See also:

system reserve, operating reserve, required system reserve, capacity, peak demand, fransmission, TRANSCO

Home + Give us Feedback! » Association of Eneray Engineers * Energy Vortex site

© Documen Information Design_Inc.

http://www.energyvortex.com/energydictionary/reserve_margin__reserve_capacity.htm]

system




RUCO’S RESPONSES TO
INTERVENOR WAWRZYNIAK/SCHOEMPERLEN
FIRST SET OF DATA REQUESTS
(DOCKET NO. W-02500A-10-0382)

GWC -1.15 Storage Capacity — Does RUCO agree or disagree with the Staff
engineering analysis and conclusions that “the entire 400,000 gallon
storage tank is needed because both wells pump into this tank and this
tank serves as the chlorine contact chamber. In addition, this tank serves
as the main storage for fire flow protection of a majority of the water
system.” If not, please explain why not. If RUCO agrees with the Staff
engineering analysis and conclusions, please explain why RUCO only
recognizes 56.88% of the cost of the 400,000 gallons storage tank.

Response: Timothy J. Coley

RUCO agrees with the Staff engineering analysis and conclusions that
“the entire 400,000 gallon storage tank is needed because both wells
pump into that tank and the tank serves as the chlorine contact chamber.
In addition, the tank serves as the main storage for fire flow protection of a
majority of the water system. RUCO will be recommending a revised
excess storage capacity adjustment in surrebuttal testimony that reflects
this recognition.
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RUCO’'S RESPONSES TO

| INTERVENOR WAWRZYNIAK/SCHOEMPERLEN
FIRST SET OF DATA REQUESTS
(DOCKET NO. W-02500A-10-0382)

GWC ~1.16 Meters — If there are approximately 649 meters at a total cost of $94,263
at the end of the test year, please explain why RUCO proposes to only
allow 56.88% of the cost or $53,616 for ratemaking purposes (see
Schedule TJC-5, page 1 of 1)? Doesn't this imply there are only 363
meters needed to serve the year-end number of customers of over 620
customers? If not, please explain.

Response: Timothy J. Coley

RUCO agrees with the Company that the adjustment implies there are
only 363 meters needed to serve the year-end number of customers of
over 620 customers. RUCO’s surrebuttal schedules will reflect that
recognition.

16



RUCO’'S RESPONSES TO
INTERVENOR WAWRZYNIAK/SCHOEMPERLEN
FIRST SET OF DATA REQUESTS
(DOCKET NO. W-02500A-10-0382)

GWC -1.19 Admit or Deny — Admit that in its Direct Testimony in this case, RUCO did
not specifically identify (by plant category, account or facility) any
Goodman Water Company property, plant, and/or equipment that
constituted “excess capacity”. If RUCO denies, please provide the details
of such property, plant, and/or equipment that RUCO identified and any
associated analysis upon which the “excess capacity” determinations were
made.

Response: Timothy J. Coley

Admit.

19
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Goodman Water Company Exhibit
Computation of Off-Site Facilities Hook-up Fee (HUF)

Off-Site (backbone) Capital Expenditures

Construction Requirement (Based on actual costs 2007-2009) $
Total [1] $
Anticipated Customer Growth' 740
Computation of Equivalent 5/8 Inch Meters
Meter
Portion of Projected Flow Equivalent
Meter Size Anticipated Growth Growth Factor  5/8 Inch Meters
5/8 Inch 98.92% 732 1.0 732
3/4 Inch 0.00% 1.5 -
1 Inch 0.54% 4 25 10
11/2 inch 0.00% 5.0 -
2 Inch 0.54% 4 8.0 32
3inch 0.00% 16.0 -
4 Inch 0.00% 25.0 -
6 Inch 0.00% 30.0 -
100.00% 740 774
Total Equivalent 5/8 Inch Meters [2]
Construction Costs Expected to be Funded by HUF (Percent times [1] equals [3]) 40% $
HUF for Equivalent 5/8 Inch Metered Customer (rounded down) ([3] divided by [2] equals [4]) $

Proposed Off-site Facilities Hook-up Fees by Meter Size

Meter Size

5/8 Inch $ 470 [4]

3/4 Inch $ 705 Scaled on 5/8 meter flow
1 Inch $ 1,175 Scaled on 5/8 meter flow
11/2 inch $ 2,350 Scaled on 5/8 meter flow
2 Inch $ 3,760 Scaled on 5/8 meter flow
3inch $ 7,520 Scaled on 5/8 meter flow
4 Inch $ 11,750 Scaled on 5/8 meter flow
6 Inch $ 14,100 Scaled on 5/8 meter flow

" Buildout of current certificated area is 958 5/8 inch customers, There were 484 5/8 inch customers at end of 2006. Expected addtions
for 70 acres of commericial propertywithin the existing CC&N is 258 - 5/8 inch metered customers, 4 - 1 inch metered customers,
and 4 - 2 inch metered customers.

900,000

900,000

774
360,000

470
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Jackie Ziliox

From: McNulty, Michael [MMcNulty@lrlaw.com]

Sent: Tuesday, October 28, 2008 3:.00 PM

To: Jim Shiner; Jackie Ziliox

Cc: McNulty, Michael A - i
Subject: FW: Goodman Water Company cost projections /Z(’/t‘/ Ce
Jim:

Here's where things stand. See below.

You may recall that the ACC Commissioners insisted that we apply for a hook-up fee in the
first place. I don‘t know if it is worth trying to push this string, but Kara may know
more about their thinking.

Michael

————— Original Message----~

From: Marlin Scott Jr [mailto:MScottJr@azcc.gov]
Sent: Tuesday, October 28, 2008 2:38B PM

To: McNulty, Michael

Subject: RE: Goodman Water Company cost projections

Hi Michael,
Sorry to get back with you late, I was out of state at a conference and just got back
today. Anyway, here's the update:

Commission Staff was proposing to deny the hook-up fee tariff because;

1) the majority of the Water Plant #3 plant facilities did not benefit the entire system,
resulting in reduction of the plant cost, and 2) the high ratio of current AIAC and CIAC
to the total capital. Based on these conclusions, Staff believed that Goodman Water
Company was not a good candidate for a hook-up fee.

I will check with other Staff member that were assigned to this case to see if this is
still the case and will get back with you.

Thanks.
Maxrlin

Marlin Scott, Jr.

Utilities Engineer

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Phone: 602.542.7272

Email: mscottjr@azcc.gov

~~~~~ Original Messagew=-=—--

From: McNulty, Michael [mailto:MMcNulty@lrlaw.com]
Sent: Monday, October 20, 2008 1:01 PM

To: Marlin Scott Jr

Cc: McNulty, Michael

Subject: FW: Goodman Water Company cost projections

Marlin:

In tracking back the email traffic on this, the last piece of
correspondence I could find is ten months old. See below. Has the
company's filing become official?

Thanks

Michael McHulty o



mailto:MScottJr@azcc.gov
mailto:mscottjr@azcc.gov
mailto:MMcNulty@lrlaw

————— Original Message-----~

From: kristen whatley [mailto:kwhatley@westlandresources.com]
Sent: Thursday, January 17, 2008 10:34 AM

To: McNulty, Michael

Subject: RE: Goodman Water Company cost projections

Hi Mike,
Yes, I would be the right person to talk with. I will give him a call.
Thanks,
Kristen

Kristen L. Whatley, P.E.
WestLand Resources, Inc.
4001 E. Paradise Falls Drive
Tucson, AZ . 85712
Phone:520-206-9585
Fax:520-206-9518

————— Original Message--~--

From: McNulty, Michael [mailto:MMcNulty@lrlaw.com]
Sent: Thursday, January 17, 2008 10:24 AM

To: kristen whatley

Cec: Jackie Ziliox

Subject: FW: Goodman Water Company cost projections

Kristen:

Are you the right person to talk with Marlin Scott?
Thnx

Michael

————— Original Message-—~--

From: Marlin Scott Jr [mailto:MScottdr@azcc.gov]
Sent: Thursday, January 17, 2008 9:02 AM

Ta: McNulty, Michael

Subject: RE: Goodman Water Company cost projections

Michael,

Thanks for the map. Now that I can vision the Water Plant #3 location, I would like to
speak to someone who could tell me the operation of Water Plant #3, i.e., will storage at
this site benefit the entire water system or only a portion of the water system?

Thanks.
~Marlin

Marlin Scott, Jr.

Utilities Engineer

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona BS5007

Phone: 602.542.7272

Email: mscottjr@azcc.gov

————— Original Message-—---

From: McNulty, Michael [mailto:MMcNulty@lrlaw.com]
Sent: Wednesday, January 16, 2008 3:35 PM

To: Marlin Scott Jr

Cc: Jackie Ziliox; Mculty, Michael



mailto:MMcNulty@lrlaw.com
mailto:MScottJr@azcc.gov
mailto:mscottjr@azcc.gov
mailto:MMcNulty@lrlaw

Subject: RE: Goodman Water Company cost projections

Marlin:

I think that the attached .pdf, prepared by Westland Resources, contains what you're
looking for.

Michael

~~~~~ Original Message——=—=—-

From: Marlin Scott Jr [mailto:MScottJrBazcc.gov]
Sent: Wednesday, January 09, 2008 4:02 PM

To: McNulty, Michael

Subject: RE: Goodman Water Company cost projections

Michael,

One more request. Is it possible to provide me a subdivision map showing the location of
the Water Plant No. 3 site with reference to the J-Zone and K-Zone as described below.
Thanks.

Marlin Scott, Jr.

Utilities Engineer

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Phone: 602.542.7272

Email: mscottjrfazcc.gov

For more information about Lewis and Roca LLP, please go to www.lewisandroca.com.
Phoenix (602) 262-5311

Tucson {520) 622-2090

Las Vegas (702) 949-8200

Reno (775) 823-2900

Minden (775) 586-9500

Albuquerque (505) 764-5400

This message is intended only for the use of the individual or entity to which it is
addressed. If the reader of this message is not the intended recipient, or the employee or
agent responsible for delivering the message to the intended recipient, you are hereby
notified that any dissemination, distribution or copying of this message is strictly
prohibited. If you have received this communication in error, please notify us immediately
by replying to the sender of this E-Mail by return E~Mail or by telephone.

In accordance with Internal Revenue Service Circular 230, we advise you that if this email
contains any tax advice, such tax advice was not intended or written to be used, and it
cannot be used, by any taxpayer for the purpose of avoiding penalties that may be imposed
on the taxpayer.


mailto:MScottJr@azcc.gov
mailto:rnscottjr@azcc.gov
http://www.lewisandroca.com

Shaunna lL.ee-Rice

From: Lori Miller

Sent:  Thursday, August 02, 2007 3:31 PM
To: Shaunna Lee-Rice
Cc; Marlin Scott Jr

Subjact: REQUEST FOR ADMINISTRATIVE CLOSURE - 07-0452

Docket No. W-02500A-07-0452 was [ssued a new matter number In error. After Staff's
revlew of ihe fillng made on July 31, 2007, It was determined that this filing Is actually a

compllance filing to Decision No. 69404 (Docket No. W-02500A-06-0281). Therefore,
07-0452 should be administratively closed and placed in 06-0281 as a complionce
matter.

Should you have any questions, please let me know.
Thank you,

--tod Miiler :

Arlzona Corporation Commission
Utlities Division

Programs & Profects Specialist I
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MIKE GLEASON
Chairman

WILLIAM A. MUNDELL

Commissioner

JEFF HATCH-MILLER
Commissioner

KRISTIN K. MAYES
Commissioner

GARY PIERCE
Commissioner
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)
IN THE MATTER OF THE APPLICATION OF)
GOODMAN WATER COMPANY FOR
REVIEW AND APPROVAL OF PROPOSED )
HOOK-UP FEE TARIFF

DOCKET NO.W-02500A-07-

APPLICATION

L_/vv

In compliance with Decision No. 69404, dated April 16, 2007, Goodman Waler Company
(*Goodman”) submits for Staff’s review this proposed Hook-Up Fee Tariff. The proposed Hook-
Up Fee Tariff and related hook-up fees would be applicable to new customer connections to
Goodman’s system. The capital expendilures related to the proposed hook-up fees pertain to
Goodman’s construction requirements for the 2008-2011 time period. The anticipated new
customer growth during this period is 724 new customer connections. The off-site facilities in
question include a well #3 and related equipment and engineering. The proportion of anticipated
construction costs proposed to be funded by the proposed hook-up fees is 40%.

Attached to this Application as Exhibit *A" is a schedule setting forth the assumptions and

estimated future capital expenditures upon which the proposed hook-up fees are based. Exhibil

(1525101




—

“A” also sets forth by meter size the amount of proposed hook-up fee applicable to each meter
size, as well as the or percentage of anticipated new growth each meter size represents. Attached
to this Application as Exhibit “B” is a copy of a proposed Hook-Up Fee Tariff.

Goodman Water Company requests that the Commission review the proposed Hook-Up

Fee Tariff and hook-up fees which are the subject of this Application and issue an order approving

O e -3 Gy W B W N

_— e e e e e e
e N ON b b N e~ O

the tariff and related hook-up fees.

e
RESPECTFULLY SUBMITTED this 3\ day of July, 2007.

By:

ORIGINAL and thirteen (13)
copies of the foregoing filed this
3{:5; day of July, 2007, with:

Arizona Corporation Commission
Docket Control — Utilities Division
1200 W. Washington Street
Phoenix, Arizona 85007

)

Michael McNulty

Michael Hallam

Lewis and Roca LLP

One South Church Avenue
Suite 700

Tucson, Arizona 85701-1611
Phone: (520) 629-4453
Fax: (520) 879-4732

Attorneys for Goodman Water Company

2 TH52519.1




COPY of the foregoing hand-delivered
this 3/5 day of July, 2007, to:

Jane L. Rodda, Administrative Law Judge
Hearing Division

Arizona Corporation Commission

1200 W. Washington Street

Phoenix, Arizona 85007

Cliristopher C. Kempley, Chief Counsel
Legal Division

Arizona Corporation Commission

1200 W. Washington Street

Phoenix, Arizona 85007

Emest G. Johnson, Dircctor
Utilities Division

Arizona Corporation Commission
1200 W. Washington Street
Phoenix, Arizona 85007

-
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Goodman Water Company

Compulation of Off-Site Facilities Hook-up Fea (HUF)

Off-Sile Capilal Expendilure Requirements 2008-2011
Well # 3 and related equipmenl Including engineering and conlingancy

Total [1)

Anticipated Cuslomer Growth' 724

Compulation of Equivalent 5/8 Inch Meters

Portion of

Meter Size Anlicipaled Growth
518 Inch 98.90%
34 Inch 0.00%
1 Inch 0.55%
1 12 Inch 0.00%
2 Inch 0.55%
3inch 0.00%
4 Inch 0.00%
6 Inch 0,00%

100.00%

Total Equivalent 5/8 Inch Meters [2]

Conslruction Cosls Expected lo be Funded by HUF (Percent times (1] equals [3])

Exhibit A
Meler

Projected Flow Equivalent
Growth Factor  5/8 Inch Meters
716 1.0 716

1.5 .
4 25 10

5.0 -
4 8.0 32

16.0 -

25.0 -

30.0 -
724 758
40%

HUF for Equivalent 5/8 Inch Melered Customer (raunded down) {[3] divided by [2] equais [4])

Proposed Off-sits Facililies Hook-up Fees by Meter Size

Meter Size

5/8 Inch 3 500
3/4 Inch 3 750
1 inch 3 1,250
1 1/2 Inch $ 2,500
2 Inch 3 4,000
Jinch 5 8,000
4 Inch 5 12,500
6 Inch g 15,000

(4

Scaled on 5/8 meler flow
Scaled on 5/8 melar flow
Scaled on 5/8 meter flow
Scalad on 5/8 meter low
Scaled on 5/8 meler flow
Scaled on 5/8 meler flow
Scaled on 5/8 meler flow

§

3

3

940,000

940,000

758
376,000

500

! Buildaul of currant cedtificates araa is 958 cuslomars. Thoro ara currenily 500 customers. Expectad addtions for 70 acres of cammaricial propery

within the exigling CC&N i5 258 « 518 tinch moterod cuslomers, 4 - 1 inch iatared customars, and 4 - 2 inch materad customors.
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TARIFF SCHEDULE
Utility: Goodman Water Company Tariff Sheet No.: Page 1 of 3
Docket No.: _W-02500A-07 Decision No.:

Phone No.: Effective:

OFEF-SITE WATER FACILITIES HOOK-UP FEE

1. Purpose and Applicability

The purpose of the Off-Site Hook-Up Fees payable to Goodman Water Company (“Company’)
pursuant to this tariff is to equitably apportion the costs of constructing additional facilities to
provide water production, storage and appropriate pressure among all new Service Connections.

These fees are applicable to all new Service Connections established after the effective date of
this tariff. The fees are one-time charges and are payable as a condition to the Company’s
establishment of service, as more particularly provided below.

Il. Definitions

Unless the context otherwise requires, the definitions set forth in R14-2-401 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.

“Company” means Goodman Water Company.

“Main Extension Agreement” means any agreement in which an Applicant agrees to advance the
costs of the installation of water facilities to the Company to serve new service connections, or
install water facilities to serve new service connections and transfer ownership of such water
facilities to the Company, which agreement shall require the approval of the Commission (same
as line extension agreement),

“Off-Site Facilities” means wells, storage tanks and related appurtenances necessary for proper
water system operation, including engineering and design costs. Off-Site Facilities may also
include booster pumps, pressure tanks, transmission mains and related appurtenances necessary
for proper water system operation, if these facilities are not for the exclusive use of an Applicant
and these facilities will benefit the entire water system.

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



TARIFF SCHEDULE

Utility: Goodman Water Company Tariff Sheet No.: Page 2 of 3
Docket No.: _W-02500A-07 Decision No.:

Phone No.: Effective:

[Il. Off-Site Hook-Up Charges

Each new Service Connection shall pay the total off-site facilities hookup fee, derived from the
following table:

V.

(A)

(B)

(C)

OFF-SITE FACILITIES HOOKUP FEE TABLE
Meter Size Total Fee
58" $500
Ya $750
1 : $1250
12 $2500
2" $4000
ki : v , $8000
4" $12,500
6” or larger $15,000

Terms and Conditions

Assessment of One Time Hook-Up Charge: The hook-up fee may be assessed only once
per Service Connection, or lot within a platted subdivision (similar to meter and service
line installation charges). However, this provision does not exempt from the hook-up fee,
any newly crealed parcel(s) which are the result of further subdivision of a lot or land
parcel and which do not have a Service Connection.

Use of Off-Site Hook-Up Fee: Hook-Up Fees may only be used to pay for the capital
items of Off-Site Facilities or for repayment of loans obtained for installation of Off-Site
Facilities. Off-Site Hook-Up Fees shall not be used for repairs, mainienance, plant
replacements, or operational purposes.

Time of Payment:

(1) In the event that an Applicant is required to enter into a Main Extension
Agreement, whereby the Applicant 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 fee(s) required
hereunder shall be made by the Applicant within 15 calendar days after receipt of
notification from the Company that the Utilities Division of the Commission has
approved the Main Extension Agreement in accordance with R14-2-406(M).




TARIFF SCHEDULE
Utility: Goodman Water Company Tariff Sheet No.: Page 3 of 3
Docket No.: _W-02500A-07 Decision No.:
Phone No.: Effective:

(D)

(E)

(F)

(G)

(H)

(M

(2)  In the event that an Applicant is not required to enter into a Main Extension
Agreement, the fee(s) hereunder shall be due and payable at the time the meter
and service line installation fee is due and payable.

Failure to Pay Charges: Delinquent Payments: Under no circumstances will the Company
set a meter or otherwise allow service to be established if the Applicant has not paid in full
all charges as provided by this Off-Site Hook-Up Fee Tariff.

Off-Site Hook-Up Fee Non-refundable: The amounts collected by the Company pursuant
to the Off-Site Hook-Up Fee Tariff shall be non-refundable contributions in aid of
construction.

Use of Charges 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 Off-Site Facilities, including repayment of loans
obtained for the installation of Off-Site Facilities that will benefit the entire water system.

Off-Site Hook-Up Fees In Addition to Other Charges: The Off-Site Hook-Up Fees shall
be in addition to any costs associated with a Main Extension Agreement for on-site
facilities, and are in addition to the amounts to be advanced pursuant to charges
authorized under other sections of this tariff.

Disposition of Excess Funds: After all necessary and desirable Off-Site Facilities are
constructed utilizing funds collected pursuant to the Off-Site Hook-Up Fee Tariff or the
Off-Site Hook-Up Fee Tariff has been terminated by order of the Commission, any funds
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.

FFire Flow Requirements: In the event an Applicant for service has fire flow requirements
that require the construction or installation of additional facilities whose costs are beyond
the scope of those facilities costs provided for in the Company’s current fees and charges,
the Company may require the Applicant to install (as a non-refundable contribution) such
additional facilities as are required to meet those fire flow requirements, in addition to the
Off-Site Hook-Up Fee.
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Goodman Water Company
Docket No. W-02500A-10-0382

THOMAS J. BOURASSA
REBUTTAL TESTIMONY
(RATE BASE, INCOME STATEMENT,
RATE DESIGN)

May 2, 2011

EXHIBIT TJB-RB9




5/8x3/4 Inch Residential
3/4 Inch Residential
1 Inch Residential
Subtotal
1 Inch Commercial
11/2 Inch Commercial
2 Inch Commercial
Subtotal
Construction/Standpipe
TOTALS

Percent of Total
Cummulative %

Goodman Water Company Exhibit
Revenue Breakdown Summary Page 1
Present Rates
Present
Monthly Commodity = Commodity Commodity
Mins First Tier Second Tier Third Tier Total
$ 268,941 $ 83954 $ 61,951 $ 24582 3 439,428
$ 65326 $ 13,156 § 11,843 $ 6,410 $ 96,735
3 3,798 $ 1,471 § 738 % - $ 6,007
$ 338,064 $ 98582 § 74532 $ 30,993 $ 542,171
58.00% 16.91% 12.79% 5.32% 93.01%
$ 3,798 $ 3635 $ 13,685 $ - $ 21,118
$ 2,538 §$ 35 §$ - $ - $ 2,573
$ 8,152 § 3,909 § 4991 § - $ 17,052
$ 14,488 $ 7,580 $ 18,676 $ - $ 40,744
2.49% 1.30% 3.20% 0.00% 6.99%
$ - $ - $ - $ - $ -
0.00% 0.00% 0.00% 0.00% 0.00%
$ 352,553 $ 106,162 § 93,208 § 30,993 § 582,915
60.48% 18.21% 15.99% 5.32% 100.00%
60.48% 78.69% 94.68% 100.00%



5/8x3/4 Inch Residential
3/4 Inch Residential
1 Inch Residential
Subtotal
1 Inch Commercial
11/2 Inch Commercial
2 Inch Commercial
Subtotal
Construction/Standpipe
TOTALS

Percent of Total
Cummulative %

Goodman Water Company Exhibit
Revenue Breakdown Summary Page 2
Company Proposed Rates
Present
Monthly Commodity Commodity Commodity
Mins First Tier Second Tier Third Tier Total
$ 332680 $ 133498 $ 118,135 $ 46,350 $ 630,662
$ 80,808 $ 20,920 $ 22,584 $ 12,087 $ 136,398
3 4698 § 2806 § 1,392 $ - $ 8,895
$ 418,185 $ 157,224 § 142,110 $ 58,436 $ 775,956
52.09% 19.58% 17.70% 7.28% 96.65%
$ 4698 $ 6,931 $ 25803 $ - $ 37,432
$ 3,132 % 68 § - $ - $ 3,200
$ 10,023 $ 7,455 $ 9410 $ - $ 26,887
$ 17,853 $ 14,454 3 35213 % - $ 67,519
2.22% 1.80% 4.39% 0.00% 8.41%
$ - $ - $ - $ - $ -
0.00% 0.00% 0.00% 0.00% 0.00%
$ 428,208 $ 164679 $ 151,520 § 58,436 $ 802,843
53.34% 20.51% 18.87% 7.28% 100.00%
53.34% 73.85% 92.72% 100.00%



5/8x3/4 Inch
3/4 Inch

1 Inch
Subtotal

| 1 Inch
11/2 Inch
2 Inch
Subtotal

Residential
Residential
Residential

Commercial
Commercial
Commercial

Construction/Standpipe

TOTALS
Percent of Total

Goodman Water Company - Staff Proof Exhibit
Revenue Breakdown Summary Page 3
Metered Revenues - Staff Proposed Rates
Present
Monthly Commodity Commodity Commodity
Mins First Tier Second Tier Third Tier Total
3 300,248 § 94,708 § 93,500 $ 38,032 $ 526,488
$ 64,241 $ 12630 $ 15,504 $ 9918 $ 102,293
3 4998 $ 3,083 §$ 1,199 § - $ 9,280
$ 369,487 $ 110421 $ 110,203 § 47,949 % 638,061
55.45% 16.57% 16.54% 7.20% 95.75%
$ 3,570 $ 4,320 $ 17,916 § - $ 25,806
$ 2856 $ 54 § - $ - $ 2,910
3 9,120 $ 5954 § 7,721 § - $ 22,794
$ 15546 $§ 10,328 § 25637 % - $ 51,511
2.33% 1.55% 3.85% 0.00% 7.73%
$ - $ 5502 $ - $ - $ 5,502
0.00% 0.83% 0.00% 0.00% 0.83%
$ 378607 $ 121876 $ 117,924 § 47,949 $ 666,357
56.82% 18.29% 17.70% 7.20% 100.00%
56.82% 75.11% 92.80% 100.00%

Cummulative %



Goodman Water Company - RUCO Proof

5/8x3/4 inch  Residential

3/4 Inch Residential
1 Inch Residential
Subtotal
1 Inch Commercial
1 1/2 Inch Commercial
2 Inch Commercial
Subtotal
Construction/Standpipe
TOTALS

Percent of Total
Cummulative %

Exhibit

Revenue Breakdown Summary Page 4
RUCO Proposed Rates
Present
Monthly Commodity Commodity Commodity
Mins First Tier Second Tier Third Tier Total
$ 243991 § 94708 $ 70,125 $ 28,005 $ 436,829
$ 52,168 $ 12,630 $ 11,628 $ 7,303 $ 83,729
$ 4053 $ 2312 $ 883 $ - 3 7,248
$ 300,212 $ 109,650 $ 82,636 % 35,308 $ 527,806
54.64% 19.96% 15.04% 6.43% 96.07%
$ 2895 3 3,240 § 13,193 $ - $ 19,328
$ 2,316 $ 41 % - $ - $ 2,357
$ 7411 $ 4465 § 5685 $ - 3 17,562
$ 12,622 % 7,746 $ 18,878 $ - $ 39,246
2.30% 1.41% 3.44% 0.00% 7.14%
$ - $ 4051 §$ - $ - $ 4,051
0.00% 0.74% 0.00% 0.00% 0.74%
$ 307,623 § 118,167 § 88,322 $ 35,308 § 549,419
55.99% 21.51% 16.08% 6.43% 100.00%
55.99% 77.50% 93.57% 100.00%



Goodman Water Company
Docket No. W-02500A-10-0382

THOMAS J. BOURASSA
REBUTTAL TESTIMONY
(RATE BASE, INCOME STATEMENT,
RATE DESIGN)

May 2, 2011

SCHEDULES
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Goodman Water Company

Test Year Ended December 31, 2009

Computation of Increase in Gross Revenue

Requirements As Adjusted

Fair Value Rate Base

Adjusted Operating Income

Current Rate of Return

Required Operating Income

Required Rate of Return on Fair Value Rate Base
Operating Income Deficiency

Gross Revenue Conversion Factor

Increase in Gross Revenue
Requirement

Adjusted Test Year Revenues

Increase in Gross Revenue Revenue Requirement
Proposed Revenue Requirement

% Increase

Customer
Classification

(Residential Commercial, Irrigation)
5/8x3/4 Inch Residential

3/4 Inch Residential
1 Inch Residential
1 Inch Commercial
11/2 Inch Commercial
2 Inch Commercial

Construction/Standpipe
Revenue Annualization
Subtotal

Other Water Revenues
Reconciling Amount

Total of Water Revenues

SUPPORTING SCHEDULES:
B-1
C-1
C-3
H-1

Exhibit

Rebuttal Schedule A-1
Page 1

Witness: Bourassa

$ 2,298,376

73,944

3.22%

$ 227,309

9.89%

$ 153,366

1.7130

$ 262,717

3 594,459

$ 262,717

$ 857,176

44.19%

Present Proposed Dollar Percent
Rates Rates Increase Increase

435,860 $ 625,588 $ 189,728 43.53%
84,711 119,680 34,969 41.28%
7,230 10,803 3,572 49.41%
17,582 $ 31,159 13,577 77.22%
2,573 3,200 626 24.33%
17,052 26,887 9,835 57.67%
3556 $ 6,705 3,149 88.55%
14,349 $ 19,454 5,104 35.57%
582,915 $ 843,475 $ 260,560 44.70%
13,738 13,738 - 0.00%
(2,193) (36) 2,157 -98.36%
- 0.00%
594,460 § 857,177 $ 262,717 44.19%
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Goodman Water Company

Test Year Ended December 31, 2009

Summary of Rate Base

Gross Utility Plant in Service
Less: Accumulated Depreciation

Net Utility Plant in Service

Less:
Advances in Aid
Construction

of

Contributions in Aid of
Construction - Net of amortization

Customer Meter

Deposits

Deferred Income Taxes & Credits
Investment tax Credits

Plus:

Unamortized Finance

Charges

Deferred Tax Assets
Allowance for Working Capital

Total Rate Base

SUPPORTING SCHEDULES:

B-2
B-3
B-5

Exhibit
Rebuttal Schedule B-1
Page 1
Witness: Bourassa
Original Cost Fair Value
Rate base Rate Base
$ 5,346,411 $ 5,346,411
733,716 733,716
$ 4,612,695 3 4,612,695
2,101,905 2,101,905
83,087 83,087
129,327 129,327
$ 2,298,376 3 2,298,376
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Goodman Water Company
Test Year Ended December 31, 2009
Original Cost Rate Base Proforma Adjustments

Gross Utility
Plant in Service

Less:
Accumulated
Depreciation

Net Utility Plant
in Service

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construction - Net

Service Line and Meter Installation Chgs
Accumulated Deferred Income Tax

Plus:

Unamortized Finance
Charges

Prepayments

Materials and Supplies

Working capital

Total

SUPPORTING SCHEDULES:
B-2, pages 2

Adjusted
atend
of
Test Year

$ 5453761

731,205

$ 4,722,556

2,101,905

83,087
135,342

$ 2,402,221

Exhibit

Rebuttal Schedule B-2
Page 1

Witness: Bourassa

Rebuttal
Adjusted
Proforma at end
Adjustments of

Amount Test Year
(107,350) $ 5,346,411
2,510 733,716
$ 4,612,695
- 2,101,905
83,087
(6,016) 129,327
$ 2,298,376

RECAP SCHEDULES:
B-1
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Goodman Water Company
Test Year Ended December 31, 2009
Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - A

Plant Reclassification

320 - Water Treatment Equipment
320.2 - Chlorine Solution Feeders

330 - Distribution Reservoirs and Standpipe
330.1 - Storage Tanks
330.2 - Pressure Tanks

Net adjustment to plant-in-service

SUPPORTING SCHEDULES
Staff Schedule GTM-6
Staff Schedule GTM-7

Exhibit

Rebuttal Schedule B-2
Page 3.1

Witness: Bourassa

$ (15947)
$ 15,947

$ (836,890)
$ 384,827

$ 452,063

$ -
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Goodman Water Company Exhibit
Test Year Ended December 31, 2009 Rebuttal Schedule B-2
Original Cost Rate Base Proforma Adjustments Page 3.2
Adjustment Number 1 - B Witness: Bourassa

Remove costs of 190,000 gallon upsizing to 530,000 gallon storage reservoir

330.1 - Storage Tanks 2007 190,000 gallon upsize cost $ 72,350
Adjustment to 330.1 - Storage Tanks $ (72,350)
Reference

See Testimony
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Goodman Water Company
Test Year Ended December 31, 2009
Original Cost Rate Base Proforma Adjustments
Adjustment Number 1 - C

Adjustment to Land

303 - Land and Land Rights based on new appraisal
303 - Land and Land Rights recorded at end of Test Year

Adjustment to 303 - Land and Land Rights

Reference
See Testimony

Exhibit

Rebuttal Schedule B-2
Page 3.3

Witness: Bourassa

$ 459,159
$ 494,159
$  (35,000)

$__ (35,000)



S9l'sL ¥65'269'C

£87°LEE

€82°1€€

605'801 €18'69€Z

Uy £L1'CS1
10¥ yi1'e8
[5¥44 19229
298 ovs'orl
[E-1 487
09t'v62

69 ¥S0'LL
£66'989

165'98¢€

59 ¥90°'LL

- 820901

"Jdaqg
5002
290420

oueeg
jue|d
Ss00¢
28Q

BSSeInog 'SSaUNM
y'¢ abed

2-g ||npayag [enngsy
Hayx3

BUENEIEY]

eld
§002
92Q-10

SUSTIPPY
Jueld pesnipy

5002
2300

SJUSUNSNIPY

jueid
5002
280120

€L1'251
0Zz'9¢
0l¢

99z'/)
622'22L

9/2'L

00S't

suonippy

jueld
5002
283120

4
%0070
%00°01
%0001
%00°S
%00°01
%00°S
%00t
%00°02
%0002
%19°9
%L9°9
%L9°9
%007C
%EE'8
%EL'E
%00°C
%00°S
%TTT
%cCT
%00°02
%EEE

0602
ole'e
619'S

vZe'ee

09Y'¥62

Sve ¥S0°L1L %EEC
£66'989 %0SCl

- %00°S
%002
%L9°9
%EL'E
%08°C
%05°C
%EE'E
%00°0
%000
%0070

165'98¢

- 825'v0l

BLE]
‘wnooy

B
100Z/91 1% 18Uy
sy Yy
oaldeq

S002/0¢E/6

yove9
uoisioag

%082
%06°C
%05°C
%0G°C
%0SC
%06°C
%05°C
%08°C
%06°C
%05
%06°C
%05°C
%06°C
%08°C
%05°T
%05°C
%08°C
%0S§°C
%06°¢C
%0S°C
%05°C
%0S°C
%08°¢
%05°2
%05°2

%0G°¢ s|puun} pue sai

%05°C
%0GC
%08°C
%0S°C
%00°0
%0070
%00°0

aEy

oaudag

INYId ¥3LVM TVLIOL

Bujpunoy
weld siqibuel Jsylo  gve
juawdinb3 snoaueyaosIy ve
juawdinb3 suofesiunwwo) gbe
juswdinb3 pajesad( Jamod S
juswdinb3 Alojeloqe vre
yuswdinb3 >uopp pue sjoo | £ve
juswdinb3 sa10)g FAAA
juswidinb3 uoneylodsues | (B2
aJemyjog pue sisindwo) |L'ove
salnxi4 pue asniuing soW0  OvE
“dinb3 "osiy pue Jueld Jauyi0 6€€
s80IAS(] UCHUBALH MOjpoeqg gge
sjueipAHd  geg
SI8jleN vee
SVINBS  gEE
Sulely sIg pue suel| L€
siue] aunssald  Z20€S
sjuey sbelolg  1L°0€E
adidpuelg g sJonasey 1Sid 0SE
slopead uopnjog [eolwayy  Z°0Z¢
e|d jusunealt Jajepr L'0CE
juswdinb3 Jusunes] 191epN ozce
yuswidinb3 Buidwing ouos|3 Le
Juswdinb3 uopessust) lemod oLe
suley Alddng 60€
e uojenjyuy 80¢€
sbuudg pue sjlsm 20¢
SBYEU| JAYIO PUB JOARY aXET 90¢€
's9y Buipunodwi| pue Bunosio) S0€
sjuswancldw| pue saiNonig y0g
slybry pueti pue puej  £o¢
1so) esiyoueld  Zog
180D uoneziueblp 10¢€
uorzdravssa *ON

Junoooy

Sjuswiaijey pue sUORIPPY jue|d
AGedmo, I93tM UeWpooH




296'v9 €0£'912°2 - 60.'81 - 60.'8L INVId 431VM IVLIOL

Buipunoy
weid sjqibue] 1BYO  8Ye
juawdinb3 snosuejaosiy 1ve
yuswdinb3 suoneoiunwwo) ove

B . - %00°0) %082
- %0001 %062
i . - %00°0L %0$°C

- - - %00°S %05°¢ Juswdinb3 pajesad( Jomod She
) - - %00°01 %0SC Juswdinb3 Aiojesogen e
i B - %00°S %05°C ewdinb3 Yiopm pue sjool  epe
. ) - %00y %05'Z wewdinbg selols  Zve

juawdinb3 uoneuodsuel § L¥E
aiemyog pue sieindwio) L 0be

- %0002 %0ST
- i - %00°0Z %052

- - - %.9'9 %0S'C S2UNJXI4 PUB 2INJUINS 20O OPE
l16'€ 8L1'Gol syZ'el SYZ'ElL %.9'9 %082 ‘dinb3 "osIN pue Jueld JBIO  BEE
- - - %29°9 %082 SSOIAS(] UCHUBABI] MOORY  9EE
640'C 08L'c8 S S %002 %05 swespAy  gee
869'L 1£0'89 0.2 0lz %EE'8 %05°C SIBlBN  bee
v9g'c £Ys'ovl € £ %EEE %05 SSOINBS  £EC
98/'gl LGb'LSL - %00 %05°C SUB ISIQ pue 'suer]  LEg
- - - %00°S %0S'Z Hjue) einssald  Z'0€E
- - - %22 %0S'T syue} ebelols  1°0gg
Log's 05Y'v62 - %Z2T %05°C adidpuelg 7 sionessy IS 0EE
- - - %00°0Z %06°C S189paa4 uonnjog [ediusy)  Z'0ZE
- - - %EE’E %08°2 Jeld Juswieal] JTRM  L'0ZE
08z 6LE'LL 992 992 %EEE %05 juswdinb3y juswjesl| Jjepy  0Z€
Sl1'LL £66'089 - %05°ZL %05 juswdinby Buiduing ouoel3  LLE
- - - %00°S %08 juswdinby uonessus Jemod  0lLE
- - - %00'Z %082 suley Aiddng  e0¢

- - - %19'9 %0$'¢ siduun} pue sauajfec) uonenjyul  8og
599'6 165'98¢ - %EE'E %052 sbBundg pue sfispy Z0€
- - - %0S°C %08'C SBYeIU} JOUIO pue JOARY @3ET  90¢
- - - %05 %0S'Z  "say Bupunoduil pue Buposiiod  50¢

12 o011 - %EE'E %052 s)juswancidwl] pue saiNonAg y0¢
- - - %000 %000 swbry pue pue pue €0¢
B 3 - %0070 %000 }S0D esiyouBId  ZOE
- 8v6'0LL 026’y 0z6't %00°0 %0070 1500 uoneziuebio Loe
uoradraosag *ON
JUNODDY
981d5Q a5uEjeg BSIETENEN] SuoHIPPY Sjusuisnipy  SUGHIPPY Sy ey
900C jue|d jve|d weld pajsnipy juejd ueld 2002/9Lip Joyy  oaida(
9002 9002 9002 900¢C 900¢C 212 ]

saidaQ

ESSEINOg SSUJIM
§'¢ abed

Z-8 9INpayds fenngey
aaxa

sjusliaiey pue SUONIPPY Jueld
ATTAHS) TOTCH UCHpooH



LLLZEL 216'989'¢ (oss'e) 6¥2'L16 - 6¥2'L16 INVId Y3ILYM IVLIOL

Buipunoy
- - - %000} %052 weld sjqibue] BYIO  8YE
- - - %0001 %0S°¢C juewdinby snosue(osIN b€
- - - %0070} %05°¢ juswdinb3z suopesunwwio)  9ye
- - - %00'S %08'2 juswdinb3y pejesedQ Joamod  G¥E
- - - %0070} %052 wswdinbg Aiojejodqe]  pre
- - - %00°S %05'Z juswdinb3 YJOA pue sjool  £¥E
- - - %00V %08°Z Juswdinb3 sa101g  Zbe
- - - %00°02 %052 juewdinb3y uonepodsuel)  Lye
- - - %00°0Z %052 siemyog pue sigindwod  L'0vE
- - - %29°9 %0S°Z S9JMX14 puB 2INYUINS SOWO  OFE
650'6 21¥'991 65/ 65/ %.9'9 %05°C "dinb3 -osIW pue jueld JBUIO  BEE
- - - %.9'9 %05 S30IAB(Q UOHUBABId MoldIoeg  9EE
8¥2'2 y8e'ozl S0Z'cy S0z'ey %002 %052 swespAd  Ge¢
106y 9ig'eL (0gs'9) 65€'8l 65£'gl %EE8 %082 siBBN  pee
8€L'9 568'682 zSE'ePL zse'chl %EEL'E %052 ssoMBS  EEE
sly'ee ovs'ocy’'L ¥60°589 ¥60'589 %00°C %05°C Sulely isIQ pue 'suell  LEg
- - - %00°S %052 syue} aunssald  Z0EE
- - - %ZT'T %05°2 syuel obeIO)S  L'0EE
[]X- W3 018'99¢ 05€'2L 0se'zL %2T'T %05°C odidpue)g ¥ sionesay ISId 0£€
- - - %00°02 %0S°2 s1epaad Uopnjos feolwsyy  Z2°0ZE
- - - %EE'E %052 ue|d Jusuneal] JBIBM  L0ZE
1z L¥6'SL 829'¥ 8z9't %EEE %052 juswdinb3 Jusuneal] j@)ep  0ZE
68/6'69 656'689 £96'C £96'C %0521 %052 yuewdinby Buidwind otoaf3  LLE
- - - %00°S %052 swdinb3 uojeseUsy Jomod  OLE
- - - %00°C %08°C suiep Aiddng  60¢
- - - %.9'8 %0$°Z Siduuny pue salisjen) uojeniyul  80€
8€6'L1 166'98¢ - %EEE %052 sbuudg pue sljjopy L0€
- - - %05°Z %0S°C SYEjU| JOYIO PUB JOARY BT 90€
- - - %0§'Z %06'C '@y Bupunodwi pue Bugoeliod  SOE
zve ¥90'L1 - %EE'E %05°Z sjuswancidull pue saINPNIS  $0E
- - - %00°0 %00°0 sybry pue pue pue  £0¢
- - - %00°0 %00°0 1soD asiyouely  Zo€
- 8" 211 6ES'9 6£5'9 %00°0 %00°0 1500 uonezivefio  Log
uotadTIosaq *ON
JUNODOY
58ideq SoUEEg EVEMEER SUONPPY ~ [SjUswsnipy  SUCHIPPY ey aey
2002 ueld weld Jeld paisnipy weld weld 200Z/9L/p JoYy -osude(
2002 2002 1002 2002 1002 ey
oaideQ
esselnog ssaujipp
9'¢ obed
Z-g 8Inpayos [enngsy Sjuswaley pue SUOKHIPPY Jueld

nqiyx3 ATediicy I53¢M UTWpOOD



$22'961 yEE'YZH'S - z29¢8'/¢l'L - z9¢g'2€L'l
voL'LL 11b'991 - -
1882 1€2°191 [451 1% z5€'6e
9€0'L Sill'68 662'6 6626
692°L1 1¥6'98¢E 150'/6 150°'26
8/v'0¢ 20e'L19°L 1Sl 1S2'vl)
Log'el 068'9¢8 18004V 180°0L¥
1€S L¥6'SL -
99t'c0l 96¥'696 L$5'GLT 19$'6L2
£/8'71 185'98¢ -
yzz'e 0/6°z8l 905°LLL 90S'LLL
- 651l v6t 651 y6Y 6S1'v6v
- €01'221 919'6 9l9'6
531090 Foueen Sjuswaey SUOHIPPY STUSunSnNIpY SUOHIPPY
8002 juejd wejd ueld pajsnipy jueld jueld
8002 8002 8002 8002 8002

BSSeInog [SSOUIAA
1€ abed

Z-61 9INPaydS [ENngsy
nawx3

%0001
%0001
%0004
%00°S
%0070}
%00°§
%00'%
%00°02
%00°0¢
%.9°9
%L9°9
%.9°'9
%00¢C
%EE'8
%EE'E
%00°C
%00°S
%TTT
%TTC
%00°0C
%EE'E
%EEE
%0S°¢ClL
%00°S
%00°C
%.9°9
%EEE
%052
%05°C
%EEE
%0070
%000
%00°0

ey

200T/94 1y JouY

ey

-oaudag

%0G°C
%06°C
%05°2
%0§°¢
%082
%05C
%06°C
%0S°C
%0572
%05°C
%052
%087C
%0S°C
%0§°C
%05°C
%0S°C
%08°C
%05°C
%052
%052
%0S°C
%062
%052
%062
%08°2
%08°C
%06°C
%082
%0S°2
%08°C
%00°0
%0070
%0070

ey

‘0aidag

INVId ¥31VYM TVL0L

Buipunoy
weld siqibuet JBYIO  8pe
juswdinb3 snoauelsosiy ¥e
Juswdinb3 suofjediuNtio) ove
juawdinb3 pajesed( Jemod %)
swidinbg Aoyeloqe pye
juswdinb3 jlopa pue sjool  €bE
wawdinbg saiols  Zye
juswdinb3 uohepodsuel Ve
ai;em)og pue s:Indwio)d L ovE
sainjxi4 pue sJNJuINg 80C  OFE
‘dinb3 osyy pue ueld )OO BE£E
$801A8( UoHUBARI] MOMoE] g¢e
selpAd  GeE
SieleN pvee
sasIneg €ee
sulely 1sIg pue ‘suelj LEE
syue| ainssald  Z'0e€
s)uey abelolg  1°0g€
adidpuelg p sionsesey IsIQ 0€E
sjapaag uonnjog [edlwsyy g'oce
e|d Jusunea) | I3 L°0ZE
wswdinb3 juswiess] Jolepp 0ze
juswdinbg Buidwing ouoelg LLE
swdinb3 uopesuaL) Jomod oLe
suey Aiddng 80¢
sjpuuny pue sels|led uoReniiul 80¢
sbuudg pue slispy - 20€
SaYelU| JOUIQ puk JOATY e 90€
soy Buipunodw| pue Bunos|o) S0¢
sswanoidw| pue sanPNRg 0§
sbry pue pue pue £0¢
1800 esiyoueld Z0¢
109 uonezivebio 10¢
uoy3ydranseg *oN
3unoodyY

SjuBUIBIEY PUE SUCHIPPY jueld
AUedmo) I931EBM UEHpOoH




6£/'92¢ (510'v) - Lip'18e's (0se'zs) - - 9zv'62 - 9zy'62 ANYd ¥3LVYM TVLIOL

Buipunoy
- - - %00°04 %052 jueld sjaibue YO 8be
- - - %0001 %05°Z uswdinb3 snosuglosIN - /PE
- - - ‘ %00°01 %08°Z juswdinb3l suojesiuNWWOD  9¥¢
- - - %00°S %0§'2 wawdinb3y pajessdQ Jomod  GbE
- - - %0070 %052 wewdinb3 Aiojesoge ] pbe
- - - %00'S %05 juswidinb3 %JOM PUE Sj00).  €VE
- - - %00'¥ %05°2 juswdinb3 seun)g  zve
- - - %00°0Z %05°Z wawdinby uogepodsuel]  Lpe
- - - %00°02 %0S°T alemyog pue sindwod L ovE
- - - %.9°9 %0S°Z SeINpXI4 pUB BINYUING 8OO OVE
808'LL z85'/81 soL'Le soL‘lz %.9'9 %05C "dinb3 osIN pue Jueld JBYIO  BEE
- - - %19'9 %05 SSOIAB(] UONUBARIG MOORE 9EE
oAl 1€2°191 - %00°C %052 selpAH  gE¢
8£9'2 £9Z'v6 8vL's 8yl's %EE'8 %0S°C sleleN pEe
S88'zL L6'98¢ - %EE'E %05°C SeoIAeS  gEE
S TAA A 12e 9L 8t 8l %002 %05°Z Sulel ISIQ pue 'suelj  LEg
- L0L'YE £€90°Z5¥ £90°25Y - %00°S %05'Z syue| ainssald  Z0EE
- (510'%) 0¥5'62 LL¥'TIE (ose'zs) 1z28'v8¢ - %22 %08 syuey sbeioyg  Loge
6.5'8L (Ly2'y9) 0 (068'9¢8) - %ZT'T %0852 adidpue)s g sijoasesay IsId 0€E
- 141'C L¥8'SL 1¥6'S1 - %00°0Z %05°C sJopaad UoRNoS feolWBYD  Z'0ZE
- - - %EEL’E %0S°C JUEld Juauneal] JBjep  1°0TE
LES (221'0) 0 (v6's1) - %EE'E %052 yswdinb3 juswjeal] BB 0ZE
v88'0z1L 759'896 %5 gsL'e %052} %05°C wewdinbg Buldwng oupelg  Lig
- - - %00°S %05°Z yawdinb3g uogelsuag JoMod  01€
- - - %00 %052 sule Aiddng 60¢
- - - %.9°9 %0S'Z sleuun] pue seudjies uojelyul  80E
£/8'1L 165'98€ - %EE'E %05°2 sBuudg pue sfjiopy 20€
- - - %06°2 %0S°C saYeju| JOYIQ PUE JOARY O3eT  90E
- - - %05°C %0s'¢ "sey Buipunodwi) pue Bunoallon  S0¢
080°9 025'284 - %EE'E %08° sjuswaAoidw| pue saINPNIS  0E
- 651 'v61 - %00°0 %00'0 subry puet pue puey  ¢0¢
- - - %000 %000 }s0D esiyouely  Z0€
- €012 - %00°0 %00°0 1800 uoneziuebio  Log
uotidraosaq - ON
aunoooy
eids(] B¥ZISAN JUEL  SSEPRY SJueEg oziIsdfjUE] SSEPaYIUEld SjewWsIeYy SUORIPPY  SJUSURSNIPY  SUCHIPPY ey sy
| 6002 an an weld weld yueld eld jueld paysnipy  jueld weld £002/9L/y Jeyy -osadeq
| 6002 600¢ 6002 weld 6002 6002 6002 6002 6002 o)y
oasdeQ
ESSBINOG [SSOUNA
g°¢ abed
2-8 8inpayos fenngey sjuswidIey pue SUCHIPPY Jueld

nayx3 AUTAUcS TSITH UTHPOOD




gll'ees 166°01S 19/'v1€ 9£9'881 vi9'cel 605'801 1NVId d31VM TV1OL

Buipunoy

- - - - - - %00°0L %05°Z 1ueld ojqibue) 1O 8YE

- - - - - - %000} %05°C swdinby snosue|leasIN_ - 2bE

- - - - - - %000} %05 wswdinb3 suojeolunwwod  9¥¢

- - - - - - %00°S %082 uswdinb3 pajesedQ Jamod  GbE

- - - - - - %00°01 %052 waswdinb3 Aiojesoge ] ppe

- - - - - - %00°S %05'Z awdinb3 YJopm pue sjool  €vE

- - - - - - %00’V %05'C wewdinb3 sauols  Zye

- - - - - - %00°0C %05'2 jswdinb3 uogepodsuell  Lpg
- - - - - - %00°0Z %08'C 2IeM}oS pue sieIndwod  L'0vE

- - - - - - %49'9 %08 sauniX4 pue aunjuing o0 ObE

vey'se gl9've ZIS'el vev'y VA4 - %299 %052 ‘dinb3 "osIN pue jueld Jeyl0  BEE

- - - - - - %29'9 %05°C SeOINB(] UOHUBABId MOYIORY  9EE

ov6'zZh 90.'6 578'9 9/5'y 16¥'T 0607 %00'2 %0§'C sjuelpAH  see

syl 88.'6 522 0Eb'y £€2C ale'e %EE'8 %052 sl pEE

860°L¥ FANAL T4 £v6'91 ¥oz'ob 15'9 6L9'S %EEE %052 seolneg  £E€

€09'8EL 12£'901 668'S. £2v'2s L£9'€E vze'sz %002 %052 SUlB JsIQ pue 'sues]  LE€
10.'vE - - - - - %00°S %052 syue| sinssald  Z'0€E
§25'sT - - - - - %TTT %05°C syue} ofejols  L'0ge

| 0 299'st L0g'2e 169 62/ 68Y'SL %eCC'T %06°C adidpuels @ siomesay IsI0 0€E
W 1212 - - - - - %0002 %052 s3apas Uonnjos [edlwsy)  Z°0ZE
- - - - - - %EEE %052 Jueld jusunest| JBjep  L°0ZE

: (0 ov9'l SLL'L 69 viy Sve %EE'E %05T uowdinb3 Jusunesst Jalem  0Z€
" 8€8'9VE ¥56's22 88221 015'9s GEE'6E Ly0'SE %05°¢h %05°C wewdinbz Budwing ooela  jLe
: - - - - - - %00°G %0S°T Juswdinb3 uonelauad Jemod  0LE
: - - - - - - %00°C %05°T sulen Aiddns  60€
W - - - - - - %L9'9 %0S'C sjpuuny pue sausjleo uoneniyul  8o¢
169'29 i8S vre'LY 900°0€ 102 See'll %EEE %0S'2 sbuudg pue sllap 20€

- - - - - - %08°C %05°C SONEUf JOUYIO pUB JoAIY BXET  9DE

- - - - - - %08°C %06'C "8y Buipunodwi pue Bupaelod  so¢

£62'01 eIy 686 8v9 L€ 90¢ %EEE %08°C sjuawanosdw) pue sainonls  10¢

- - - - - - %00°0 %000 siybly pue pue pue]  €0¢

- - - - - - %00°0 %000 Jso) esiyouery  Zog

- - - - - - %00°0 %000 Is0D uoneziuebi0  10¢

uotydraoseq *ON

JUNoOdOY
002 3002 00z 500¢ 5002 S00¢ 3y B
"09Q 99 "09Q '08Q '29Q ocidss  100Z/9L/ Jeyy daudaQ
3un Y TUoT3efoexdad aley
™ V¥ pud 1eex oaudeQ
esselnog [SSSU)IM
6°¢ abed
Z-9 9|npayss [enngsy sjusluailay pue suolippy jueld

naxa AUTAWSS TSTCH ULHPOOD




“jended o) asuadxe sadIASS apISING payisseas pasodoid yeig : ¥
Jeydeo 0} ssuadxe sadines dPISINO palysse|oal pasodold Auedwod | gy

(84
£18'69€'C - SZE'LL GG5.'0L LEL'LEET Tv1lol ov
z - Buipunoy 6¢

- ueld ejqibue] YO  8ve 8¢
- jwswdinb3 snosuejeosiy b€ /€
- : juswdinb3 suoledIUNWWOY) 9P o¢
- yswdinb3 psjesadQ jemod She Ge
- - juswdinb3 Aiojeioge e y€
- - ewdinb3 MIop pue sjoo)]  €pE €€
- - uewdinb3 sa10)s  Zve ze
- - juswdinbg uonepodsuel | IR X
- - 2I1emM}jog pue sisindwo) L ope 0¢
- - SaINXI4 pue ainjuing sdi0 ObE 6¢
- - juswdinbg SNodUBR(RDSIN PUE JUB[ JOYIO  6EE 8z
- - S90IAS(J UONUBARId Moloeg  9¢¢ 12
556'9F 556'9Y sjuespAy  gge 9¢
L6¥'19 GG.'0L ZrL'es SISIBN  EC T4
v12'62) viz'6e) S9VINRS €E€ |44

£€19'829 Gze'LL 8ve‘L19 Ssulely uoyngujsiq pue uoissiwsuel]  LEE €z
- syuey amnssald Z0EE A
- syue) ebesols  1'0gE 1z
09¥'¥62 09Y'¥62 adidpue)S B SIOAISSSY UOKNGIISIG OSE 0z
- $19pesd UORN|OS [edIWeYD  Z0ZE 6l
- sjueld Juswieai] JojleM  L'0ZE 81

¥S0°'LL ¥S0'LL juswdinb3 jusunesl] o)Ay OCE Ll
£66'989 £66'989 wswdinb3 Buidwing ouos|3  LiE ol
- - juswidinb3 uojjesauar) Jemod oLE Sl
- - sule Addng  60€ 14!
- - sjouunj pue ssugjjec uoesup  goe €l
165'98¢ 165'98€ sbuudg pue sjlspy - 20€ Zl
- - SOMEJU| JBYJO PUE JOAIY 8XeT  90¢ 1
- - ‘say Buipunodwi pue Buds|0) S0¢ ol
88/'6 88.°6 sjuswanoldul) pue seinjonis  $0¢ 6
- - sibiy pueq pue pue]  €£0¢ 8
- - 180D esiyoueld 20¢ L
825'v0L 825'701 }s09 uoneziuebio 10€ 9
S
| jueld yueig SYusuSnIpy ,siusuRsnipy Tpy oiojeg uondusssa ON v
pajsnipy Yo asen asen Buipd $002 49d JUN022Y €
asen Jold Ajeuonuaju) ajey ayey Auedwop z
0169 Heys Auedwon Jad aouejeg L
uoisid9Q Jod ON
sun
04'¢ obed
2-9 8jnpayos {eRngay ases) ajey Jold 0} uolel|ioucIsy Jueld

3qiyx3 Auedwon) Jsjepn UBWIPOOS)




N
<

(84
116'801 - 115801 - - 115801 wviol oy
6¢
z r4 z Buipunoy 8¢
- Jueid a|qibue] 1oYIO  8¥E A
- - juswdinb3 snoauejeasiiy 1y g¢ "
- - juswdinb3 suonesuUNWIWoD are (oo ,
- - juswdinb3 pejeladQ Jomod Spe e
- - jewdinb3 Aiojeloge]  pye xS
- - juswdinb3 3IOM puE S|00]  £F¢ A
- - juswdinb3 sei0)s  Zve (5%
- - juswdinbg uoneuodsues IR%N 0¢
- - alemyog pue sindwon L °0vE 62
- - saunixi4 pue ainjiuing 8dY0  OPE 14
- - "dinb3 -osIN pUB JUB|4 JOYI0  BEE Iz
m - - SO0INS(] UOIJUSABI Mmopdoeg  9¢¢ 9z
W 060'C 060 060'C sjueipAy  gg¢ 14
0lee gie'e ole'e S9N pEE 144
6.9'S 6/9'S 6.9'G S80INBS  £EE €C
$2€'62 vee'ee vee'ee Suley uolnqusig pue uolssiwsuel | le€ 44
- - syue] ainssald  Z'0EE ¥4
- - sjue} ebelols  1°0gE 0z
68Y'Gl 68Y'Sl 68¥'Gl adidpue)s 3 sllonuesay uoynguisig  0€€ 61
- - S1opad4 uonnjos [eawodyy  ¢'0¢e 8l
- - Sjuejd juswieal} Jsjep L'0ce A
Sve Sve Se juswdinb3 yusunealj Jelepy  0Z€ 9l
1b0'GE L¥0'SE 1¥0'GE juswdinb3 buidwng owpaly  |ig Gl
| - - juswdinb uonelsusg lemod  QLE vl
ﬁ - - surepy Addng  60€ €l
- - sjsuun] pue ssLSjled uohenyu]  80¢ cl
G26'L1 GZ6'LL Ge6'Ll sbuuds pue siispy - 20¢€ (9"
- - Se)BU| ISYIQ PUB JBARYY 8)e  90¢ 04
- - 'say Buipunodwiy pue Bugos|jon S0¢ 6
90¢ 90¢ 90¢ sjuswaAocidw| pue saINPnNils  0E 8
- - sjybry pue pue puel  €0¢ L
- - 1800 esiyouel4  Z20¢ 9
- - Jsop uopeziueflo  LOE S
i 14
ssuejeg P} GV parsnlpy I SuelE oV eI0pe8 UoRduseq  ON €
leniuj Ho ase) Jold He1 He Bultg 5002 4od junoloy ¢
Ajleuonuajuy Y0v69 Ajleuonuaju]  Ajpeuonuajul Auedwon 1
uoIsI99Q J3d Jad oduejeg ON
|ul
LL°¢ obed
-8 SINPaYdg [eynqsy 9se) sjey Jold 0] uoljeljiouoosy q/v

nquyx3 Auedwo) 18jep\ UBWPOOD




ols‘z $

0162 $

S0C'1eL $

$ (510v)

LL€ 0} p'¢ sabed ‘z-g
€% 0} |'p sobed 'z-g
STINAIHOS ONILIOddNS

uolealdaq pajeinWNooY 0} Juawshipy
uonenaidag pajeiNWNIoY Ul (3SBAI0P) 9SBaIOU|
syoog Jod uoiepaideq pajeInuINody

$ SvV10L

9LL'eeL $ - $ €£s'9

yer'oe 115

o¥6'zy ((42]
Sev'il 65¢
860°L¥ L1SL
£09'8¢1 (9s¥)
102'¥E (zv)
6256 (s¢)

0 (0)
LLL'T ol
0) (1)
8£8'9¥E I1£L0°S

169°29 29¢

£62°01 8

(570 ¢S
615'62
(81£'v9)
1912

(510'%)

(291'2)

$ 86L°LEL

- jueid sjqibue) Yo  8ve
- juswdinb3 snosueyeosI 2¥E
- judwdinb3 suojesunwwo)  opg
- jawdinb3g pajesadQ 1omod  G¥¢
- wewdinb3 Alojeloge]  $vE
- uawdinbg syiopA pue sj00) b
- wawdinb3 salols  zZye
- wswdinb3g uogepodsuell  Lye
- 2I/eMyjog pue ssendwo)d  L°0ye
- SaINXI4 pue anjwng aoo  OvE
1¥8'G¢E "dinb3 -osIy pue Jueld JBUI0  6EE
- S3DIAS(] UONUDBABI MOWORE  9EE
¥86'2) sjueipAH  ge¢
99021 SIBleN  vEE
Y60V SAOMRS  €EE
650°6€1L SUIBN 'JSIg pue 'suel]  LEE
- sjue] ainssald Z0EC
- syue) abeiols  1°0ee
81EY9 adidpuelS 9 SIIOAIBSSY JSIQ 0EE
- $18pasd UOHN[OS [BDIWRYD  2°0CE
- Juejd juswiiesal] Jojepy  L°0ZE
191°2 juswdinb3 yuswyea} 1BjeM  0Z€
LOL'LYE juswdinb3 buidwnd o10913"  11g
- juswdinb3 uoljelauas) Jamod 0L
- suey Aiddns  60¢
- SjauuN] pue saus|ieD ucheniyu;  80€
€TP'L9 sbupds pue sjgp 20€
- S8)ejU} JBUJO pue JoAR] e 90€
- 'say Buipunodw) pue Buoddon  GOC
G8Z'01 sjuswanoidwy pue sainPS  $0¢
- suybry puet pue puel  £0g
- 1S0D esiyouely  20€
- js00 uoneziuebio  |Og

DONDOO T NNTNONDDO NN TOONDDIOTNOLTD ©N © D
ooy er22RISIlLlRNERRnandREsld33eFdeieesE

1dsq Juejg
‘wnaoy yo
peisnipy
lenngey

aouejeg
pandwon

Buizisdn uonedlISSeey 1deg uondudseg  ON
yue) abeioig jue|d 0} paje|ay “wnady 100y
Areuonueyu) o} 0) pajejey arv pejsnipy

ERITEIETTT ] Qv eAowdy Ajssejoay
a o) a v

SIIAISG-UUEId

BSSRINOg [SSOUJA Z Joquin jususnipy

¢ obed syuswsnipy ewiojold aseg ajey 1509 eulbuo
-9 3INpayos [enngay 6002 ‘L¢ Joquiada pspuz JesA Issl
| Hax3 Auedwon 18)epp UBWIPOOD)

Qg
k= °|v—vaanor\ooc>
5 2



Line

[ T e e N e =z
CoO®ud mAwN—\oom\‘o’U‘*“wN—‘lp

Goodman Water Company
Test Year Ended December 31, 2009
Original Cost Rate Base Proforma Adjustments
Adjustment Number 2 - A

A/D Reclassification

320 - Water Treatment Equipment
320.2 - Chlorine Solution Feeders

330 - Distribution Reservoirs and Standpipe
330.1 - Storage Tanks
330.2 - Pressure Tanks

Net adjustment to plant-in-service

SUPPORTING SCHEDULES
Staff Schedule GTM-6
Staff Schedule GTM-7

Exhibit

Rebuttal Schedule B-2
Page 4.1

Witness: Bourassa

$ (2,167)
$ 2,167
$ (64,318)
$ 29,575
$ 34,743
$ -
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Goodman Water Company Exhibit
Test Year Ended December 31, 2009 Rebuttal Schedule B-2
Original Cost Rate Base Proforma Adjustments Page 4.2
Adjustment Number 2 - B Witness: Bourassa

Remove A/D related to 190,000 gallon upsizing of 530,000 gallon storage reservoir

330.1 - Storage Tanks 2007 190,000 gallon upsize cost $ 72,350
Depreciation rate 2.22%
Years (half year convention 2007-2009) 25
Accumulated Depreciation (A/D) $ 4,015
Adjustment to A/D 330.1 - Storage Tanks $ (4,015
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Goodman Water Company Exhibit

Test Year Ended December 31, 2009 Rebuttal Schedule B-2
Original Cost Rate Base Proforma Adjustments Page 4.3
Adjustment Number 2 - C Witness: Bourassa

Remove A/D related to 190.000 gallon upsizing of 530,000 gallon storage reservoir

330.1 - Storage Tanks 2007 190,000 gallon upsize cost $ 72,350
Depreciation rate 2.22%
Years (half year convention 2007-2009) 25
Accumulated Depreciation (A/D) $ 4,015
Adjustment to A/D 330.1 - Storage Tanks $ (4,015)
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Goodman Water Company Exhibit
Test Year Ended December 31, 2009 Schedule B-5
Computation of Working Capital Page 1
Witness: Bourassa

Cash Working Capital (1/8 of Allowance

Operation and Maintenance Expense) 3 27,668
Pumping Power (1/24 of Pumping Power) 1,152
Purchased Water (1/24 of Purchased Water) -

Total Working Capital Allowance $ 28,820
Working Capital Requested $ -
SUPPORTING SCHEDULES: RECAP SCHEDULES:

C-1 B-1

Total Operating Expense 520,515
Less: '

Income Tax 10,120
Property Tax 19,935
Depreciation 241,474
Purchased Water -
Pumping Power 27,642
Allowable Expenses 221,344

1/8 of allowable expenses 27,668
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38
39

Goodman Water Company
Test Year Ended December 31, 2009

Income Statement

Revenues
Metered Water Revenues
Unmetered Water Revenues
Other Water Revenues

Operating Expenses
Salaries and Wages
Purchased Water
Purchased Power
Chemicals
Repairs and Maintenance
Office Supplies and Expense
Outside Services
Water Testing
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Regulatory Commission Expense - Rate Case
Miscellaneous Expense
Depreciation Expense
Taxes Other Than Income
Property Taxes
Income Tax

Total Operating Expenses

Operating Income

Other Income (Expense)
Interest Income
Other income
Interest Expense
Other Expense

Total Other Income (Expense)
Net Profit (Loss)

SUPPORTING SCHEDULES:
C-1, page 2
E-2

Docket No. W-02500A-10-0382

Exhi

bit

Rebuttal Schedule C-1
Page 1

Witness: Bourassa

Test Year Test Year Proposed Adjusted
Book Adjusted Rate with Rate

Results Adjustment Results Increase Increase
$ 559,013 $ 21,708 $ 580,721 $§ 262,717 $ 843,439
13,738 - 13,738 13,738
$ 572,751 $ 21,708 § 594,459 $ 262,717 $ 857,176
$ 40,000 - $ 40,000 $ 40,000
27,066 577 27,642 27,642
7,746 - 7,746 7,746
14,855 - 14,855 14,855
102,925 - 102,925 102,925
1,215 1,568 2,783 2,783
9,669 - 9,669 9,669
20,000 20,000 40,000 40,000
378 - 378 378
227,855 13,620 241,474 241,474
2,988 - 2,988 2,988
21,299 (1,364) 19,935 2,953 22,888
22,873 (12,754) 10,120 106,399 116,518
$ 498,868 $ 21,647 $ 520,515 $ 109,351 § 629,867
$ 73,883 $ 61 $ 73,944 $ 153,366 $ 227,309
(37,309) 1,613 (35,696) (35,696)
$ (37,309 $ 1,613 (35,696) $ - $ (35,696)
$ 36,574 $ 1,674 38,247 $ 153,366 $ 191,613

RECAP SCHEDULES:

A-1
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Revenues
Expenses

Operating
Income

Interest
Expense

Other
Income /
Expense

Net Income

Revenues
Expenses

Operating
Income

Interest
Expense

Other
Income /
Expense

Net Income

Goodman Water Company
Test Year Ended December 31, 2009
Adjustments to Revenues and Expenses

Adjustments to Revenues and Expenses

Exhibit

Rebuttal Schedule C-2
Page 1

Witness: Bourassa

1 2 3 4 5 ] Subtotal
Depreciation Property Rate Case Revenue Annualize Interest
Expense Taxes Expense Annualization Purch. Power Synch.
21,708 21,708
13,620 (1,364) 20,000 - 32,256
(13,620) 1,364 (20,000) 21,708 - - (10,548)
1,613 1,613
(13,620) 1,364 (20,000) 21,708 - 1,613 (8,935)
Adjustments to Revenues and Expenses
7 8 9 10 11 12 Subtotal
Income
Taxes
21,708
(12,754) 19,502
12,754 - - - - - 2,206
1,613
12,754 - - - - - 3.819
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Goodman Water Company
Test Year Ended December 31, 2009
Adjustments to Revenues and Expenses

Adjustment Number 1

Depreciation Expense

Acct.
No.
301
302
303
304
305
306
307
308
309
310
311
320

3201
320.2
330
3301
330.2
331
333
334
335
336
339
340
3401
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

TOTALS

Less: Amortization of Contributions

Total Depreciation Expense

Adjusted Test Year Depreciation Expense

Increase (decrease) in Depreciation Expense

Adjustment to Revenues and/or Expenses

SUPPORTING SCHEDULE

B-2, page 3

Adjusted
Original
Cost
127,103

459,159
182,570

386,591

968,652
0

15,947

0
312,477
452,063
1,611,321
386,947
94,263
161,737

187,582

$

5,346,411

Exhibit

Rebuttal Schedule C-2

Page 2

Witness: Bourassa

Proposed Depreciation
Rates Expense
0.00% -
0.00% -
0.00% -
3.33% 6,080
2.50% -
2.50% -
3.33% 12,873
6.67% -
2.00% -
5.00% -
12.50% 121,081
3.33% 0
3.33% -
20.00% 3,189
2.22% 0
2.22% 6,937
5.00% 22,603
2.00% 32,226 |
3.33% 12,885 |
8.33% 7,852
2.00% 3,235
6.67% - i
6.67% 12,512 |
6.67% - |
20.00% - |
20.00% - |
4.00% - ‘
5.00% - |
10.00% -
5.00% -
10.00% - |
10.00% - |
10.00% -
$ 241,474
45166% $ -
$ 241,474
227,855
13,620
$ 13,620

-
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Goodman Water Company
Test Year Ended December 31, 2009
Adjustment to Revenues and Expenses
Adjustment Number 2

PROPERTY TAX EXPENSE

DESCRIPTION

Company Adjusted Test Year Revenues - 2007

Weight Factor

Subtotal (Line 1 * Line 2)

Company Recommended Revenue

Subtotal (Line 4 + Line 5)

Number of Years

Three Year Average (Line 5§/ Line 6)

Department of Revenue Mutilplier

Revenue Base Value (Line 7 * Line 8)

Plus: 10% of CWIP - 2005

Less: Net Book Value of Licensed Vehicles

Full Cash Value (Line 9 + Line 10 - Line 11)

Assessment Ratio

Assessment Value (Line 12 * Line 13)

Composite Property Tax Rate - Obtained from ADOR

Test Year Adjusted Property Tax Expense (Line 14 * Line 15)
Tax on Parcels

Total Property Taxes (Line 16 + Line 17)

Adjusted Test Year Property Taxes per Direct

Adjustment to Test Year Property Taxes (Line 18 - Line 19)

Property Tax on Company Recommended Revenue (Line 16 + Line 17)
Company Test Year Adjusted Property Tax Expense (Line 18)
Increase in Property Tax Due to Increase in Revenue Requirement

Increase in Property Tax Due to increase in Revenue Requirement (Line 24)
Increase in Revenue Requirement
Increase in Property Tax Per Dollar Increase in Revenue (Line 26 / Line 27)

REFERENCES:
Line 15: Composite Tax Rate obtained from Arizona Departiment of Revenue
Line 19: Schedule C-1, Line 23

Exhibit

Rebuttal Schedule C-2
Page 3

Witness: Bourassa

Test Year Test Year
as Adjusted at Proposed Rates
$ 594,459 $ 594,459
2 2
1,188,918 1,188,918
594,459 857,176
1,783,377 2,046,095
3 3
594,459 682,032
2 2
1,188,918 1,364,063
- 13,454
1,188,918 1,377,517
21.0% 21.0%
249,673 289,279
7.4558% 7.4558%
$ 18,615 $ 21,568
1,320 1,320
$ 19,935
$ 21,299
§ _(1364)
$ 22,888
$ 19,935
$ 2,953
$ 2,953
$ 262,717
1.12399%
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Goodman Water Company
Test Year Ended December 31, 2009
ADJUSTMENTS TO REVENUES AND/OR EXPENSES
Adjustment Number 3

Rate Case Expense

Estimated Rate Case Expense
Estimated Amortization Period in Years
Annual Rate Case Expense

Annual Rate Case Expense per Direct

Increase(decrease) Rate Case Expense

Adjustment to Revenue and/or Expense

160,000

4

40,000

20,000

20,000

20,000

Exhibit

Rebuttal Schedule C-2
Page 4

Witness. Bourassa
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Goodman Water Company
Test Year Ended December 31, 2009
Adjustment to Revenues and Expenses
Adjustment Number 4

Revenue Annualization

Rebuttal Revenue Annualization
Revenue Annualization per Direct

Total Revenue from Annualization

Adjustment to Revenue and/or Expense

SUPPORTING SCHEDULES
Rebuttal C-2 pages 5.1t0 5.7
H-1

Exhibit

Rebuttal Schedule C-2
Page 5

Witness: Bourassa

$ 14,349

(7,359)
$ 21,708
$ 21,708
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Goodman Water Company
Test Year Ended December 31, 2009
Adjustment to Revenues and Expenses
Adjustment Number 5

Water Testing Expense

Staff Recommended Water Testing Expense
Adjusted Test Year Water Testing Expense per Direct

Total

Adjustment to Revenue and/or Expense

2,783
1,215

1,568

1,568

Exhibit

Rebuttal Schedule C-2
Page 6

Witness: Bourassa
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Goodman Water Company Exhibit
Test Year Ended December 31, 2001 Rebuttal Schedule C-2
Adjustment to Revenues and Expenses Page 7
Adjustment Number 6 Witness: Bourassa

Annualize power cost for additonal gallons from annualization of revenues

Additonal gallons from annualization (in 1,000's) per Rebuttal 939

Cost per 1,000 gallons $ 0.6145

Additonal Test Year Power Costs per Rebuttal $ 577
Additonal gallons from annualization (in 1,000's) per Direct -

Cost per 1,000 gallons $ 0.6145

Additonal Test Year Power Costs per Direct 3 -
Increase (decrease) in additional power costs from revenue annualization $ 577
Adjustment to Revenue and/or Expense $ 577




Goodman Water Company Exhibit
Test Year Ended December 31, 2009 Rebuttal Schedule C-2
Adjustment to Revenues and Expenses Page 8
Adjustment Number 7 Witness: Bourassa

Line

Interest Synchronization

Fair Value Rate Base $ 2,298,376
Weighted Cost of Debt 1.55%
Interest Expense $ 35,696
Test Year Interest Expense 3 37,309
Increase (decrease) in Interest Expense (1,613)
Adjustment to Revenue and/or Expense $ 1,613

Weighted Cost of Debt Computation

NNMNMNN= @A @aaa A A aa p4
wm-xogooo\lc»uxthAo“’m\'c’U“’w'\’—‘lp

Weighted
Amount Percent Cost Cost
Debt $ 507,451 18.27% 8.50% 1.55%
Equity 3 2,269,765 81.73% 10.20% 8.34%
Total $ 2,777,216 100.00% 9.89%
24
25
26
27
28
29

w
o
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Goodman Water Company
Test Year Ended December 31, 2009
Adjustment to Revenues and/or Expenses
Adjustment Number 8

Income Tax Computation

Taxable Income

Income Before Taxes

Arizona Income Before Taxes

Less Arizona Income Tax

Rate = 6.97%

Arizona Taxable Income
Arizona Income Taxes
Feder;—ﬂ Income Before Taxes
Less Arizona Income Taxes

Federal Taxable Income

FEDERAL INCOME TAXES:
15% BRACKET
25% BRACKET
34% BRACKET
39% BRACKET
34% BRACKET

Federal Income Taxes

Total Income Tax
Overall Tax Rate

Income Tax
Test Year Income tax Expense
Adjustment to Income Tax Expense

Test Year
Adjusted
Results
$ 48,367
$ 48,367
$ 48,367
$ 3370
$ 44,997
$ 3,370
$ 48,367
$ 3,370
$ 44 997
$ 6,750

$ -

$ -

$ .

$ -

$ 6,750

$ 10,120
20.92%

$ 10,120
22,873

$ (12,754)

Exhibit

Rebuttal Schedule C-2
Page 9

Witness: Bourassa

Adjusted
with Rate
Increase

$ 308,131

$ 308,131

$ 308,131

21,471

286,661

21,471

$
$
$
$ 308,131
$
$

286,661

|
21,471

$ 7,500
$ 6,250
Federal $ 8,500 Federal
Effective $ 72,798 Effective
Tax $ - Tax
Rate Rate
13.95% $ 95,048 30.85% |
l
$ 116,518 |
37.81%
$ 116,518
10,120
$ 106,399




Goodman Water Company Exhibit
Test Year Ended December 31, 2009 Rebuttal Schedule C-3
Computation of Gross Revenue Conversion Factor Page 1
Witness: Bourassa

Percentage
of
Incremental

Line Gross
No. _Description Revenues

1 Combined Federal and State Effective Income Tax Rate 40.96%
2

3 Property Taxes 0.66%
4

5

6 Total Tax Percentage 41.62%
7

8 Operating Income % = 100% - Tax Percentage 58.38%
9

10

11

12

13 1 = Gross Revenue Conversion Factor

14 Operating Income % 1.7130
15

16 SUPPORTING SCHEDULES: RECAP SCHEDULES:

17 C-3, page 2 A-1

18

19

20

21

22

23

24

25

26

27

28
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1\ Water Comp

¥
Test Year Ended December 31, 2009

LINE
NO.

DA WN =

18
19
20

22
23

56
57
58

GROSS REVENUE CONVERSION FACTOR

Exhibit

Rebuttal Schedule C-3
Page 2

Witness: Bourassa

(A) (8) (9] (%)) [E] [F1
DESCRIPTION
alculation of Gross Revenue Conversion Factor.
Revenue 100.0000%
Uncollecible Factor (Line 11) 0.0000%
Revenues (L1 -12) 100.0000%
Combined Federal and State Income Tax and Property Tax Rate (Line 23) 41.6233%
Subtotal (L3 - L4) 58.3767%
Revenue Conversion Factor (L1/L5) 1.713011
Calculation of Uncollectible Factor:
Unity 100.0000%
Combined Federal and State Tax Rate {Line 17) 40.9597%
One Minus Combined Income Tax Rate (L7 - L8) 59.0403%
Uncollectible Rate 0.0000%
Uncollectible Factor (L9 * L10 ) 0.0000%
Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income) 100.0000%
Arizona State Income Tax Rate 6.9680%
Federal Taxable Income (.12 - L13) 93.0320%
Applicable Federal iIncome Tax Rate (Line 44) 36.5376%
Effective Federal Income Tax Rate (L14 x L15) 33.9917%
Combined Federat and State Income Tax Rate (L13 +L16) 40.9597%
Calculation of Effective Property Tax Factor
Unity 100.0000%
Combined Federal and State Income Tax Rate (L17) 40.9597%
One Minus Combined Income Tax Rate (L18-L19) 59.0403%
Property Tax Factor (GTM-14, L24) 1.1240%
Effective Property Tax Factor (L20*1.21) 0.6636%
Combined Federal and State Income Tax and Property Tax Rate (L17+L22) 41.6233%
Required Operating Income (Schedule GWB-1, Line 5) $ 227,309
AdjustedTest Year Operating Income (Loss) (Schedule GWB-10, Line 42) $ 73,944
Required increase in Operating Income (L.24 - L25) $ 163,366
Income Taxes on Recommended Revenue {Col. (F}, L52) $ 116,519
Income Taxes on Test Year Revenue (Col. (C), L52) $ 10,120
Required Increase in Revenue to Provide for income Taxes (L27 - L28) $ 106,399
Recommended Revenue Requirement (Schedule GWB-1, Line 10) $ 857,176
Uncollectible Rate (Line 10) 0.0000%
Uncollectible Expense on Recommended Revenue (L24 * L25) $ -
Adjusted Test Year Uncollectible Expense $ -
Required Increase in Revenue to Provide for Uncollectible Exp. $ -
Property Tax with Recommended Revenue (GTM-15, 20) $ 22,888
Property Tax on Test Year Revenue (GTM-15, Col A, L16) 3 19,935
Increase in Property Tax Due to increase in Revenue (L.35-1.36) $ 2,963
Total Required Increase in Revenue (L26 + L29 + L37) $ 262,718
(A) 8 [(©)] ©) [E] @
Test Year At Proposed Rates
Total Total
Calculation of Income Tax: Goodman Water Company Goodman Water Company
Revenue {(Sch GWB-9, Col.(C) L5, GWB-1, Col. (D), L9) $ 594,459 | § 594,459 $ 857,176 | § 857,176
Operating Expenses Excluding Income Taxes $ 510,396 | § 510,396 $ 513,349 | § 513,349
Synchronized Interest (L47} $ 35696 | § - $ 35606 | § 35,696
Arizona Taxable Income (L30 - L31 - L32) $ 84,063 | $ 48,367 | $ - $ 308,132 | $ 308,132 $ -
Arizona State Income Tax Rate 6.9680% 6.9680% 6.9680% 6.9680% 6.968(
Arizona Income Tax (L33 x L34) $ 3370 % 3370 % - $ 21,4718 21471 |8 -
Federal Taxable income (L33 - L35) $ 80,6931 § 44,997 | § - $ 286,662 | $ 286,662 | $ -
Federal Tax on First Income Bracket ($1 - $50,000) @ 15% $ 6,750 | $ 6,750 | $ - $ 7,500 8% 7,500 | % -
Federal Tax on Second Income Bracket ($50,001 - $75,000) @ 25% $ - |3 - |8 - $ 6,250 | § 6,250 | $ -
Federal Tax on Third income Bracket ($75,001 - $100,000) @ 34% $ - $ - $ - $ 8,500 | § 8,500 8 -
Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39% $ - $ - $ - $ 72,798 | $ 72,798 | § -
Federal Tax on Fifth Income Bracket ($335,001 -$10,000,000) @ 34% $ - $ - $ - $ - $ - $ -
Total Federal Income Tax $ 6,750 | § 6,750 | § - $ 95,048 | § 95,048 | $ -
Combined Federal and State Income Tax (L35 + L42) $ 10,120 { § 10,120 { § - 3 116,519 | § 116,519 [ $ -
COMBINED Applicable Federal Income Tax Rate [Col. [D], L51 - Col. [A], L51] / [Col. {D], L45 - Col. [A], L45] 20.92% 42.8699%
WATER Applicable Federal Income Tax Rate [Col. [E], L51 - Col. {B], L51] / [Col. [E], L45 - Col. [B], L45] 36.5376%

Calculation of Interest Synchronization.

Rate Base (Schedule GWB-3, Col. (C), Line 18)
Weighted Average Cost of Debt

Synchronized Interest (L45 X 46)

$ 2,298,376
1.5531%

3 35,696
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Q1.
Al.

Q2.
A2.

Q3.

A3.

Q4.

A4.

QSs.

AS.

INTRODUCTION AND PURPOSE OF TESTIMONY.
PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,
Phoenix, Arizona 85029.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?
I am testifying on behalf of the applicant, Goodman Water Company (“GWC” or
the “Company™).

ARE YOU THE SAME THOMAS J. BOURASSA THAT FILED DIRECT
TESTIMONY IN THIS DOCKET?

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.

DID YOU ALSO PREPARE REBUTTAL TESTIMONY ON THOSE ISSUES
IN THIS DOCKET?

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.

SUMMARY OF REBUTTAL TESTIMONY AND THE PROPOSED COST
OF CAPITAL FOR THE COMPANY

A. Summary of Company’s Rebuttal Recommendation

WHAT IS THE PURPOSE OF THIS VOLUME OF YOUR REBUTTAL
TESTIMONY?

I will provide updates of my cost of capital analysis and recommended rate of
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Q6.

A6.

return using more recent financial data. I also will provide rebuttal as appropriate
to the direct testimony of Staff witness Juan Manrique, RUCO witness William

Rigsby, and Intervener witness Mr. Schoemperlen.

HOW HAS THE INDICATED RETURN ON EQUITY CHANGED SINCE
THE DIRECT FILING WAS MADE LAST JUNE?

The cost of equity has decreased somewhat, 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:

Method Low High Midpoint
Range DCF Constant Growth Estimates 8.7% 9.5% 9.1%
Range of CAPM Estimates 10.2% 13.4% 11.8%
Average of DCF and CAPM midpoint

estimates 9.4% 11.4% 10.3%
Financial Risk Adjustment -0.7% -0.7% -0.7%
Specific Company Risk Premium 1.0% 1.0% 1.0%
Indicated Cost of Equity 9.7% 11.7% 10.7%

The schedules containing my updated cost of capital analysis are attached to this
rebuttal testimony. Also attached six rebuttal exhibits, which is discussed below.
While my updated cost of capital analysis indicates a 10.7 percent return on
equity, I am recommending a cost of equity at the lower end of the range indicated.
My recommendation of a 10.2 percent ROE balances my judgment about the
degree of financial and business risk associated with an investment in GWC as well
as consideration of the current economic environment and the Company’s desire to

help reduce the impact on rate payers.




1
2 | Q7. HAVE YOU UPDATED YOUR COST OF EQUITY ESTIMATE FOR GWC
3 USING DUFF&PHELPS SIZE STUDY DATA?
4 | A7. Yes. Please see Rebuttal Exhibit TIB-COC-RBI1. I have included cost of equity
5 estimates for the water sample companies. These estimates have been adjusted for
6 leverage (financial risk) differences between the companies in the size portfolios
7 contained in the study and the water sample companies and GWC. Further, like the
8 Build-up Method cost of equity estimate using the Morningstar data, the cost of
9 equity estimates includes a water industry risk premium adjustment.! Based on
10 various measures of size the results are as follows?:
11
Stock Cost of
12 Symbol  Company Equity
13 AWR  American States Water Co. 12.26%
14 WTR  Aqua America 10.39%
15 CWT California Water Services Group 12.52%
16 CTWS  Connecticut Water Services 13.97%
17 MSEX  Middlesex Water Company 13.39%
18 SIwW SJW Corp. 13.47%
19 Average 12.67%
20 Goodman Water Company 18.20%
21
The updated 12.67 percent average for the water utility sample is in the range of
22
my CAPM estimates. My CAPM estimate of 11.8 percent (mid-point) for the
23
” sample water utilities and my overall recommendation of 10.2 percent for GWC is
' Note that the risk premium for the water utility industry is negative indicating that water utilities
25 | are less risky than the market as a whole.
26 | * See Exhibit TJB-COC-DT]1, Table 7.
LAWRENCE V.
ROBERTSON, JR.
A bt 3
0y sonantt
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Q8.
A8.

Q9.

A9.

Q10.

Al0.

very conservative compared to the analysis based upon the Duff and Phelps Study
data. It also shows that my size premium used in my cost of capital analysis of
100 basis points is likely far too low and should be much higher. Even accounting
for differences in financial risk due to differences in the capital structures, the
indicated cost of equity for GWC based on the Duff & Phelps study is over 553

basis points higher than the sample water companies.

HAVE YOU CHANGED THE ANALYSIS?

Yes. The 2011 Duff and Phelps Study improved the method of computing
unlevered risk premia and added smoothed unlevered risk premia. These
improvements eliminated a step from direct analysis by allowing me to compute
the unlevered risk premia for the sample water utilities and GWC directly rather

than first computing the levered risk premia and then unlevering the risk premia.

YOU ACCOUNTED FOR THE FACT THAT THE WATER UTILITY
INDUSTRY IS LESS RISKY THAN THE MARKET?

Yes. Based on the industry data, each of above estimates are based on the Duff and
Phelps Study is adjusted downward for the water utility industry risk. As shown in
Table 5 of Rebuttal Exhibit TIB-COC-RBI, the appropriate downward financial

risk adjustment is approximately 300 basis points.

WHAT WAS THE ASSUMED GENERAL MARKET RISK PREMIUM
YOU ASSSUMED IN YOUR SIZE STUDY?

4.4 percent, as shown in Table 5 of Rebuttal Exhibit TIB-COC-RB1. The general
market risk premium is based upon equity risk premiums from 1963 to 2010. The

long-horizon equity risk premia as determined by Morningstar is 6.7 percent.

4
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Q8.

A8.

Q9.

A9.

Q10.

A10.

Morningstar’s long-horizon equity risk premium is based upon equity risk premia

from 1926 to 2010.

IN YOUR DIRECT TESTMONY YOU ESTIMATED A SIZE PREMIUM
DIFFERENCE BETWEEN GWC AND THE PUBLICLY TRADED WATER
UTILITIES OF ONLY 90 BASIS POINTS. WHY IS THE REBUTTAL
DIFFERENCE MUCH HIGHER?

Because I found a computation error in my direct analysis. When this error is
corrected the difference is 486 basis points, not 90 basis points, between GWC and

the average of the publicly traded water utilities.

PLEASE SUMMARIZE YOUR RECOMMENDED REBUTTAL COST OF
DEBT AND EQUITY, AND YOUR RECOMMENDED REBUTTAL RATE
OF RETURN ON RATE BASE.

The Company’s recommended capital structure consists of approximately 18.3
percent debt and 81.7 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 10.2 percent. Based on my 10.2 percent recommended cost of equity and an 8.5
percent cost of debt, the Company’s weighted average cost of capital (“WACC”) is

9.89 percent, as shown on Rebuttal Schedule D-1.

WHY IS YOUR COST OF EQUITY RECOMMENDATION LOWER IN
YOU REBUTTAL THAN IN YOUR DIRECT TESTIMONY?
My lower cost of equity recommendation is the result of a combination of number

of factors. These include: 1) lower consensus estimates of long-term interest rates
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Q1l.

All.

Q12.

Al2.

which are used in my CAPM estimates; 2) lower estimates of growth for the water
utility stocks used in my DCF model; and 3) a lower estimate of the current market
risk premium used in my current market risk premium CAPM estimate. These
changes have all been impacted by the change in the economic and market
conditions and forward-looking expectations of both the economy and the water

utility industry.

HOW HAVE ECONOMIC CONDITIONS CHANGED SINCE YOU
PREPARED YOUR COST OF CAPITAL ANALYSIS IN AUGUST 2010?

During the past seven months, both the economy and the financial markets have
improved. The unemployment rate has dropped to 9.5 percent to 9.2 percent. The
economy (real GDP) grew by an annualized rate of 3.1 percent in the fourth quarter
0f 2010 compared to 1.7 percent in the third quarter of 2010. The real GDP growth
for the first quarter of 2010 was recently reported by at an annualized rate of only
1.8 percent lower than the expected 3.1 percent . For the rest of 2010, the
economy is expected to grow at a modest 3.0 percent to 3.5 percent. Economists
do continue to express concerns over the federal deficits and the high federal debt,
rising oil prices and food prices, and sluggish housing starts and existing home

sales, which are all risks to future economic growth.

HOW HAS THE ANALYSTS OUTLOOK FOR THE WATER UTILITY
INDUSTRY CHANGED SINCE YOU PREPARED YOUR COST OF
CAPITAL ANALYSIS IN AUGUST 2010?

The outlook for the Water Utility Industry hasn’t changed much other than the
recent earnings reports were disappointing. Value Line continues the theme that

despite a more business friendly regulatory environment for the water utility

6
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companies, the Water Utility Industry has lost any luster from a growth
perspective. Further, Value Line believes there are better options for investors
looking to add income producing stocks to their portfolios. They suggest that the
average Electric Utility stock generates better income. Value Line also identifies
concerns over infrastructure costs to replace rapidly decaying infrastructures while
at the same time most in this group are strapped for cash. The additional shares or
debt offerings from financing these costs are likely to increase financial risk and/or

dilute shareholder gains moving ahead.’

B. Summary of the Staff, RUCO, and Schoemperlen Recommendations.

Q13. PLEASE SUMMARIZE THE RESPECTIVE RECOMMENDATIONS OF

Al3.

STAFF, RUCO, AND SCHOEMPERLEN FOR THE RATE OF RETURN
ON FAIR VALUE RATE BASE.
Staff is recommending a capital structure consisting of 18.4 percent debt and 81.6
percent equity.’ Staff determined a cost of equity of 9.1 percent based on the
average cost of equity produced by its DCF and CAPM models.’ Staff did not
consider firm size and firm-specific risks in it analysis. Staff also determined the
cost of debt to be 8.5 percent.’ Based on its 18.4 percent debt and 81.6 percent
equity capital structure, Staff determined the WACC for GWC to be 9.0 percent. 7
RUCO also did not consider firm-size and firm-specific risks other than

financial risk. RUCO determined its recommended cost of equity of 9.0 percent

3 Value Line, April 21, 2011.
* See Direct Testimony of Juan C. Manrique (“Manrique Dt.”) at 33.

SId
Id
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based on the results its DCF and CAPM methods.? But, RUCO also recommends a
hypothetical capital structure of 40 percent debt and 60 percent equity and a
hypothetical cost of debt of 6.13%.” Based on its hypothetical 40 percent debt and
60 percent equity capital structure, RUCO determined the WACC for GWC to be
7.85 percent.'” The hypothetical capital structure and hypothetical debt results in an
effective overall return on equity of only 6.6 percent. This return is clearly
inadequate and does not meet the just and reasonable standards as set out in Hope
and Bluefield."!

Mr. Schoemperlen recommends a cost of equity of 8.0 percent.'? Like
RUCO, Mr. Schoemperlen recommends a hypothetical capital structure of 40
percent debt and 60 percent equity. Mr. Schoemperlen recommends a cost of debt
of 5.82 percent which is comprised of 18.3 percent debt at a cost of 8.5 percent and
20.6 percent debt at a cost of 3.68 percent. Based on his hypothetical 40 percent
debt and 60 percent equity capital structure, Mr. Schoemperlen determined the
WACC for GWC to be 7.16 percent.” The hypothetical capital structure and
hypothetical debt results in an effective overall return on equity of only 5.87
percent under Mr. Schoemperlen’s approach. Like RUCO’s low effective return
on equity, the 5.87 is clearly inadequate and does not meet the just and reasonable

standards as set out in Hope and Bluefield.

Q14. PLEASE SUMMARIZE THE PARTIES RESPECTIVE COST OF EQUITY

8 See Direct Testimony of William A. Rigsby Dt. (“Rigsby Dt.”) at 7.

"1 Bourassa Dt. at 13-24.

12 See Direct Testimony of James Schoemperlen (“Schoemperlen Dt.”) at 30.
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Al4.

Q15.

Als.

Q16.

Ale6.

ESTIMATES AND RECOMMENDATIONS.

The respective parties’ cost of equity recommendations are summarized below:

Party DCF CAPM  Average Recommended
GWC 9.8% 12.6% 10.7% 10.2%
Staff 9.0% 9.1% 9.1% 9.1%
RUCO 9.2% 5.85% 7.52% 9.0%
Intervener — Schoemperlen 8.0%

THE COST OF EQUITY RECOMMENDATION OF RUCO DIFFERS
SIGNIFICANTLY FROM THE ESTIMATES PRODUCED BY RUCO’S
DCF MODEL AND CAPM MODEL. PLEASE COMMENT.

RUCO proposes a cost of capital of 9.0 percent, even though RUCO’s models
produce an indicated cost of equity of 7.52 percent. This would make sense if
RUCO intends to recognize GWC’s smaller size, lack of liquidity and other firm-
specific risks.  The explanation given by Mr. Rigsby for his higher
recommendation was that he believed the 9.0 percent would cover any investor

concerns regarding any unique business risk associated with Gwc.M

DESPITE MR. RIGSBY’S RECOMMENDATION OF 9.0 PERCENT, MR.
RIGSBY’S PROPOSED A HYPOTHETICAL CAPITAL STRUCTURE FOR
GWC WHICH RESULTS IN AN EFFECTIVE RATE OF RETURN ON
EQUITY OF 6.6 PERCENT LESS THAN MR. RIGSBY’S COST OF
EQUITY ESTIMATE OF 7.52 PERCENT. PLEASE COMMENT.

I will discuss RUCO’s effective rate of return on equity of 6.6 percent later in my

4 Rigsby Dt. at 52.
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Q17.

Al7.

Q18.

testimony. For now, the average of Mr. Rigsby’'s DCF and CAPM estimates,
which are based on data for large, publicly traded utilities, is 7.52 percent. Even
though Mr. Rigsby appears to generous in recommending a 9.0 percent return, Mr.
Rigsby is effectively providing a return to the equity holders of GWC that is less
than the cost of equity indicated by his models. It is apparent that RUCO has
manipulated the Company’s capital structure and the cost of debt in order to
ultimately provide a 6.6 percent return on equity. This sleight-of-hand should be
seen by the Commission as an obvious manipulation of models, consistent with
RUCO’s 'results-oriented" rate making methodologies as noted by this

Commission in Decision No. 69164.%

MR. BOURASSA, YOU AREN'T DISCOURAGING RUCO FROM
SUGGESTING A HIGHER ROE THAN ITS MODELS INDICATE, ARE
YOU?

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. 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.

MR. SCHOEMPERLEN HAS RECOMMENDED AN EQUITY RETURN OF
8.0 PERCENT, HOWEVER, MR. SHOEMPERLEN ALSO PROPOSES A
HYPOTHETICAL CAPITAL STRUCTURE FOR GWC WHICH RESULTS

"> Black Mountain Sewer Corporation, Decision No. 69164 (Dec. 5, 2006) at 19-20.

10
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Al8.

Q19.

Al9.

IN AN EFFECTIVE RATE OF RETURN ON EQUITY OF 5.87 PERCENT;
LESS THAN MR. SHOEMPLERLEN’S COST OF EQUITY ESTIMATE OF
8.0 PERCENT. PLEASE COMMENT.

I will discuss Mr. Schoemperlen’s effective rate of return on equity of 5.87 percent
later in my testimony. For now I simply observe that, like RUCO, Mr.

Schoemperlen’s recommendations are results-oriented and should be rejected.

HOW DO THE PARTIES’ RECOMMENDATIONS COMPARE TO
OTHER FORECASTS OF COMMON EQUITY RETURNS?

Value Line, a reputable publication that has been used by the Company, Staff, and
RUCO cost of capital witnesses, publishes forecasts of returns on common equity
for larger publicly traded companies. These water utilities are included in my
sample group and in Staff’s sample group. Value Line (April 22, 2011) projects the

following returns on equity for those utilities:

American States Water 12.5%
Aqua America 13.0%
California Water 10.0%
SJW Corp. 1.5%
Average 10.8%

Just as important, the currently authorized ROE’s for the sample water utility
companies as reported by AUS Utility Reports (April 2011) average 10.14 percent

and are as follows:

American States Water 10.20%
Aqua America 10.33%
California Water 10.20%

11
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Connecticut Water 9.75%

Middlesex Water 10.15%
SJW Corp. 10.20%
Average 10.14%

In addition, all of the sample water utilities are significantly larger than GWC. As
I have discussed it is well documented that investment risk increases as the firm
size decreases, all else remaining constant.'® AUS Utility Reports (April 2011)

reports the following information for these utilities (in millions of dollars):

Net Plant Revenue
American States Water $ 855.0 $ 400.8
Aqua America $3,469.3 $ 726.1
California Water $1,270.2 $ 460.4
Connecticut Water $ 3442 § 68.1
Middlesex Water $ 398.7 $102.7
SIW Corp. $ 6924 $215.6
Average $1,171.6 $329.0

The average net plant for these utilities are over 248 times that of GWC and the
average total revenues are over 574 times that of GWC. Moreover, most of these
utilities operate in jurisdictions such as California and Pennsylvania that use
projected or partially projected test years, and authorize surcharges and other cost
recovery mechanisms which allow the recovery of increases in costs outside a
general rate case. Therefore, not only because of size, for which the empirical data
from Duff and Phelps and Ibbotson among others support, these large publicly
traded utilities are less risky than GWC.

18 Bourassa Dt. at 39-40.

12
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Q20.

A20.

Q21.

A2].

The foregoing data on expected book returns, authorized returns, and
measures of size provides an unbiased indication that the Staff, RUCO, and Mr.
Schoemperlen recommendations for GWC are simply too low and should not be

adopted by the Commission.

THE COMMISSION AUTHORIZED SAHUARITA WATER COMPANY A
10.3 PERCENT RETURN ON EQUITY IN ITS RECENT RATE CASE.
PLEASE COMMENT.

The Commission recently authorized Sahuarita Water Company (“SWC”) a 10.3
percent return on equity in Decision 72117 (February 11, 2011)."” SWC is nearly 5
times the size of GWC in terms of net plant and over 4.4 times the size of GWC in
terms of revenues. Further, its rates will be in effect roughly during the same time
frame as Goodman Water Company. The Company cannot compete for capital
with such low recommendations by the other parties not only with respect to SWC

but with respect to the large publicly traded water utility companies.

WERE YOU SURPRIZED BY STAFF’S RECOMMENDATION OF 9.1
PERCENT?

Yes. Given the recently authorized 10.3 percent return on equity Staff
recommended in the Sahuarita Water rate case. I realize that Staff’s cost of capital
analysis for Sahuarita Water Company was performed back in 2010, but it seemed
to me to be very low. Since Staff prepared its cost of capital analysis, Value Line
has published new reports for the water utility industry for April 21, 2011. 1
therefore updated the Staff models to April 21, 2011. Based on the updated Staff

"7 Decision 72177 (February 11, 2011) at 30.

13
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models, the current indicated cost of equity is at least 9.6 percent.

II. REBUTTAL TO STAFF’S COST OF CAPITAL ANALYSIS, TESTIMONY
AND RECOMMENDATIONS

A. Updates to Staff’s Models

Q22. HAVE YOU UPDATED THE STAFF MODELS AS OF APRIL 22, 2011?
A22. Yes. The indicated cost of equity is 9.6 percent. While I believe that 9.6
percent is still too low, the 9.6 percent is 50 basis points higher than Staff’s analysis from

January 2011. I have attached the results of an updated analysis using the Staff models at
Rebuttal Exhibit TIB-COC-RB2.

B. Rebuttal to Staff’s Criticisms of Analysts’ Estimates of Growth

Q22. MR. MANRIQUE CRITICIZES YOU FOR GIVING MORE WEIGHT TO
ANALYSTS’ ESTIMATES THAN TO HISTORICAL GROWTH RATES.
HOW DO YOU RESPOND?

A22. 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 a weight greater than 50 percent should be given to analysts’

estimates.'’

¥ Manrique Dt. at 38.
1 See Direct Testimony of Thomas J. Bourassa — Cost of Capital (“Bourassa COC Dt.”) at 29-32.

14
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Q23. WHAT ABOUT MR. MANRIQUE’S ASSERTION THAT ANALYSTS’

A23.

ESTIMATES ARE “OVERLY OPTIMISTIC”?

I refer back to my direct testimony at page 28. Gordon, Gordon, and Gould
conducted a study and found analyst forecasts of growth outperformed three
measures of historical growth. They explain that this result should be expected
because analysts would consider historical data in making future projections. In

their own formal study, the authors concluded:

We have compared the accuracy of four methods for
estimating the growth component of the discounted cash flow
yield on a share: past growth in earnings (KEGR), past
rowth in dividends (KDGR), past retention growth rate
KBRG), and forecasts of growth by security analysts
(KFRG). ... For our sample of utility shares, KFRG
performed well, with KBRG, KDGR, and KEGR following in
that order, and with KEGR a distant fourth....

Before closing, we have three observations to make. First,
the superior performance by KFRG should come as no
surprise. All four estimates of growth rely upon past data, but
in the case of KFRG a larger body of past data is used,
filtered through a group of security analysts who adjust for

abnormali%es that are not considered relevant for future
growth....

As I have testified, to the extent that past results provide useful indications of
future growth prospects, analysts’ forecasts of growth would already incorporate
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

2 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.

21 Bourassa COC Dt. at 30.

221611,
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Q24.

A24.

Q2s.

A25.

forecasts for determining equity costs.

HAS MR. MANRIQUE OFFERED ANY EVIDENCE THAT INVESTORS
DO NOT RELY ON ANALYST ESTIMATES?

No. Nor Does Mr. Manrique does not offer any evidence on the extent investors
rely on historical growth or on analyst estimates of future growth. Mr. Manrique
offers no quantitative or conceptual argument to rebut the conclusions of 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 future growth for utilities than analysts’ estimates of
growth. Mr. Manrique is using Staff’s inputs into the DCF model mechanically
without considering the reasons for using those inputs. Unfortunately, Staff’s
inputs gives less weight to the best estimate of future growth in in an effort to drive

down the cost of equity.

DOESN’T MR. MANRIQUE’S TESTIMONY ON PAGE 38 REFERENCING
PROFESSOR GORDON’S REMARKS AT THE 30™ ANNUAL FORUM OF
THE SOCIETY OF UTILITY AND REGULATORY FINANCIAL
ANALYSTS CONTRADICT WHAT THE AUTHORS HAVE
CONCLUDED?

No. 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 higher

16




O 0 3 O wn e WD

N NN NN r= e e e e e e e e e
B OOW N = O O 00 NN N N W N = O

25
26

LAWRENCE V,
ROBERTSON, JR.
ATTORNEY AT Law

P.0. Box 1448

TUBAC, ARIZONA 85646

(520)-398-0411

Q26.

A26.

Q27.

A27.

analysts’ growth rates with the typically lower GNP growth rate.”*’ I am 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.**

DOES MR. MANRIQUE ADMIT THAT ANALYST ESTIMATES
CONSIDER PAST GROWTH RATES?

Yes.” 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.

DO YOU HAVE FURTHER REBUTTAL TO MR. MANRIQUE’S
“OVERLY OPTIMISTIC” TESTIMONY?

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
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

» Manrique Dt. at 39.

24 See Rebuttal Schedule D.4-4, column 5. The average of historical growth rates is 4.45%. The
long-term GDP growth rate is 6.6% as shown on Staff’s Schedule JCM-9.

2% Manrique at 38.

26 Id
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Q28.

A28.

similar investment services. Neither markets stock — they sell information, which
won’t be purchased if it is inaccurate or biased. Yahoo Finance is a free 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 has any reason to provide
inaccurate information to its users. But, more importantly, whether the estimates
by Value Line, Morningstar, Zacks, or Yahoo Finance turn out to be inaccurate is
irrelevant. The importance of analyst estimates is that they reflect widely held

investor expectations.

DO YOU HAVE ANY FURTHER COMMENTS ON THE TOPIC OF
STAFF’S DCF GROWTH ESTIMATES, MR. BOURASSA?
Yes. I am attaching a copy of document filed with the public utilities commission
in a 2005 California rate case at Rebuttal Exhibit TIB-COC-RB3. 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. Financial analysts exert a strong influence on the
expectations of many investors who do not possess the
resources to make their own forecasts, that is, they are a cause
of g. The accuracy of these forecasts in the sense of whether
they turn out to be correct is not at issue here, as long as they
reflect widely held expectations. As long as the forecasts are
typical and/or influential in that they are consistent with
current stock price levels, they are relevant. The use of
analysts’ forecasts in the DCF model is sometimes denounced
on the grounds that it is difficult to forecast earnings and
dividends for only one year, let alone for longer time periods.
This objection is unfounded, however, because it is present

18
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investor expectations that are being priced, it is the consensus
Jorecast that is embedded in price and therefore_in required
return, and not the future as it will turn out to be.

Dr. Myron Gordon, the same Professor Gordon Mr. Manrique quotes in his
testimony as 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:

We have seen that earnings and growth estimates by security
analysts were found by Malkiel and Cragg to be superior to
data obtained from financial statements for the explanation of
variation in price among common stocks. ... Estimates by
security analysts available from sources such as IBES are
Jar superior to the data available to Malkiel and Cragg. Eq
(7) is not as elegant as Eq (4), but it has a good deal more
intuitive appeal. It says that investors buy earnings, but what
they will pay for a dollar of earnings increases with the extent
to which the earnings are reflected in the dividend or in
appreciation through growth.?® (emphasis added)

Professor Gordon recognized that total return is largely affected by the terminal
price, which is mostly affected by earnings (hence the common use of
price/earnings multiples in evaluating stock prices).

As noted by Dr. Gordon, studies performed by Cragg and Malkiel

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 available 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

*7Roger A. Morin. New Regulatory Finance (2006) 298 (emphasis added).
** Gordon, Myron J., “Pricing of Common Stocks”, Seminar (March 27, 1990) at 12-13.
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Q29.

A29.

therefore noteworthy that our regression results do support the
hypothesis that analysts’ forecasts are needed even when calculated
growth rates are available. As we noted when we described the data,
security analysts do not use simple mechanical methods to obtain
their evaluations of companies. The growth-rate figures we
obtained were distilled from careful examination of all aspects of the
companies’ records, evaluation of contingencies to which they might
be subject, and whatever information about their prospects the
analysts could glean from the companies themselves from other
sources. It is therefore notable that the results of their efforts are
found to be so much more relevant to the valuation than the
various simpler and more “objective” alternatives that we tried. 2
(emphasis added)

Vander Weide and Carleton further note:

[O]ur studies affirm the superiority of analyst’s forecasts over simple
historical 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.

THAT’S A LOT OF EXPERT COMMENTARY, BUT WHAT DOES IT ALL
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
they are willing to pay for stocks. Therefore, they should play a prominent role in
a proper equity cost determination. Staff, however, has failed to give these
forecasts sufficient weight in its analysis. Even Mr. Dreman, who Mr. Manrique

relies on’', admits that:

» John G. Cragg and Burton G. Malkiel, “Expectations and the Structure of Share Prices”
National Bureau of Economic Research (University of Chicago Press, 1982) Chapter 4.

30 James H. Vander Weide and Willard T. Carleton, “Investor Growth Expectations: Analysts vs.
History” (The Journal of Portfolio Management, Spring 1988) 78-82.
31 Manrique Dt. at 36.
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Q30.

A30.

We have also seen that in spite of high error rates being
recognized for decades, neither analysts nor investors who
religigusly depend on them have altered their methods in any
way.

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, and 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. Manrique 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.

HOW DO YOU RESPOND TO MR. MANRIQUE’S REFERENCE TO
PROFESSOR JEREMY SIEGEL?
Mr. Manrique’s reliance on the quote from Jeremy Siegel that “dividends and not

3 The DCF model assumes, among other

earnings are meaningful” is puzzling.’
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

32 David Dreman, Contrarian Investment Strategies: The Next Generation 115-116 (Simon &
Schuster 1998).

* Manrique Dt. at 39-40.
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Q31.

A31.

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; I used 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
important to investors, and is therefore an entirely appropriate proxy for growth in
the DCF model.

Of course, I would 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. In
that regard, I am sure Professor Siegel would agree that future cash flows would
not only include dividends but the future sales price of the stock. I would also add
that an investment in the stock of a publicly traded utility is much more liquid than
an investment in GWC. If investors are unhappy with the return provided by a
publicly traded stock they can sell the stock within minutes. Whereas, an
investment in GWC does not provide the same level of liquidity. This lack of

liquidity creates additional investment risk.

DO YOU HAVE ANY FURTHER RESPONSE TO MR. MANRIQUE
REGARDING THE ISSUE OF USING ANALYSTS’ FORECASTS AND
THE APPROPRIATE WEIGHT THEY SHOULD BE GIVEN?

Yes, I have one more comment. I find Mr. Manrique’s reliance on a quotation
from Dr. Burton G. Malkiel is somewhat confusing. Dr. Malkiel is the Chemical

Bank Chairman's Professor of Economics at Princeton University and author of the

34 See Rebuttal Schedule D.4-3 and Rebuttal Schedule D.4-4.
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widely read national bestseller book on investing entitled, "A Random Walk Down
Wall Street." Mr. Manrique quotes Dr. Malkiel’s apparent criticism of analysts’
estimates. Yet, in November 2002, Professor Malkiel 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 durmg the late 1990s. Therefore,
analysts’ forecasts remain the proper tool to use in
performing a Gordon Model DCF analysis.”® (emphasis
added)

I believe that Dr. Malkiel’s testimony should eliminate any disagreement on this

issue.

C. Firm Specific Risk

Q32. IS MR. MANRIQUE CORRECT THAT PRIOR COMMISSION

A32.

DECISIONS DID NOT FIND A FIRM SIZE PHENOMENON FOR
REGULATED UTILITIES?

Yes, Mr. Manrique is correct, although the Commission’s failure to recognize that
small firms are riskier 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. Frankly, I am astonished that the

Commission does not recognize what the rest of the financial world already does.

35 See Rebuttal testimony of Dr. Burton G. Malkiel, South Carolina Electric and Gas Co., Docket
No. 2002-223-E, pp. 16-17 (emphasis added).

23




O 0 N1 N W Rk W

[\ T NG T NG T N T NG T A i e e i e e
B W NN = O O 0 NN N R W N~ O

25
26

LAWRENCE V.
ROBERTSON, JR.

ATTORNEY AT LAW
P.0. BoX 1448
TUBAC, ARIZONA 85646
(520)-398-0411

Q33.
A33.

This head-in-the-sand mentality is both frustrating and disturbing. Putting that
aside, there are many reasons why smaller utilities are more risk 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 GWC as having the 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.

The bottom line is that if the differences in risk between small utilities like
GWC and the large, publicly traded water utilities used to estimate the cost of

equity are ignored, GWC’s equity cost will be understated and unreasonable.

IS FIRM SIZE A UNIQUE RISK?

No. The firm size is a systematic risk factor.’’ We know that based on empirical
financial data that the firm size phenomenon is real. Moreover, we know that the
capital asset pricing model is incomplete and does not fully account for the higher
returns on small company stocks. In other words, the higher risks associated with
smaller firms is not fully accounted for by beta.

With respect to the relationship between firm size and return, Morningstar states®®:

One of the most remarkable discoveries of modern finance is
that of a relationship between firm size and return. The
relationship cuts across the entire size spectrum but is most
evident among smaller companies which have higher returns
than larger ones. Many studies have looked at the effect of
firm size and return...

36 Bourassa COC Dt. at 15-21.

37 Shannon P. Pratt and Roger J. Grabowski. Cost of Capital: Applications and Examples, Fourth
Edition. John Wiley and Sons, 2010. p. 56.

3% Morningstar, Ibbotson SBBI 2010 Valuation Yearbook, at 85.
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Q34.

A34.

Q35.

A3s.

With respect to the CAPM, Morningstar states®”:

The firm size phenomenon is remarkable in several ways.
First, the greater risk of small stocks does not, in the context of
the capital asset pricing model (CAPM), fully account for their
higher returns over the long term. In the CAPM only
systematic, or beta risk, is rewarded; small company stocks
have had returns in excess of those implied by their betas.

DO INVESTORS CONSIDER SMALL FIRM RISKS AS WELL AS
REGULATORY RISKS?

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 GWC. None of the utilities in
Staff’s water proxy group are of comparable size to GWC.* In fact, GWC is but a
small fraction of the size of the water utilities in Staff’s proxy group. And none of
the water utilities in Staff’s water proxy group operate exclusively in Arizona and

are subject to this jurisdiction’s regulatory requirements and policies.*!

HOW DO YOU RESPOND TO MR. MANRIQUE’S ASSERTION THAT
THE ARIZONA REGULATORY ENVIRONMENT IS NO LESS
FAVORABLE THAN THE REGULATORY ENVIRONMENTS FACED BY
THE SAMPLE UTILITIES?

I disagree with him. Mr. Manrique testifies that the regulatory environment in

Arizona has many “attractive attributes,” including the ability to seek accounting

3 Morningstar at 89.
“ Bourassa COC Dt. at 17.
Y Id at 16-22.

25




O o0 3 O s W N

NN NN N e e e e e e e e e e
B W N = O O 0 NN ke WD = O

25
26

LAWRENCE V.
ROBERTSON, JR.
ATTORNEY AT LAW

P.0. Box 1448

TUBAC, ARIZONA 85646

(520)-398-0411

Q36.

A36.

Q37.
A37.

Q38.

A38.

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 identified.

LET’S START WITH ACCOUNTING ORDERS. ARE ACCOUNTING
ORDERS AN “ATTRACTIVE ATTRIBUTE” OF REGULATION IN
ARIZONA?

No. I have no reason to believe 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 by such orders. Rather, accounting orders issued by this

Commission postpone consideration of any cost recovery until a future rate case.

WHAT ABOUT THE RECOGNITION OF “KNOWN AND
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

2 Manrique Dt. at 41.
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known and measurable changes cannot be made to either the test year rate base or
to test year revenue and expenses in 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 SJTW Corp.) primarily operate, uses future
test years in setting rates. Under that state’s rate making system, future expenses
can be increased to reflect expected changes 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 simple
recognition of known and measurable changes to an historical test year.

Moreover, California allows adjuster mechanisms that permit utilities to
recover increases in purchased power and purchased water costs due to increases
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 known
increases in investment and operating expenses, utilities are given a reasonable
chance to earn their authorized return.

In contrast, adjuster mechanisms for purchased water and purchased power
have been uniformly opposed by Staff over the past decade, and they have denied

by the Commission.** And, I don’t believe that I have ever seen a revenue

3 See, e.g. Chaparral City Water Company, Decision 68176 (Sept. 30, 2005); Arizona Water
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Q39.

A39.

Q40.

A40.

conservation adjustment adopted by the Commission for an Arizona water utility

with inverted-tier rates designed to encourage water conservation.

DIDN’T THE COMMISSION PROVIDE ARSENIC COST RECOVERY
MECHANISMS IN THE PAST?

To some extent. But generally these mechanisms have only for allowed recovery
of debt service costs not capital and depreciation. That was beneficial, particularly
for utilities that could not cash flow the debt service without this mechanism in
place. However, these mechanisms did not include recovery of increases in
operating and maintenance costs associated with the 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

America also operates in jurisdictions that allow utilities to implement rates before

Company (Eastern Group), Decision No. 66849 (March 19, 2004).
¢ Bourassa COC Dt at 19-20.
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Q41.

A41.

a final decision in a rate case.” 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.

HOW DO YOU RESPOND TO MR. MANRIQUE’S TESTIMONY ON
PAGE 41 THAT INVESTORS CONTINUE TO ACQUIRE ARIZONA
UTILITIES AND INVEST CAPITAL IN ARIZONA SO THERE IS NO
REASON TO BELIEVE CAPITAL INVESTED IN ARIZONA IS AT A
DISADVANTAGE?

I am aware of several Arizona utilities'’ who have expressed concerns over their
ability to attract capital in Arizona. Two prominent publicly traded companies
have abandoned Arizona; American Water Works recently sold Arizona-American
Water Company and American States Water recently sold Chaparral City Water
Company. The concerns over capital attraction are directly related to the returns

provided and the regulatory environment in Arizona. But that isn’t the point. We

$1d

46[d
47

e.g. Arizona-American Water Company, Arizona Water Company, American States Water

Company, Algonquin Power & Ultilities Corp.
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Q42.

A42.

Q43.

A43.

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 does choose to adopt these policies, it cannot also ignore the impact on
investment risk. The criteria established by the Supreme Court in decisions such as

Bluefield Water Works apply in Arizona too.

ARE YOU AWARE OF ANY STUDIES THAT SUPPORT YOUR
TESTIMONY THAT ARIZONA IS NOT AN ATTRACTIVE
REGULATORY ENVIRONMENT?

Yes. Standard and Poor’s, for example, issued a report in November 2008 that
ranked Arizona among the least credit supportive regulatory environments.”® A
more recent example is the Janney Capital Markets (“Janney”) ranking of water
utility regulation and valuation which places Arizona at the bottom of the list. A
copy of the Janney report is attached at Rebuttal Exhibit TJB-COC-RB4. Investors
do recognize the overall effect of the unfavorable regulatory environment here in

Arizona.

IS THERE A WAY TO PRECISELY QUANTIFY THE EFFECT OF THESE
ADDITIONAL RISKS (OTHER THAN FIRM SIZE) ON THE RETURN
REQUIRED BY AN INVESTOR?

No. But that does not justify ignoring the differences between the sample utilities

48 Assessing U.S. Utility Regulatory Environments, Rating Directs, Standard and Poor’s

(November 7, 2008).
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Q44.

A44.

Q45.

A45.

and GWC, as Staff proposes.

HAVE YOU USED A COMANY SPECIFIC RISK PREMIUM IN YOUR
COST OF CAPITAL ANALYSIS?
No. I have only considered firm-size which is not a unique risk but a risk that is

reflected in the market for small firms.*’

PLEASE RESPOND TO MR. MANRIQUE’S TESTIMONY ON PAGE 42
THAT REGULATORY RISK IS A FIRM-SPECIFIC RISK AND
INVESTORS CANNOT EXPECT TO BE COMPENSATED FOR FIRM-
SPECIFIC RISKS.

As 1 already testified, firm size is not a firm-specific risk. I will also say that
business risk, which is priced by the market, is also not firm-specific. We develop
proxy groups for the water utility industry based on this premise. But, to assume
the business risk of the large publicly traded water utilities is the same as that for
GWC is nonsense. Never-the-less Mr. Manrique’s assertion is undermined by the

fact that the Bluefield standard requires the return on equity be commensurate with

returns on enterprises with comparable risks (the “comparable earning standard™).
The impact of the various factors on investment risk that I have discussed
throughout my testimony, such as small size, construction risk, regulatory risk, lack
of diversification, small customer base, liquidity risk, etc., are factors which make
GWC more risky and therefore not comparable to the large publicly traded water
companies.

Mr. Manrique does not dispute the data contained in Morningstar or Duff

¥ Pratt at 56.
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Q4e6.

A46.

and Phelps supporting small company risk premiums.”® It also stands to reason that
GWC would have higher beta than the sample water companies.”’ Mr. Manrique
admits that smaller companies tend to have higher betas than larger companies due
to larger variations in earnings and thus making smaller companies more risky.’ 2
Yet, Mr. Manrique blindly accepts that the average beta of the much larger publicly

traded water utilities as the beta for GWC.

ON PAGE 42 OF HIS TESTIMONY MR. MANRIQUE STATES THAT
THERE IS NO ACCEPTED ANALYSIS THAT DEMONSTRATES THAT
UTILITIES ARE SUBJECT TO THE SAME SIZE DEPENDENT BETAS AS
THE MARKET. PLEASE RESPOND.

I find it ironic that Mr. Manrique essentially admits that the Staff’s often cited
Annie Wong study” does not prove that a firm size effect does not exist in the
regulated utility industry. It would appear that the Commission’s reliance in the
Black Mountain Sewer Company rate case’’ on Staff’s unequivocal assertion that
the firm size phenomenon does not exist for regulated utilities was unwarranted.”
That said, Mr. Manrique’s dismissal of the fact that smaller companies are more
risky than larger companies with respect to utilities defies the empirical financial
evidence and rational investor behavior. In Mr. Manrique’s world, the evidence

and rational investor behavior cease to exist for utility investments. Risks that

*% Small company risk premiums are the risk premiums not explained by the higher betas for
small companies.

>! Bourassa COC Dt. at 31-32.
32 Manrique Dt. at 42.

> Wong, Annie. “Utility Stocks and the Size Effect: An Empirical Analysis.” Journal of the
Midwest Finance Association. 1993. Pp. 95-101.

34 See Docket No. SW-02361A-08-0609.
> Manrique Dt. at 42-43.
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Q47.

A47.

Q46.

A4é6.

would obviously be considered by any rational investor such as liquidity risk and
other risks of small business investments are simply ignored by Mr. Manrique.
Would a rational investor really regard an equity investment in GWC as presenting
less risk than an equity investment in Aqua America or in Connecticut Water
Services, which have AA- and A bond ratings, respectively? The answer is a

resounding “no”.

PLEASE RESPOND TO MR. MANRIQUE’S TESTIMONY ON PAGE 40
REGARDING YOUR USE OF A 5-YEAR TIME PERIOD TO MEASURE
HISTORICAL GROWTH RATES.

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. A 10-year period includes one period of economic expansion and
two periods of economic recession. 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. Regardless of the time period, however, past growth
rates can 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
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.

WOULD IT HAVE MATTERED IF YOU USED 10-YEAR HISTORICAL
DATA IN YOUR ANALYSIS?

For all practical purposes, my S-year and 10-year estimates of growth as well as
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III.

Q47.

A47.

Q48.

A48.

Q49.

A49.

my overall cost of equity in the instant case would have been about the same.

REBUTTAL TO RUCO’S COST OF CAPITAL ANALYSIS, TESTIMONY

AND RECOMMENDATIONS

A. Proxies Used to Develop Cost of Equity
IS MR. RIGSBY’S SAMPLE GROUP DIFFERENT THAN THE
COMPANY’S AND STAFF’S SAMPLE?

Yes. Mr. Rigsby uses three 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.

DO YOU HAVE ANY CONCERNS REAGRDING MR. RIGSBY’S WATER
PROXY GROUP?

Yes. Itis limited to only 3 companies (American States Water, Aqua America, and
California Water Company). Mr. Rigsby ignores the three other water utilities
used by both Staff and myself (Connecticut Water, Middlesex Water, and SIW
Corp.). More than three water companies are followed by Value Line. Mr. Rigsby
states that he does not use these companies because Value Line does not provide
the same type of forward-looking information (i.e. long-term estimates of return on

common equity, and share growth).*

DOES THIS PREVENT THESE COMPANIES FROM BEING USED IN A
PROXY GROUP?

Clearly, no. Both Staff and the Company utilize these companies in their respective

3¢ Rigsby Dt. at 20.
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Q50.

A50.

Qsl.

ASl1.

Q52.

AS2.

proxy groups. Despite the lack of some forward-looking information, beta’s and
historical information are available from Value Line. Further, forward looking

estimates for earnings are available from Zacks, Morningstar, and Yahoo Finance.

ARE THERE CURRENTLY FORWARD LOOKING ESTIMATES OF
LONG-TERM RETURNS ON COMMON EQUITY AND SHARE GROWTH
FOR SJW CORP. FROM VALUE LINE?

Yes.”’

DOES MR. RIGSBY ALSO USE GAS DISTRIBUTION COMPANIES TO
DEVELOP HIS ESTIMATE OF THE COST OF EQUITY?

Yes, this helps to overcome his small water utility sample. Mr. Rigsby uses 9
natural gas companies. However, the sample gas utilities he uses are less risky and
therefore not comparable to water utilities. His sample water companies, for
example, have an average beta of 0.72, while his sample gas companies have an
average beta of just 0.66.°® That means that the equity cost for the water utility
sample is greater than the gas utilities sample, based on their relative riskiness.
Even though the water utility sample has more systematic risk than the gas utility
sample, Mr. Rigsby assumes that the gas utilities and water utility have the same

systematic risk and are directly comparable. They are not.

CAN GAS UTILITIES BE USED TO ESTIMATE GWC’S COST OF
EQUITY?

Yes, but it is only fair and proper to use gas companies if the results produced by

*7 See Value Line Ratings and Reports, April 22, 2011.
%% See RUCO Schedule WAR-7, page 1 of 2.
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Qs3.
AS3.

the DCF and CAPM models are adjusted upward to reflect the water utilities’

additional risk. Mr. Rigsby made no such adjustment.

HAS THIS ISSUE EVER COME UP BEFORE?

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 Eastern 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, Staff’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 significant downward adjustment” to make the two industry groups
comparable in terms of market risk.®’ Here, in contrast, a significant upward
adjustment to the gas utility sample’s average cost of equity is necessary to make

the gas utility sample comparable to RUCO’s water utility sample.

*° Arizona Water Company (Eastern Group), Decision No. 66849 (March 19, 2004) at 21; see also
Arizona-American Water Company Decision No. 67093 (June 30, 2004) at 27.

50 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, Docket No. W-01445A-02-0619 (filed July 8, 2003), Sch. JMR-7, Sch. JMR- 18.

8! Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619 (filed July 8, 2003) at 26 (italics
original). See also Decision No. 66849 at 21.
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Q54. CAN YOU QUANTIFY THE ADJUSTMENT NEEDED IN THIS CASE TO

A54.

QsSs.

ASS.

MAKE THE GAS UTILITIES SAMPLE COMPARABLE TO THE WATER
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 6.0 percent and
5.7 percent, respectively. This is a 30 basis point difference, which reflects the

relative riskiness of the two sample groups.

HOW WOULD YOU FACTOR IN THE DIFFERENCE IN RISK
INDICATED BY THE AVERAGE BETA OF EACH UTILITY GROUP IF
YOU WERE TO USE THE GAS UTILITIES?

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 30 basis points. Because of the method used by Mr. Rigsby to
implement the CAPM, however, 30 basis points understates the required
adjustment to properly reflect the gas utilities’ lower investment risk. If my
method and inputs are used instead, similar to the method used in the
aforementioned Arizona Water Eastern Group case, the risk differential is 110

basis points, calculated as follows:

Rf Beta Rp K
Historic MRP — Gas 51% + 066 X 67% = 95%
Current MRP — Gas 51% + 0.66 X 109% = 12.3%
Average Gas Utility Sample 10.9%
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Q56.

AS6.

Average Water Utility Sample® 11.8%
Difference/Risk 1.1%
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 GWC.

ARE THERE ANY OTHER INDICATIONS, BASED ON RUCO’S GAS
UTILITY SAMPLE, THAT GWC’S COST OF EQUITY IS
CONSIDERABLY HIGHER THAN THE RECOMMENDATIONS OF
RUCO AND STAFF?

Yes. The Commission recently authorized a 10.0 percent return on equity for
Southwest Gas Corporation.” In April 2010, the Commission adopted a 9.5
percent return in equity in the rate case for UNS Gas.**  So, recent decisions on
cost of equity for gas companies have averaged 9.75 percent. 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 GWC,
based on the Commission’s recent decision for Southwest Gas and for UNS Gas, is
10.85 percent (9.75% + 1.1%, as shown above). That equity cost is substantially
higher than the cost of equity produced by Mr. Rigsby’s models, 7.54 percent, or

the 9.0 percent equity return he has recommended for GWC. Again, it is apparent

62 See Rebuttal Schedule D-4.12.
83 Decision No. 70665 (Dec. 24, 2008).
8 Decision No. 71263 (April 14, 2010).
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that something is wrong with the methods and inputs Mr. Rigsby has used in this
case.

B. Criticisms of RUCO’s Implementation of the CAPM

Q57. WHAT OTHER CONCERNS DO YOU HAVE WITH RESPECT TO MR.

AS5T.

RIGBY’S CAPM ANALYSIS?

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
arithmetic average, 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 arithglgetic average is the best unbiased
estimate of the premium.

My attachment at Rebuttal Exhibit TIB-COC-RBS includes 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 financial experts is that while the geometric mean

is useful in comparing what happened in the past, it should not be used to

% Richard A. Brealey and Stewart C. Myers, Principles of Corporate Finance Chapter 7 (7th ed. 2003);
Morin, supra at 156-157; Ibbotson SBBI 2009 Valuation Yearbook 56-58.

5 Morin, supra, at 156-157.
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Q58.
A58,

determine estimates of expected future returns, future growth rates, or market risk

premiums.

WHAT IS YOUR SECOND CONCERN?

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 6.3 percent (11.8% total
return of large company stocks minus 5.5% total return of intermediate government
bonds). This was the average total return on an intermediate-term Treasury (1926-
2011) as published in the 2010 Ibbotson SBBI Valuation Edition Yearbook (Table
2-1). By contrast, the average income return for an intermediate-term Treasury
security was 4.7 percent and the market risk premium using this figure would be
7.1 percent (11.8% total return of large company stocks minus 4.7% income return
of intermediate government bonds) — 70 basis points higher.

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 earn 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.,

7 Bourassa Dt. at 30.
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1 the interest payments. The income return provides an unbiased estimate of the
2 riskless rate of return because an investor can hold the Treasury security to
3 maturity and receive fixed interest payments with no capital loss or capital gain. If
4 the total return on a Treasury security is used instead, additional risk is injected
5 into the CAPM estimate, which is inconsistent with treating the security as a
6 riskless asset.
7 As explained by Ibbotson:
8 Another point to keep in mind when calculating the equity
risk premium is that the income return on the appropriate-
9 horizon Treasury security, rather than the total return, is used
in the calculation. The total return is comprised of three
10 return components: the income return, the capital appreciation
return, and the reinvestment return. The income return is
11 defined as the portion of the total return that results from a
1 periodic cash flow or, in this case, the bond coupon payment.
2 The capital appreciation return results from the price change
13 of a bond over a specific period. Bond prices generally
change in reaction to unexpected fluctuations in yields.
14 Reinvestment return is the return on a given month’s
investment income when reinvested into the same asset class
15 in the subsequent months of the year. The income return is
thus used in the estimation of the equity risk premium
16 because it represents the truly riskless portion of the return.®
17 _ ]
As a consequence of incorrectly using U.S. Treasury total returns as well as
18
geometric average, RUCO’s CAPM estimate dramatically understates the cost of
19
equity for the water utility sample. If an intermediate-term Treasury security is
20
used as the proxy for the risk-free rate of return, the market risk premium would
21
increase from 6.3 percent to 7.1 percent using the conceptually correct arithmetic
22
averages.
23
Q59. WHAT IS YOUR THIRD CONCERN IN THIS AREA?
24
AS59. Mr. Rigsby incorrectly uses a 5-year U.S. Treasury rate as his risk-free rate. This
25
26 || ¢ Ibbotson at 55.
LAWRENCE V.,
ROBERTSON, |R.
ATTORNEY AT LAW 41
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Q60.

A60.

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 common 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 Treasury bonds, is the
best measure of the risk free rate for use in the CAPM and
risk premium methods. The expected stock return is based
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
from those inﬂuencin% the yields on longer term securities
such as common stock.”

Currently, the difference in yields between a S-year U.S. Treasury and a 30-year

U.S Treasury is over 230 basis points.

WHAT ARE THE FACTORS THAT MAKE USE OF SHORTER TERM
RATES DIFFERENT?

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 has
announced that it will continue to hold interest rates down to support economic

recovery, resulting in extremely low short- and intermediate-term Treasury rates —

% Morin at 151-152.
" Id at 152.

T
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Q61.

A61.

precisely the type of manipulation that Dr. Morin warns of in his text on regulatory

finance, quoted above.”?

WHAT IS THE FOURTH PROBLEM WITH MR. RIGSBY’S CAPM
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 the Chaparral City’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 authorized by the Commission for water and wastewater utilities.
In Arizona Water Company’s Eastern Group case, filed 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

76

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

2 See, e.g., Blue Chip Financial Forecasts, April 1, 2011.

™ Chaparral City Water Company, Decision No. 68176 (September 30, 2005).

™ See Direct Testimony of Alejandro Ramirez, Docket No. W-02113A-04-0616 (March 22, 2005);
Surrebuttal Testimony of Alejandro Ramirez, Docket No. W-02113A-04-0616 (May 5, 2005).

7 Manrique Dt. at 29, Sch. JMC-3.

78 Decision No. 66849 at 21 (March 19, 2004); see also Direct Testimony of Joel M. Reiker, Docket No.
W-01445A-02-0619, 24-25 (July 8, 2003).
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the 1950s.”” Moreover, the average beta of Staff’s 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 filed a rate case for its Western
Group systems. Interest rates had increased from the levels in 2003, and the
average beta of the Staff’s sample utilities had increased as well, indicating greater
investment risk. However, Staff’s cost of equity estimate was virtually identical to
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 Staff’s CAPM estimate, relied on this change, explaining
that “while interest rates have gone up, 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.83 The reason was that the current market risk premium

77 See Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619, 5 (July 8, 2003).

78 See Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619, 23 (July 8, 2003); see also
Decision No. 66849 at 20.

 Surrebuttal Testimony of Alejandro Ramirez, Docket No. W-01445A-04-0650, Sch. AXR-8 (May 25,
2005).

¥

8 Arizona Water Co. (Western Group), Decision No. 68302 (Nov. 14, 2005).

82 Black Mountain Sewer Corp., Decision No. 69164 (Dec. 5, 2006).

% In the Black Mountain case, the intermediate-term Treasury used by Staff in its CAPM was 4.8 percent,
while the average beta of Staff’s sample group was 0.74. Surrebuttal Testimony of Pedro M. Chaves,
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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
premium have had a major impact on the cost of equity, offsetting changes in
interest rates and water utility betas in recent cases. Even Mr. Rigsby
acknowledged the importance of considering current market conditions in

determining the cost of equity:

Consideration of the economic environment is necessary
because trends in interest rates, present and projected levels
of inflation, and the overall state of the U.S. economy
determine the rate of return that investors earn on their
invested funds. Each of these factors represent potential risks
that must be weighed when estimating the cost of equity
capital for a regulated utility and are, most often, the same
factors considered by individuals 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

Docket No. SW-02361A-05-0657, Sch. PMC-2 (May 4, 2006). 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 Staff’s sample group was 0.59. Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-
0619, Sch. IMR-7 (July 8, 2003).

8 Black Mountain Sewer Corp., Decision No. 69164 at 25-26 (Dec. 5, 2006).
8 Rigsby Dt. at 38-39.
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Qe62.

A62.

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.

WHAT IS YOUR FIFTH CONCERN WITH MR. RIGSBY’S CAPM
ANALYSIS?

Fifth, and perhaps most importantly, two out of the four of Mr. Rigsby’s CAPM
estimates (one for water and two for the gas utilities), as well as his overall CAPM
result, are below the current cost of Baa investment grade bonds. The current cost
of investment grade bonds is 6.0 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  5.35%

Arithmetic mean CAPM estimate - water companies  6.64%

Geometric mean CAPM estimate - gas companies 5.10%
Arithmetic mean CAPM estimate - gas companies 6.29%
Overall CAPM result 5.85%

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 RUCQ’s Use of Hypothetical Capital Structure and
Hypothetical Cost of Debt

% Federal Reserve, April 21, 2011.
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Q63.

A63.

Q64.

A64.

WHY DOES MR. RIGSBY RECOMMEND A HYPOTHETICAL CAPITAL
STRUCTURE?

Mr. Rigsby explains that he recommends a hypothetical capital structure in cases
where the utility has a capital structure containing 100 percent equity or does not
have third party debt with a financial institution or bondholders that rate payers

could benefit from.?’

DOES THIS EXPLANATION COMPORT WITH YOUR PAST
EXPERIENCE WITH RUCO.

Not entirely. While I believe that Mr. Rigsby has proposed a hypothetical capital
structure in some instances where there was a capital structure consisting of 100
percent equity, I do not recall any case where Mr. Rigsby used the excuse of the
lack of third part debt. In a recent rate case for Rio Rico Utilities (“RRUI”), Mr.
Rigsby explained that his hypothetical capital structure was intended to account for
RRUI’s lower financial risk as compared to his sample of publicly traded water
companies.®® In that case, RRUI had a 100% equity capital structure. Mr.Rigsby
also explained in the Litchfield Park Service Company (“LPSCo”) rate case that
absent any debt, he typically recommends a hypothetical capital structure. In an
exchange with LPSCo’s counsel during hearing he provided the following response

regarding a 40 percent debt and 60 percent equity hypothetical capital structure:

Q. Do you agree with Mr. Sorensen that such a capital structure is an

appropriate capital structure for a water or sewer utility in Arizona?

87 Rigsby Dt at 51.
88 See Direct Testimony of William A. Rigsby, Docket No. WS-02676A-09-0257, at 51.
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A. Well, absent any debt, typically what I will recommend is a 60/40
capital structure, as I did in Gold Canyon. Okay? And the reason for
that is it provides the company with a little bit additional equity
capital in the structure in order to help to alleviate any investor or
any investor perceptions of business risk or risk that is unique to that
particular company. In this case, Litchfield Park, as I said, does
have actual debt. And so when I was making my decisions on
capital structure and so forth, typically what I do is, if a company
actually has legitimate debt, what I will do is I will typically go
ahead and recommend that actual capital structure. Okay?
Typically I don't recommend anything, I don't recommend any
hypothetical capital structures unless we are looking at extremes,
in other words, capital structures that are comprised entirely of
common equity or, on the other hand, entirely debt.” [emphasis

added]

So, Mr. Rigsby’s cited reason for his hypothetical capital structure as being the
lack of third party debt is new to me. Mr. Rigsby does not dispute there is actual
debt in the capital structure of GWC. He apparently does not like the fact that the
Company’s lender is an affiliate, E.C. Development.” It seems to me that Mr.
Rigsby’s real problem is with the interest rate on this debt, not the actual debt

itself.”!

% Hearing Transcript- Litchfield Park Service Company, Docket No. SW-01428A-09-0103, etc.
Vol. V, pages 975-976.

%0 Rigsby Dt. at 53-54.
7! Rigsby Dt. at 55.
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Q65.

A65.

Q66.

A66.

DID RUCO RECOMMEND A 40 PERCENT DEBT 60 PERCENT EQUITY
HYPOTHETICAL CAPITAL STRUCTURE FOR LPSCO IN LPSCO’S
RECENT RATE CASE?

No.” LPSCo had about the same level of debt and equity as does GWC at about
18 percent debt and 82 percent equity.”

WOULDN’T THE SOLUTION TO THE ISSUE WITH RESPECT TO
AFFILIATE DEBT BE TO SIMPLY RECOMMEND AN INTEREST RATE
THAT IS MORE AGREEABLE TO RUCO?

Yes. That would have made the most sense. GWC already has debt in its capital
structure and, while I disagree with Mr. Rigsby’s recommend interest rate, he has
never-the-less recommended an interest rate he believes is appropriate. In the end
there would be no need for Mr. Rigsby to recommended a hypothetical capital
structure since, as he admits, he typically recommends a hypothetical capital
structure when there is no debt. In other words, when there is actual debt in the
capital structure there is no need for a hypothetical capital structure. Instead, Mr.
Rigsby recommends a hypothetical capital structure which effectively reclassifies
21 percent of the Company’s equity capital to low cost debt. It is apparent that Mr.
Rigsby seeks to lower the recommended return to the lowest possible result, not the
most appropriate result from an objective analytical perspective. 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

%2 See Direct Testimony of William A. Rigsby in Docket No. , Docket No. SW-01428A-09-0103,
etc, at 52.

93Id
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Qe7.
A67.

Q68.

A68.

Q69.
A69.

compensate for that risk.

PLEASE EXPLAIN WHAT YOU MEAN, MR. BOURASSA.

Put bluntly, the use of a hypothetical capital structure in this instance is

confiscatory. By recommending a capital structure that assumes a higher amount

of debt for rate making than actually exists, Mr. Rigsby effectively turns the

investor’s equity investment into debt and then provides a return on that equity

investment equal to only 6.13 percent (Mr. Rigsby’s recommended cost of debt).
The lower return on equity investment resulting from the shift of equity

capital to debt produces a 6.6 percent effective return on equity.

PLEASE ELABORATE ON HOW YOU DETERMINED THE EFFECTIVE
6.6 PERCENT RETURN ON EQUITY.

RUCO recommends an operating income of $135,754.>* Deducting RUCO’s
interest expense of $42,378%° produces a net income of $93,378 ($135,754 -
$42,378). RUCO also recommends a rate base of $1,729,190.®  The actual
proportion of equity that is funding RUCO’s rate base is $ $1,412,748 ($1,729,190
rate base x 81.7% actual equity in GWC’s capital structure). The effective equity
return is therefore 6.6 percent ($93,378 / $1,412,748).

PLEASE CONTINUE.
In short, it is no secret why RUCO proposes a hypothetical capital structure.

RUCO seek to obtain a dramatically lower return on equity; far lower than the 7.54

% See RUCO Schedule TJC-1, page 1 of 2.
%5 See RUCO Schedule TIC-1, page 2 of 2.
% See RUCO Schedule TJC-1, page 1 of 2.
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Q70.

A70.

Q71.

ATl1.

percent indicated by Mr. Rigsby’s DCF and CAPM and his recommendation of 9.0

percent. For this reason, Mr. Rigsby’s recommended cost of equity of 9.0 percent

is pure fiction.

DOESN’T GWC HAVE LOWER FINANCIAL RISK COMPARED TO THE
PUBLICLY TRADED UTILITIES BY HAVING LESS DEBT IN ITS
ACTUAL CAPITAL STRUCTURE?

Yes. In fact, I have accounted for this in my analysis.”” I have also accounted for
size risk which effectively offsets the lower financial risk of GWC. In any case,
based upon an effective equity return of 6.6 percent, the implied RUCO downward
financial risk adjustment is 240 basis points (9.0% minus 6.6%). I computed a

%% Given

financial risk adjustment using the Hamada method of 70 basis points.
RUCO models, the RUCO financial risk adjustment would be less than 70 basis
points using the Hamada method. By any measure, a 240 basis point financial risk

adjustment is excessive and unwarranted at to GWC.

ARE DOWNWARD ADJUSTMENTS TO THE COST OF EQUITY FOR
FINANCIAL RISK COMMON?

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

T Bourassa COC Dt. at 41.
%8 See Rebuttal Schedule D-4.13,
% Decision No. 65350 (November 1, 2002).

51




O 0 N1 N R WD~

N NN N N /= e e e ek e e e e
N S S = Y= - - I N N, T ~ N VS S =

25
26

LAWRENCE V.
ROBERTSON, JR.
ATTORNEY AT Law

P.0. Box 1448

TUBAC, ARIZONA 85646

(520)-398-0411

Q72.
AT72.

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,'™ Staff’s cost of equity
analysis produced an indicated cost of equity of 9.60 percent (before adjusting for
financial risk). Staff’s calculated financial risk adjustment using the Hamada
formula was 50 basis points, but Staff did not recommend a downward adjustment

3

in that case.'” Ultimately, the Commission adopted a 9.6 percent return on

104

equity.
In the instant case, Staff is not recommending a downward financial risk

adjustment.

WHY NOT?
I am not sure. Staff has testified in the past for small companies that do not have
access to the capital markets. In those situations Staff does not recommend a
financial risk adjustment.

Whatever the rationale for Staff’s recommendation in the instant case, 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

1% See Direct Testimony of William S. Reiker, Docket No. W-02465A-01-0776. 26-27 (April 29, 2002).
1% See Decision No. 65350 at 23.

12 See Decision No. 69164 (December 5, 2006).

1% See Surrebuttal Testimony of Pedro M. Chaves, Docket SW-02361A-05-0657, Sch. PMC-2 (May 4,

2006).

1% Decision No. 69164 at 27.
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Q73.

AT73.

under the circumstances. One reason for this is that cost of capital analyses are
based on financial data large, publicly traded water companies, which are not
directly comparable to relatively small water and sewer utilities in Arizona.'”
GWC also has more zero cost capital in its capitalization than the large publicly
traded water utilities. All things being equal, the higher proportion of zero cost
capital results in a lower capital cost per dollar of plant investment being reflected
in rate base. This, in turn, results in less rate impact which ultimately benefits rate
payers. But, as I testified in my rate base testimony, the higher proportions of zero
cost capital do not come without risk to the Company.'® There are also
considerations regarding comparable earnings requirements set forth in the Hope

and Bluefield cases.

CAN YOU DEMONSTRATE THAT GWC HAS A LESS RATE IMPACT
THAN THE PUBLICLY TRADED UTLITIES DUE TO ITS HIGHER
PROPORTION OF ZERO COST CAPITAL IN ITS TOTAL
CAPITALIZATION?

Yes. I have illustrated this in a schedule attached hereto as Rebuttal Exhibit TIB-
COC-RB6. To make things more relevant to the instant case, I assumed my
recommended debt cost of 8.5 percent and equity cost 10.2 percent for GWC and
for my sample water utilities I assumed a debt cost equal to the average debt cost of
the sample water utilities, or 5.75 percent, and an equity cost equal to the average
currently authorized returns of the sample water utilities, or 10.1 percent. As
shown the impact on the revenue requirement from recognized rate base

investment for my sample water utilities is $9.92 while that for GWC is $8.99 —

195 Bourassa Dt. at 31-32.
196 Bourassa Rb. at 24-25.
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Q74.

AT4.

The cost is 10 percent more for the sample water utilities than for GWC even at
higher debt cost and higher equity cost for GWC. In order for the cost per $100 of
rate base to be the same for both the water sample group and GWC, the cost of
equity would need to be increased to about 11.5 percent (keeping the debt cost at
8.5%). Thus, equity costs below 11.5 percent will have a benefit to GWC rate
payers over that of the sample water group even at the higher debt cost for GWC.
This makes sense because based upon total capitalization, the water utility sample
group has a overall weighted cost of 6.12 percent while the overall weighted cost
for GWC is much lower at 5.63 percent. It should be quite clear by now that
despite GWC’s lower proportion of debt in the capital structure and its higher debt
cost, rate payers ultimately benefit from GWC’s capitalization mix. The
Commission should not countenance manipulation of the return or the revenue
requirement through the use of hypothetical capital structures and hypothetical

debt, as RUCO proposes.

WILL GOODMAN WATER COMPANY HAVE SUFFICIENT EARNINGS
TO PAY DIVIDENDS AT A LEVEL COMPARABLE TO THE PUBLICLY
TRADED WATER UTILITY COMPANIES?

No. In fact, in order for the Company to pay dividends the payout ratio will need

to be above 100 percent of earnings. The computations are shown below:
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Perspective 1 — Based Upon Rate Base

[1] Total Rate Base Investment per RUCO $ 1,729,190
[2]  Actual % Equity per D-1 81.73%
[3] Book Value of Equity [1] X[2] $ 1,413,267
{4] Expected Dividend Yield per D-4.7 3.53%
[8] Current market-to-book ratio publicly traded water utilities 1.90
[6] Book Value Dividend Yield [4] x [5] 6.71%
[7]1  Cash Dividend [3] x[6] $ 94,788
[8] RUCO Recommended Operating Income $ 135,754
[9] Less: Annual Interest Expense from D-2 ($43,133)
[10] Earnings Available for Dividends [8] - [9] $ 92,621
[11] Less: Dividends [7] $  (94,788)
[12] Retained Earnings [10] - [11] $ (2,167)
[13] Pay-out ratio [11]/[10] 102%

A payout ratio of over 100 percent is not sustainable.

Q75. IN REALITY ISN'T IT MUCH WORSE THAN THIS FROM THE

AT7S.

PERSPECTIVE THAT THE TOTAL INVESTED CAPITAL OF GWC IS
NEARLY 2.3 MILLION; AND, DOESN’T A UTILITY HAVE TO SUPPORT
THAT CAPITAL WITH ITS EARNINGS?

Yes and yes. Let me address the first part of the question. The total invested
equity capital in GWC is $2,269,765 as shown on Rebuttal Schedule D-1. Because
of RUCO’s recommendation to disallow plant investment in the instant case, there
is a large and significant discrepancy between rate base and invested capital. With
respect to the second part of the question, all invested capital must be supported as
each dollar of capital has an earnings requirement. Whether each dollar is
recognized in rate base it never-the-less has capital costs and these costs must be

absorbed by earnings from existing investments. When there is a discrepancy
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between invested capital and rate base, there exists the real possibility of severe

losses. As Dr. Morin states;

The totality of a company’s capital has to be
serviced... Therefore, the allowed rate of return on common
equity is applicable to the total common equity component of
the total investments of the utility company. Anything less
than that has the direct and immediate effect of reducing
common equity return below the level needed to meet the
capital attraction and the comparable earnings standards
articulated in the Hope and Bluefield decisions. To apply an
allowed rate of return to a rate base that does not maintain the
integrit}/ of that capital does not enable the company to attract
capital.'”’

A second perspective reflecting invested equity capital and using computations
similar to the previous analysis shows that the Company will have a pay-out ratio

of over 160 percent of earnings. These computations are shown below:

Perspective 2 - Based Upon Equity Investment

[11 Total Capital per D-1 $ 2,777,216
[2] % Equity per D-1 81.73%
[3] Book Value of Equity [1] Xx[2] $ 2,269,819
[4] Expected Dividend Yield per D-4.8 3.53%
[5] Current market-to-book ratio publicly traded water utilities 1.90
[6] Book Value Dividend Yield [4] x [5] 6.71%
[71 Cash Dividend [3] x[6] $ 146,630
[8] RUCO Recommended Operating Income $ 135,754
[9] Less: Annual interest Expense from D-2 {$43,133)
[10] Earnings Available for Dividends [8] - [9] $ 92,621
[11] Less: Dividends {7] $ (152,237)
[12] Retained Earnings [10] - [11] $ (59,616)
[13] Pay-out ratio [11)/[10] 164%

197 Morin at 497-498.

56




O 00 1 AN W bW NN -

[\ T NG T N R N R N R e T e . T Y e S S
AW D= OO NN R WY = O

25
26

LAWRENCE V.
ROBERTSON, JR.
ATTORNEY AT Law

P.0, Box 1448

TUBAC, ARIZONA 85646

(520)-398-0411

Q7e.

AT6.

Q77.

ATT.

Again, a payout ratio of over 100 percent is not sustainable.

WHAT IS THE 5 YEAR AVERAGE PAYOUT RATIO OF THE PUBLICLY
TRADED WATER UTILITIES?
The 5 year historical average payout ratio of the publicly traded water utilities is

about 74 percent.

WHAT WOULD HAPPEN TO THE VALUE OF AN INVESTMENT IN
GWC IF GWC PAID DIVIDENDS AT THE PROPORTION OF EARINGS
COMPARABLE TO THE PUBLICLY TRADED UTILITIES?

The value of the equity investment in GWC would necessarily decrease. If GWC
paid out 74 percent of its net earnings so that it is comparable to the publicly traded
water utilities, it would pay dividends totaling about $68,539 ($92,621 times 74
percent). However, this would translate to a dividend yield of only 2.4 percent
($68,359 cash divided by $1,413,267 book equity times 1.9 market-book ratio)
under the first perspective shown above (“Perspective 1) and 1.6 percent ($68,539
cash dividend divided by $2,269,819 book equity times 1.9 market-book ratio)
under the second perspective shown above (“Perspective 2””). However, investors
expect a dividend yield of 3.53 percent, so the value of an investment in GWC
would need to decrease to $1,967,875 million ($69,466 divided by 3.53 percent)
compared to a market value of $2,685,207 under Perspective 1 and decrease to
$1,967,875 ($69,466 divided by 3.53 percent) compared to a market value of
$4,312,656 ($2,269,819 times 1.9) under Perspective 2 in order for investors to

receive a 3.53 percent dividend yield. In other words, GWC investors will lose

57




O 00 3 N s WD

[\ T NG TR NG TR NG R O B i e e o N e S s B
B W N = O WO L NN N e W NN = O

25
26

LAWRENCE V.
ROBERTSON, JR.
ATTORNEY AT Law

P.0. Box 1448

TUBAC, ARIZONA 85646

(520)-398-0411

Q78.

A78.

Q79.

AT9.

approximately $717,332 ($1,967,875 minus $2,685,207) to $2,344,781 ($4,312,656
minis $1,967,875) of investment value depending on the perspective. No matter
how you look at it, GWC’s investors will lose a significant amount of investment
value. The market-to-book ratios would drop precipitously from the 1.9 of the
publicly traded water utilities to 1.4 ($1,967,875 divided by $1,413,267) or to 0.87
($1,967,875 divided by $2,269,819) under Perspective 2.

WHAT WOULD THE RATE OF RETURN THAT IS APPLIED TO RUCO’S
PROPOSED RATE BASE NEED TO BE IN ORDER FOR THE COMPANY
TO BE COMPARABLE TO THE PUBLICLY TRADED WATER
COMPANIES?

9.9 percent. Let me explain. Under Perspective 1, if GWC has a payout ratio of
74 percent, then it must have earnings after interest of about $128,149 (81,413,267
book equity investment in rate base times 6.71% book dividend yield divided by 74
percent). Adding back interest of $43,133 to the $128,149 results in a required

1
008

operating income of $171,282. RUCO’s proposed rate base is $1,729,190 ™, so the

return required is 9.9 percent ($171,282 divided by $1,729,190).

WHAT DOES THE RETURN ON EQUITY NEED TO BE IN ORDER TO
PRODUCE A 9.9 PERCENT OVERALL RETURN UNDER PERSPECTIVE
1 AND RUCO’S HYPOTHETICAL CAPITAL STRUCTURE?

12.42 percent. This can be found by first subtracting the weighted cost of debt
from the 9.8 percent return to get the weighted cost of equity then dividing the

weighted cost of equity by the percentage of equity in RUCO’s hypothetical capital

108 See RUCO Schedule TIC-1, page 1 of 2.
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Q80.
A80.

Qs81.

ABl.

structure. The weighted cost of debt based upon RUCO’s hypothetical capital
structure and the weighted cost of debt is 2.45 percent (6.13% times 40%) and the
percentage of equity in the hypothetical capital structure is 60 percent. So, the
computation is ((9.9% minus 2.45%) divided by 60%).

PLEASE CONTINUE.

Under Perspective 2 the overall return applied to RUCO’s rate base would need to
be 14.4 percent in order to have a payout ratio of 74 percent Under Perspective 2,
if GWC has a payout ratio of 74 percent, then it must have earnings after interest of
about $205,817 ($2,269,819 book equity investment times 6.71% book dividend
yield divided by 74 percent). Adding back interest of $43,133 to the $205,817
results in a required operating income of $248,950. RUCO’s proposed rate base is
$1,729,190'”, so the return required is 14.4 percent ($248,950 divided by
$1,729,190).

WHAT DOES THE RETURN ON EQUITY NEED TO BE IN ORDER TO
PRODUCE A 144 PERCENT OVERALL RETURN UNDER
PERSPECTIVE 2?

19.91 percent. Again, this can be found by first subtracting the weight cost of debt
from the 11.3 percent return to get the weighted cost of equity , and then dividing
the weighted cost of equity by the percentage of equity in RUCO’s hypothetical
capital structure. The weighted cost of debt based upon the actual capital structure
and RUCO’s cost of debt is 2.45 percent (6.13% times 40%) and the percentage of

equity in the hypothetical capital structure is 60 percent. So, the computation is

1% See RUCO Schedule TJC-1, page 1 of 2.
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Q82.

AR2.

Q83.

AR3.

((14.4% minus 2.45%) divided by 60%).
Either way you look at it, Mr. Rigsby’s recommended return on equity of
9.0 percent fails the comparable earnings test and the capital attraction standards

set forth in Hope and Bluefield, contrary to his assertions.'"°

PLEASE COMMENT ON MR. RIGSBY’S HYPOTHETICAL COST OF
DEBT.

As already mentioned, Mr. Rigsby’s hypothetical cost of debt, applicable to 40
percent of his hypothetical capital structure, is 6.13 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 $1.17 billion and revenue of $329 million.
Moreover, because of their size and the fact that they issue debt in the public
markets, most of these utilities have published bond ratings. Mr. Rigsby assumes
that GWC could raise debt capital at the same cost as these entities. I seriously

doubt that it could.

PLEASE RESPOND TO MR. RIGSBY’S TESTIMONY THAT THE
COMPANY COULD HAVE OBTAINED WATER INFRASTRUCTURE
AND FINANCING AUTHORITY DEBT AT A COST OF ONLY 3.86%.

Just because the Water Infrastructure and Financing Authority (“WIFA”) stated to
Mr. Rigsby that its current rates are as low as 3.86 percent does not mean the
WIFA would have approved a loan for GWC at 3.86 percent or under acceptable

terms. As I understand it, the 3.86 percent rate is for a program under the Clean

19 Rigsby Dt. at 6-7.
" Rigsby Dt. at 52.
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Q8s4.

AR4.

Water State Revolving Fund (“CWSRF”) and available to systems designated as
“Disadvantaged Community” and which qualify as a “Colonia Community”
through the federal government. A colonia is any identifiable community in the
U.S.-Mexico border regions of Arizona, California, New Mexico, and Texas that is
determined to be a colonia on the basis of objective criteria, including lack of a
potable water supply, inadequate sewage systems, and a shortage of decent, safe,
and sanitary housing. Rates for loans under the Drinking Water Revolving Fund
(“DWRF”) currently range from 4.2 percent to 5.25 percent.

But, regardless of the interest rates available, there are a number of factors
which have a bearing on whether or not a system pursues a loan. They include: the
requirements for plant replacement reserve funds; debt reserve and coverage ratio
requirements; restrictions on dividends; encumbrances of water plant assets; legal,
accounting, engineering and other costs related to obtaining the debt financing;
“Buy America” stipulations; loan monitoring and reporting requirements; and,
personal guarantees of the owners. Restrictive loan covenants can have a dramatic
impact on the investment risk to equity holders, particularly when cash flows must
be diverted to restricted funds, and, either as a consequence of a cash flow
diversion to restricted funds or by loan requirements, dividends are restricted or
suspended, and personal guarantees are required. So, a seemingly low interest rate

on a loan often does not come without costs and risks to equity capital.

DIDN’T THE COMPANY INVESTIGATE OBTAINING A WIFA LOAN IN
2009?

Yes. Upon investigation the Company was not only very concerned about the
WIFA requirements, but also the perceived limited availability of the WIFA funds

given the nature of the plant being funded and the size of the request for funds. In
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Q8s.

ARS.

Q86.

AR6.

Q87.
AR7.

the end, the Company did not pursue the loan.

WHAT WERE SOME OF THE WIFA REQUIREMENTS THAT CAUSED
CONCERN?

WIFA requires debt reserve and plant reserve replacement fund payments to be
made in addition to the debt service payments. These required payments have a
significant impact on available cash flows. There were also concerns over the
“Buy America” provisions which the Company believed were not only overly
burdensome but would have added a significant cost to construction. Further, the
legal and other costs to close the loan were estimated to be substantial. Finally,
there were concerns over restrictions on dividends and requirements for personal

guarantees from the owners.

DOES THE LOAN WITH E.C. DEVELOPMENT CONTAIN
RESTRICTIVE LOAN COVENANTS (E.G. DEBT RESERVE
REQUIREMENTS, PERSONAL GUARANTEES, DIVIDEND
RESTRICTIONS, “BUY AMERICA” PROVISIONS, ETC)?

No. Further, the only closing costs were the cost of an appraisal and some legal

costs totaling less than $4,300.

WHAT ABOUT THE INTEREST RATE OF 8.5 PERCENT?

The Company obtained the loan in early 2008. During that time investment grade
bonds yields were in the range of about 6.5 percent to 7.0 percent.  Given the
Company’s size, financial history and the credit market conditions at the time, the
Company was advised that a premium of 150 to 200 basis points was required. In
early 2008, Baa investment bond yields were in the range of about 6.4 to 6.7

percent. It turns out that investment grade bond yields averaged 7.44 percent for
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QS8.

ARB8.

2008 and peaked at over 9 percent. It also turns out that investment grade bond
yields for 2009 averaged 7.29 percent. Remember too, small businesses had
extreme difficulty obtaining loans during this period. To some extent, the tight
credit markets for small businesses still exist today. Banks are still reeling over the
bad residential and commercial loans that they made before the financial crisis and
remain credit risk-adverse. So, the 8.5 percent rate was and is reasonable under the

circumstances irrespective of any affiliate relationship.

WHAT ARE THE WEIGHTED COSTS OF DEBT FOR THE PUBLICLY
TRADED UTLITIES?

The publicly traded water utilities overall weighted costs of debt range from 4.7
percent to 6.9 percent based upon their respective 2010 Form 10K’s. The weighted

debt cost and the range of debt cost for each utilities notes/debentures is listed

below:
Overall Max. Min.
Weighted Cost of  Interest Rate Interest Rate
Company Debt on Debt on Debt
American States Water AWR) 6.93% 9.56% 0.00%
Aqua America (WTR) 5.25% 10.40% 0.00%
California Water (CWT) 6.14% 9.86% 4.58%
Connecticut Water (CTWS) 4.79% 5.13% 4.00%
Middlesex Water (MSEX) 4.72% 8.05% 0.00%
SJW Corp. (SJW) 6.49% 9.45% 2.50%
Average 5.72% 8.74% 1.85%

I have attached hereto as Rebuttal Exhibit RIB-COC-RBS5 the relevant page(s)
from the Form 10K’s detailing each utility’s long-term debt obligations.

As you can see from the table above there is a fairly wide range of overall
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Q89.

weighted costs of debt among the water utilities. For each individual utility, there
is an even wider range of debt costs (interest rates) among the various utility’s
individual notes and debentures. These wide ranges exist for many reasons which
include but are not limited to: 1) the credit market conditions at the time; 2) the
type of debt (secured v. unsecured, senior v. subordinated); 3) the term (length) of
the loan; 4) the credit rating and credit risks of the utility: 5) the amount of existing
debt; and 6) the amount of new debt. One of the key aspects of the publicly traded
water utility debt is that there are many individual notes/debentures of varying
smaller amounts that comprise the totality of debt. Because publicly traded utilities
have access to the capital markets, they have some degree of flexibility as to when
they acquire additional debt capital and can sometimes wait for better credit market
conditions. But, because water (and wastewater) utilities are capital intensive and
require significant amounts of plant in order to serve the ongoing needs of their
customers, the windows of opportunity for timing capital needs with optimum
market conditions are narrow or may not exist at all. In this light it is not
surprising to see the wide range of interest rates on the individual notes/debentures
of the water utilities. The reason is simple. Despite access to the markets, utilities
often do not control when the additional capital needs may arise or the credit
conditions when the capital is needed. As I stated earlier, GWC acquired its debt
capital in early 2008 when debt costs were relatively high and the credit markets
were tighter. Given that GWC does not have access to the credit markets and in
light of the data in the table above as well as the foregoing discussion, the cost of

debt of 8.5 percent should be considered reasonable.

INVESTMENT GRADE BONDS ARE CURRENTLY AT ABOUT 6.0
PERCENT. DO YOU HAVE A COMMENT?
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1 | A89. Yes. Using the same criteria of a 150 to 200 basis point premium, I would price a
2 current loan absent restrictive covenants and personal guarantees for small
3 companies like GWC at 7.5 percent to 8.0 percent, not much less than the 8.5
4 percent. Of course, I am not sure you would even find a willing lender with no
5 debt convenient restrictions or the requirement to provide personal guarantee even
6 at the 8.5 percent rate.
7 The Company has recently made inquiries at several banks, to attempt to
8 refinance the existing debt. Based on my experience, I am not optimistic for two
9 reasons. First, banks tend to want to finance for shorter periods of time for plant

10 and equipment especially for water and wastewater utility plant — typically less

11 than 7 years. Second, personal guarantees of the owners are typically required.

12 Personal guaranteed for smaller firms is almost a given. If personal guarantees are

13 not provided by the owners, then the banks will not provide the loan.

14

15 D. Criticisms of RUCO’s Implementation of the DCF

161 090. DO YOU HAVE ANY CONCERNS REGARDING MR. RIGSBY’S DCF

17 ESTIMATES?

18 1 A90. Yes. RUCO’s method of estimating his growth rates is subjective and cannot be

19 verified or replicated, in contrast to the methods I use. In his DCF model,

20 Mr. Rigsby relies on projected sustainable growth in order to estimate the dividend

21 growth rate. The difference, however, is that the key inputs necessary to estimate

22 the internal or retention growth rate are not disclosed by Mr. Rigsby.

23

24 Q91. WHAT ARE THOSE INPUTS?

25 | A91. Internal or retention growth is the expected growth in dividends due to the
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IV.

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 = br

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).

12 and he also attaches various

Mr. Rigsby lists various sources of data,
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.

REBUTTAL TO MR. SCHOEMPERLEN’S COST OF CAPITAL
ANALYSIS, TESTIMONY AND RECOMMENDATIONS

A. Response to Criticisms on the Proxies Used to Develop Cost of Equity

Q92. ON PAGE 11, 16, 30 and 31 OF HIS TESTIMONY, MR. SCHOEMPERLEN

ACCUSES YOU OF “CHERRY PICKING” THE SAMPLE WATER
COMPANIES YOU USED IN YOUR PROXY GROUP. PLEASE
COMMENT.

A92. First, let me say that I did not “cherry pick” the publicly traded water utilities used

"2 Rigsby Dt. at 23-24,
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on my proxy group. The six water utilities in my proxy group are the same six
water utilities that Staff uses and has used for many years. RUCO uses three of the

six water utilities.

Q93. BRIEFLY, WHY IS PROXY GROUP NECESSARY IN A COST OF
CAPITAL ANALYSIS AND HOW IS IT SELECTED?

A93. The comparable earnings standard set forth in the Hope and Bluefield decisions
require the rate of return afforded to utilities be similar to the return in businesses
with similar or comparable risks.'”> A proxy group of companies with comparable
risk is therefore the starting point in a cost of capital analysis.

There are two broad approaches to choosing a proxy group.''* The first
approach consists of selecting pure-play companies that are directly comparable in
risk to the subject utility. The companies are chosen using strict criteria with an
attempt to identify companies with the same investment risk as the subject utility.
There are several qualitative measures that influence investors’ assessment of risk
which can be used to screen companies. These include SIC classification, bond
ratings, beta risk, business risk scores, size, percentage of revenues from regulated
operations, common equity ratio, geographical location, etc.’ 1

The second approach is to select as large group of utilities as possible that is
representative of the utility industry average and make adjustments for any
difference between the subject utility and the industry average. Whether one
employs the direct approach or the indirect approach, the selection of companies

for a proxy group always raises the question of whether it is possible to select a

3 Bourassa Dt. at 13-14.
4 Morin at 400,
115 Id
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Q94.

group that are of comparable risk. Further, there is always the question of
identifying any differences in investment risk. The electric, natural gas, and water
utility industries have witnessed numerous takeovers, restructuring, corporate
reorganizations, unbundling, and increased competition over the last decade or so
which has made selections of proxy groups more difficult.''

The Company, Staff and RUCO approaches are indirect methods.  The
water companies selected derive the vast majority of their revenues from regulated
operations. As shown in Rebuttal Schedule D-4.2, the six water utilities on average
derive over 90 percent of the revenues from regulated activities. These companies
were also chosen because they are publicly traded, are not in financial distress, and
there is a sufficiently long financial and market history from which to perform an
analysis. American Water Works, for example, was not used though it is publicly
traded and derives 89 percent of its revenues from regulated activities. This is
because American Water Works (AWK) only became a publicly traded entity in
2006 so arguably there is insufficient financial and market history at this time
perform a robust and meaningful analysis. Pennichuck Corporation (PNNW) which
also was not used is another example of a company that is not a good proxy
company candidate. PNNW has been in merger negotiations with the City of
Nashua and its stock price is heavily influenced by the pending merger.

The bottom line is that the water utility companies in my proxy group are
considered representative of the average of the industry. And, as I have stated
throughout my testimony, must be adjusted for differences in investment risk.
DOES MR. SCHOEMPERLEN IDENTIFY ANY WATER UTILITY
COMPANIES WHICH YOU SHOULD NOT HAVE USED AND/OR ANY

116 Id
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A94.

Q95.

A95.

Q96.
A96.

WATER UTILITIES YOU SHOULD HAVE USED IN YOUR PROXY
GROUP?
No.

A. Criticisms of Mr. Schoemperlen’s Recommended Cost of Equity
HOW DOES MR. SCHOEMPLEREN ARRIVE AT A COST OF EQUITY
OF 8.0 PERCENT?

I am not completely sure. He does not perform any generally recognized approach
to estimating the cost of capital by developing a comparable proxy group and then
performing an analysis using the DCF, CAPM, Comparable Earnings or Risk
Premium approach. It appears that Mr. Schoemperlen takes my DCF estimates of
7.0 percent and 7.4 percent that reflected only historical and projected dividend per

share (“DPS”) growth''” and added a risk premium of 1 percent.''®

WHAT’S WRONG WITH THIS APPROACH?

There are at least two major problems with Mr. Schoemperlen’s approach. First,
he relies on only one method, the DCF. When measuring the cost of equity, which
involves measuring investor expectations, no single method provides a foolproof
and meaningful solution. Each method has underlying assumptions and requires
the exercise of considerable judgment on the reasonableness of those assumptions.
Second, he relies on only two methods of estimating investor expectations for
growth, namely historical and projected DPS growth. I do not use projected DPS
growth because there are analyst estimates for dividend growth for only three of

the six sample companies. Further, only one source (Value Line) provides

17 Bourassa Dt. at 29.
'8 Schoemperlen Dt. at 30.
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Q97.

A97.

projected DPS growth estimates. The wide availability of earnings growth
estimates compared to dividend growth estimates indicates a greater reliance by
investors on earnings rather than dividends for their investment decisions. Finally,
the indicated costs of equity were at or below the forecasts of yields on Baa
investment grade bonds which makes no sense.'"” It may be Mr. Schoemperlen’s
judgment that only historical and projected DPS growth matters, but there is a
plethoric of empirical evidence that show that investors simply do not rely on one
or two measures of growth. As I stated earlier, it turns out that studies indicate that
earning per share (“EPS”) growth, and in particular analysts estimates of EPS
growth, is the best measure of growth and DPS growth was the least preferable

measure of growth,'?°

IF ADOPTED, WOULD AN 8.0 PERCENT RETURN ON EQUITY BE
CONSISTENT WITH RECENT COMMISSION DECISIONS?

No. As I testified to earlier, Sahuarita Water Company (Decision 72177, February
11, 2011) was authorized a 10.3 percent return. In a recent case for Bella Vista
Water Company (Decision 72251, dated April 7, 2011) the Commission authorized
at 9.5 percent return on equity. It should be noted that in that case the 9.5 percent
return on equity was after an implied downward financial risk adjustment of 100

121

basis points. So, the implied return on equity before any financial risk

adjustment was 10.5 percent.

9 Bourassa Dt. at 29.

120 David A. Gordon, Myron J. Gordon and Lawrence 1. Gould, “Choice Among Methods of
Estimating Share Yield,” Journal of Portfolio Management (Spring 1989) 50-55.

2Decision 72551 at 32.
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A98.

B. Criticisms of Mr. Schoemperlen’s Recommended Hypothetical Capital

Structure and Hypothetical Cost of debt

WHY DOES MR. SCHOEMPERLEN RECOMMEND A HYPOTHETICAL
CAPITAL STRUCTURE?

According to Mr. Schoemperlen that Company’s current capital structure is not
prudent.'* He believes the Company should have a least 40 percent debt in order

to minimize the cost of capital.'”

However, he provides no evidence that a 40
percent debt ratio would actually minimize the capital costs for a small firm like
GWC. Let me explain. Financial theory does suggest there is an optimal capital
structure for a given firm.'** That is, a capital structure that minimizes the weighted
average cost of capital. In simple terms, because of the lower cost of debt
compared to equity capital and the deductibility of interest, a firm can achieve a
lower overall cost of capital when debt is added. But, as the level of debt
increases, the cost of equity increases as the risks to equity holders increases. I
discussed this in my direct testimony.'” At a certain point, as the level of debt
increases the costs of debt also increase which then raises the total capital costs
above optimal levels. Financial theory provides limited guidance on what an

126

optimal capital structure should be. Studies have shown that there is a range of

debt to equity levels in a firm’s capital structure in which the average cost of

capital does not change appreciably.'’

122 Schoemperlen Dt. at 22.

123Id.

128 Morin at 465.
125 Bourassa Dt. at 21-22.

126 Id
127 Id

.at471.
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The imputation of a hypothetical capital structure which is different from
the actual capital structure implies the existence of an optimal capital structure for
a particular firm. But, the hypothetical capital structure must be such that the cost
and tax benefits of debt do not outweigh the increased equity costs. One could
argue that since the publicly traded water utilities have about 50 percent debt in
their capital structures that a 50/50 weighting of debt and equity should be applied
to all water utilities regardless of size or whether they have access to the capital
markets. This view is incorrect for many reasons.

First, the large publicly traded utilities have access to the capital markets
whereas small firms like GWC do not. Second, many of the large public utilities
have credit ratings which add confidence to credit markets which in turn keeps the
costs of debt reasonable over a wider range of levels of debt. Third, as I stated in
my direct testimony, smaller firms cannot support the same levels of debt in their

capital structure.'?®

Smaller companies typically have greater variability in their
earnings which makes them more risky. This variability impacts the risk not only
to equity holders but to debt holders in small firms as well.

The bottom line is that the optimal levels of debt for small firms are not the
same as larger firms, and the relationship between changes in the capital structure
and the cost of capital are quite different. The overall cost of capital for a large
firm, for example, may be minimized and may not change appreciably in the range
of debt levels of 30 to 50 percent whereas that for a small firm may be minimized
and may not change appreciably from 20 to 40 percent. Above these ranges of

levels of debt, the cost of capital begins to increase as the costs and tax benefits of

debt outweigh the increased capital costs.

128 Bourassa Dt. at 22.
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Q99.

A99.

Q100.

A100.

Q101.

A101.

PLEASE COMMENT ON MR. SCHOEMPLERLEN’S RECOMMENDED
COST OF DEBT.

Mr. Schoemperlen reclassifies 20.6 percent of equity investment to debt and
recommends a cost of 3.86 percent on this debt. Mr. Schoemperlen based the 3.86
percent on the rate available under certain loan programs from WIFA.  Putting
that aside, this debt comprises 51.5 percent of the total debt. In addition, Mr.
Schoemperlen retains 18.4 percent of the Company’s existing debt at a cost of 8.5
percent. This debt comprises 49.5 percent of the total debt. Thus, the overall cost
of debt is 5.82 percent (51.5 percent times 3.86 percent plus 49.5 percent times 8.5

percent).

DO YOU HAVE ANY ADDITIONAL COMMENTS REGARDING WIFA
DEBT?

No. I have previously testified on WIFA debt and the debt in general for small
companies like GWC. At this point, I would simply observe that reclassifiying 21
percent of GWC’s equity investment to debt capital and then providing a 3.86

percent return on that equity is unwarranted and confiscatory.

IS A DEBT COST OF 5.85 PERCENT REASONABLE FOR A SMALL
COMPANY LIKE GWC?

No. The 5.82 is lower than the cost of Baa investment grade bonds. GWC has no
bond rating and no access to the credit markets, as do the large publicly traded
utilities. GWC could not borrow at the same terms and interest rates of the large

publicly traded water utilities.
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Q102.

A102.

Q103.

A103.

PLEASE ELABORATE ON HOW YOU DETERMINED THAT THE
EFFECTIVE RETURN TO GWC UNDER MR. SCHOEMPERLEN’S
RECOMMENDATION FOR A HYPOTHETICAL CAPITAL STRUCTURE,
A HYPOTHETICAL COST OF DEBT OF 5.82 PERCENT, AND AN 8.0
PERCENT RETURN ON EQUITY WOULD RESULT IN AN EFFECTIVE
RATE OF RETURN ON EQUITY OF 5.87 PERCENT.

Mr. Schoemperlen recommends an operating income of $64,878.'*° Deducting the
synchronized interest expense of $21,399 (recommended rate base of $906,756
times weighted cost of debt of 2.36 percent)*® produces a net income of $43,480
(64,878 - $21,399). Mr. Schoemperlen also recommends a rate base of
$906,756.*!  The actual proportion of equity that is funding Mr. Schoemperlen’s
rate base is $740,818 ($906,756 rate base x 81.7% actual equity in GWC’s capital
structure). The effective equity return is therefore 5.87 percent ($93,378 /
$740,818).

ISN’T THE CURRENT COST OF INVESTMENT GRADE BONDS ABOUT
6.0 PERCENT; AND, ISN'T THIS HIGHER THAN MR
SCHOEMPERLEN’S EFFECTIVE COTS OF EQUITY?

Yes.'*> Mr. Schoemperlen’s recommendation translates to a cost of equity which
absolutely makes absolute no sense. Mr. Schoemperlen obtains a dramatically
lower return on equity through his hypothetical capital structure and hypothetical

debt cost; far lower than his recommendation of 8.0 percent. Like Mr. Rigsby’s 9.0

129 See
130 See

131 See

Schoemperlen Table 3 on page 25.
Schoemperlen Table 3 on page 25.
Schoemperlen Table 3 on page 25..

132 Federal Reserve, April 21, 2011.
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Q104.

A104.

percent, Mr. Schoemperlen’s recommended cost of equity of 8.0 percent is pure

fiction.

WILL GOODMAN WATER COMPANY HAVE SUFFICIENT EARNINGS
TO PAY DIVIDENDS AT A LEVEL COMPARABLE TO THE PUBLICLY
TRADED WATER UTILITY COMPANIES?

No. Like the analysis provide earlier, we can look at this in two ways: 1) from the
perspective of actual equity financing Mr. Schoemperlen’s proposed rate base
(Perspective 1); and 2) from the perspective of actual equity investment in GWC
(Perspective 2). Either way, the Company will have insufficient earnings to pay
dividends comparable to the publicly traded utilities. In fact, in order for the
Company to pay dividends the payout ratio will need to be well above 100 percent
of earnings depending on one’s perspective. The computations for Perspective 1

are shown below:

Perspective 1 — Based Upon Rate Base

[11 Total Rate Base Per Shoemperlen $ 906,756
[2] % Equity per D-1 81.73%
[3] Book Value of Equity [1] x{2] $ 740,818
[4] Expected Dividend Yield per D-4.7 3.53%
{5] Current market-to-book ratio publicly traded water utilities 1.90
[6] Book Value Dividend Yield [4] x [5] 6.71%
[71  Cash Dividend [3] x[6] $ 49,709
[8] Schoemperlen Recommended Operating Income $ 64,878
[9] Less: Annual Interest Expense from D-2 ($43,133)
[10] Earnings Available for Dividends [8] - [9] $ 31,953
[11] Less: Dividends [7] $ (49,709)
[12] Retained Earnings [10] - [11] $  (17,756)
[13] Payout ratio [11)/[10] 156%
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The computations for Perspective 2 are shown below:

Perspective 2 - Based Upon Equity Investment

[1]  Total Capital per D-1 $ 2,777,216
[2] % Equity per D-1 81.73%
[8] Book Value of Equity [1] x[2] $ 2,269,819
[4] Expected Dividend Yield per D-4.8 3.53%
[5] Current market-to-book ratio publicly traded water utilities 1.90
[6] Book Value Dividend Yield [4] x [5] 6.71%
[7] Cash Dividend [3] x[6] $ 146,630
[8] RUCO Recommended Operating Income $ 64878
[9] Less: Annual Interest Expense from D-2 ($43,133)
[10] Earnings Available for Dividends [8] - [9] 3 31,953
[11] Less: Dividends [7] $ (146,630)

(12]

[13]

Neither of these payout ratios are sustainable and are much higher than the publicly

Retained Earnings [10]-[11]

Payout ratio [11)/[10]

traded water utility payout ratios.

(114,677)

459%

Q105. WHAT WOULD HAPPEN TO THE VALUE OF AN INVESTMENT IN
GWC IF THE GWC PAID DIVIDENDS AT THE PROPORTION OF
EARINGS COMPARABLE TO THE PUBLICLY TRADED UTILITIES?

A105. The value of an equity investment would necessarily decrease. If GWC paid out
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Q106.

A106.

74 percent of its net earnings so that it is comparable to the publicly traded water
utilities, it would pay dividends totaling about $23,645 ($31,953 times 74 percent).
However, this would translate to a dividend yield of only 1.7 percent ($23,645 cash
divided by $1,413,267 book equity times 1.9 market-book ratio) under the first
perspective shown above (Perspective 1) and 1.0 percent ($23,645 cash dividend
divided by $2,269,819 book equity times 1.9 market-book ratio) under the second
perspective shown above (Perspective 2). However, investors expect a dividend
yield of 3.53 percent, so the value of an investment in GWC would need to
decrease to $905,184 ($31,953 divided by 3.53 percent) compared to a market
value of $2,826,534 (81,413,267 times 1.9) under Perspective 1 and decrease to
$905,184 ($31,953 divided by 3.53 percent) compared to a market value of
$4,312,656 ($2,269,819 times 1.9) under Perspective 2 in order for investors to
receive a 3.53 percent dividend yield. In other words, GWC investors will lose
approximately $1,911,350 ($905,184 minus $2,826,534) to $3,407,472 ($905,184
minus $4,312,656) of investment value depending on the perspective. No matter
how you look at it, GWC’s investors will lose a significant amount of investment
value. The market-to-book ratios would drop precipitously from the 1.9 of the
publicly traded water utilities to 0.64 ($905,184 divided by $1,413,267) or to 0.21
($905,184 divided by $4,312,656) under Perspective 2,

WHAT WOULD THE RATE OF RETURN THAT IS APPLIED TO MR.
SCHOEMPERLEN’S PROPOSED RATE BASE NEED TO BE IN ORDER
FOR THE COMPANY TO BE COMPARABLE TO THE PUBLICLY
TRADED WATER COMPANIES?

12.16 percent. Let me explain. Under Perspective 1, if GWC has a payout ratio of
74 percent, then it must have earnings after interest of about $67,174 ($740,818
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Q107.

A107.

Q108.
A108.

book equity investment in rate base times 6.71% book dividend yield divided by 74
percent). Adding back interest of $43,133 to the $110,307 results in a required
operating income of $110,307. Mr. Schoemperlen’s proposed rate base is
$906,756'%, so the return required is 12.16 percent ($110,307 million divided by
$906,756).

WHAT DOES THE RETURN ON EQUITY NEED TO BE IN ORDER TO
PRODUCE A 12.16 PERCENT OVERALL RETURN UNDER
PERSPECTIVE 1?

16.33 percent. This can be found by first subtracting the weighted cost of debt
from the 12.16 percent return to get the weighted cost of equity then dividing the
weighted cost of equity by the percentage of equity in Mr. Schoemperlen’s
hypothetical capital structure. The weighted cost of debt based upon the
hypothetical capital structure and the cost of debt is 2.36 percent (5.82% times
40%) and the percentage of equity in the hypothetical capital structure is 60
percent. So, the computation is ((12.16% minus 2.34%) divided by 60%).

PLEASE CONTINUE.

Under Perspective 2 the overall return applied to Mr. Schoemperlen’s rate base
would need to be 27.47 percent in order to have a payout ratio of 74 percent
Under Perspective 2, if GWC has a payout ratio of 74 percent, then it must have
earnings after interest of about $205,817 ($2,269,819 book equity investment times
6.71% book dividend yield divided by 74 percent). Adding back interest of
$43,133 to the $205,817 results in a required operating income of $248,950. Mr.

133 See

Schoemperlen Table 3 on page 25.
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A109.

Q110.

Al10.

Schoemperlen’s proposed rate base is $905,756'>*, so the return required is 27.47

percent ($248,950 million divided by $905,756).

WHAT DOES THE RETURN ON EQUITY NEED TO BE IN ORDER TO
PRODUCE A 27.47 PERCENT OVERALL RETURN UNDER
PERSPECTIVE 2?

41.88 percent. Again, this can be found by first subtracting the weight cost of debt
from the 27.47 percent return to get the weighted cost of equity then dividing the
weighted cost of equity by the percentage of equity in the capital structure. The
weighted cost of debt based upon the actual capital structure and Mr.
Schoemperlen’s cost of debt is 2.34 percent (5.82% times 40%) and the percentage
of equity in the hypothetical capital structure is 60 percent. So, the computation is

((27.47% minus 2.34%) divided by 60%).

IN REALITY ISN'T PERSPECTIVE 2 THE MOST REVELANT WITH
RESPECT TO THE ADEQUACY OF EARNINGS AND THE
COMPARABLITY OF EARNINGS TO THE PUBLICLY TRADED

UTILITY COMPANIES?
Yes. Again, the total invested equity capital in GWC is $2,269,765 as shown on

Rebuttal Schedule D-1. Because of Mr. Schoemperlen’s recommendation to
disallow plant investment in the instant case, there is a large and significant
discrepancy between rate base and invested capital. As I stated earlier, all invested
capital must be supported as each dollar of capital has an earnings requirement. |
discussed this subject in depth earlier in my testimony and will not repeat that

testimony here. That said, either way you look at it, Mr. Schoemperlen’s

134
See

Schoemperlen Table 3 on page 25.
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recommended return on equity of 8.0 percent fails the comparable earnings test and

the capital attraction standards set forth in Hope and Bluefield.

Q111. DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY ON COST OF
CAPITAL?
Al1l. Yes. Although my silence on any issue not discussed herein does not necessarily

constitute agreement with Staff, RUCO, or Mr. Schoemperlen.
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Appendix B
Analyst Growth-Forecast Research

This survey, prepared at the request of SDG&E by Dr. James H. Vander Weide,
Research Professor of Finance and Economics at Duke University, summarizes nine
art-icles that address whether analysts’ growth forecasts are overly optimistic. Seven of
the nine articles reviewed find no evidence that analysts’ growth forecasts are overly
optimisﬁc. Two find evidence of opﬁmism, but also conclude that optimism has been
declining significantly over time. Of these two studies, one finds that analysts’ forecasts
for the S&P 500 are pessimistic for the last four years of the study. The summaries are

 listed in chronological order.

Crichfield, T., Thomas Dyckman.and Josef Lakonishok (1978). “An evaluation of -
security analysts® forecasts.” The Accounting Review 53(3): 651-668.

The authors study the ability of security analyst to provide unbiased estimates of earnings -
per share and compare analysts’ forecasts to forecasts made using simple statistical

models based on historical EPS data. Their study is based on data during the period 1967
~ 1976 from the Earnings Forecaster published by Standard & Poor’s, and the final
sample consists of 46 firms. The authors conclude that the analysts perform well in terms
of forecast accuracy when compared to the forecasts produced by five statistical models.
Their tests also support the hypothesis that analysts predict EPS changes without
significant systematic bias.

-Elton, E. J., Martin J. Gruber and Mustafa N, Gultekin (1984). “Professional
expectations: accuracy and diagnosis of ervors.” Journal of Financial and Quantitative
Analysis 19(4): 351-363.

The authors examine five questions regarding analysts’ EPS forecasts: (1) what is the
size and pattern of analysts® errors; (2) what is the source of errors; (3) are some firms
more difficult to predict than others; and (4) is there an association between errors in
forecasts and divergence of analysts® estimates. The authors use the I/B/E/S database of
earnings forecasts for a sample of 414 firms 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 were accurate in estimating the average level of growth in
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carnings 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., and Josef Lakonishok (1984). “Properties of analysts’ forecasts of earnings: a
review and analysis of the research.” Journal of Accounting Literature.3: 119-148,

' Givoly and Lakonishok review the status of the research on security analysts’ forecasts

up to 1984, and they conclude that: (1) the performance of analysts® forecasts is in
general superior to that of statistical models, a result that is consistent with a rational
market for forecasting services, where the higher costs of financial analysts’ forecasts is
compensated with better performance; and (2) financial analysts’ forecasts incorporate
the past history of realizations and predictions in an unbiased manner.

Brown, L. D. (1997). “Analyst forecasting errors: additional evidence.” Financial

Analysts Journal November/December: 81-88.

Using data from I/B/E/S for the period 1985 — 1996, Brown studies whether:

(1) analysts’ forecasts are optimistic; (2) potential optimistic bias i{s constant over time;
and (3) analysts’ forecasting errors are smaller for S&P 500 firms, firms with large
market capitalization, firms with greater analyst following, and firms in particular
industries. For the entire period, Brown finds that model and median values of analysts'
forecast errors are zero, but mean errors are negative. He finds that the negative mean
forecast error results from a relatively small number of large forecast errors, indicating
that these errors are associated with large accounting write-offs for a small number of
firms in certain years. In addition, he finds that: (1) the mean analyst forecast error
decreases significantly over the period of his study; and (2) optimistic bias of mean
forecasts for S&P 500 firms is significantly less than optimistic bias for all firms, and,
indeed, analysts for S&P 500 firms are, on average, pessimistic for the years 1993 —
1996; (3)optimistic bias is less for large firms than for small firms; and (4) optimistic bias
is less for firms in certain industries compared to other industries, with the best forecasts
for the following industries: food and related products, transportation equipment,
cormnmunications, and electric, gas, sanitary services.

Keane, M. P., and David E. Runkle (1998). “Are financial analysts’ forecasts of corporate
profits rational.” The Journal of Political Economy 106(4): 768-805.

Keane and Runkle demonstrate that previous inferences regarding analyst optimism are
strongly affected by correlation in analyst forecast errors across forecasts and firms and
by unexpected accounting write-offs 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
analysts are optimistic. 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. Similar to
Abarbanell (2003), they demonstrate that statistical tests of optimism are distorted by
discretionary special accounting charges in the forecast period. Failure to adjust for
discretionary special accounting charges in the company sample under study distorts
statistical results 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
professmnal stock market analysts make rational forecasts of earnings per share for the
companies they follow.

Abarbanell, I, and Reuven Lehavy (2003). “Biased forecasts or biased earnings? The
role of reported eamings in explaining apparent bias and over/underreaction in analysts’
earnings forecasts.” Journal of Accounting & Economics 36: 105-146.

Abarbanell and Lehavy investigate whether the apparent bias in analysts’ earnings
forecasts that appears in some research studies is explained by large accounting write-offs
and special charges made by a small number of sample firms. The Abarbanell/Lehavy
study is based on a large database of consensus earnings forecasts provided by Zacks for
thie period 1985 ~ 1998. 'When Abarbanell/Lehavy examine the distribution of analysts’
forecast errors over this time period, they find that the only statistical indication that
supports the argument for analyst optimism is a fairly large negative mean forecast error.

. In contrast, the median etror is zero, suggesting unbiased forecasts, while the percentage
of positive errors is significantly greater than the percentage of negatwe errors

(48 percent versus 40 percent), suggesting apparent analyst pessimism. Similar to Brown
(1997), Abarbaneli/Lehavy explain this phenomenon by observing that the left tail (the
optimistic tail of the distribution) contains significantly more extreme errors of greater
magnitude than the right tail: (the pessimistic tail) of the distribution.
Abarbanell/Lehavy’s conclusion is supported by a correlation study that examines the
relationship between extreme negative forecast errors with extreme negative unexpected
accruals. The correlation study indicates a direct connection between the extreme errors
in the left tail of the error distribution and unexpected accounting accruals. Once the
effect of accounting accruals is removed the study, Abarbanell/Lehavy find that the mean
forecast error becomes zero, indicating that there is no tendency for analysts' forecasts to
be optimistic.

Ciccone, S. J. (2005). “Trends in analyst carnings forecast properties.” International
Review of Financial Analysis 14: 1-22.

Ciccone examines trends in analysts forecast dispersion, error, and optimism using First
Call 120,022 quarterly observations from 1990 — 2001, He finds that analyst optimism
declined significantly over the period of his study and that apalysts” forecasts for
profitable firms became pessimistic in the last several years of his study period. He
concludes that analyst opumxsm isno longer an issue and that, “[1]f anything, analysts
have a new concern: carnings pessimism for profit firms.”
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Clarke, J., Stephen P. Ferris, Narayanan Jayaraman, and Jinsoo Lee (2006), “Are analyst
recommendations biased? Evidence from corporate bankruptcies.” Journal of Financial
and Quantitative Analysis 41(1): 169-196.

The authors test whether a bids exists in analysts® recommendations for firms that filed
for bankruptcy in the period 1995 — 2001. Their database consists of a final set of 289
firms that filed for bankruptcy during this period and that have I/B/E/S analysts’ forecasts.
As a comparison sample, the authors identify 2 matching group of firms with the same
SIC code and that have a similar likelihood of bankruptcy as measured by the Altman 2-
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-
bankrupt group in five categories—strong buy, buy, hold, under-perform, 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 hypothcsxs that
analysts’ recommendations are optimistic should be rejected.

Yang, R., and Yaw M. Mensah (2006). “The effect of the SEC’s regulation fair
dlsclosure on analyst forecast attributes.” Journal of Financial Regulation and
Compliance 14(2): 192-209.

Regulation fair disclosure (“Reg. FD™), issued on October 23, 2000, prohibits selective
disclosure of material non-public information to financial analysts, institutional investors,
~.and others prior to making it available to the general public. Before the implementation
of Reg. FD, most conference calls with analysts were accessible only to certain analysts
and institutional investors. The authors éxamine whether Reg. FD has influenced
analysts’ earnings forecast accuracy and forecast dispersion for companies that routinely
conduct conference calls as well as for companies that do not conduct conference calls.
Using I/B/E/S forecast data for the period October 1998 through September 2002 and
12,806 firm-quarter observations in pre-Reg FD period and 13,104 firm-quarter
observations in the post-Reg FD period, the authors examine the descriptive statistics of
analysts® forecast errors in the pre-Reg. FD and post-Reg. FD environments, They
conclude that Reg. FD had little influence on analysts® forecast errors: the mean forecast
error was approximately zero in both the pre-and post-Reg. FD periods.
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CAPITAL MARKETS

Introducing the Janney RCI: Our Ranking of Water Utility
Regulation & Valuation

Janney Water Journal - April 2011

INVESTMENT CONCLUSION:

Having followed the water utility industry for years and - like many others - danced delicately around the issue of
comparing state regulatory environments, we decided the time has come for a transparent, quantitative ranking system.
Indeed, we believe regulatory climate is the single most important factor driving shareholder returns for water utilities,
and that a clear scoring system on this key issue substantially demystifies the investment decision making process. With
this in mind, we introduce our Janney Regulatory Climate Indicator (RCI), which assigns a numerical score to each state
of relevance for the water utility peer group based upon key factors such as Returns on Equity and the existence (or lack
thereof) of progressive regulatory mechanisms such as DSIC and Future Test Years. While we recognize that no such
system is perfect and any attempt to tackle the issue will be controversial (hence the Street's historical reticence to do s0),
our system is transparent, easily understandable, and accurately depicts the relative attractiveness of various regulatory
jurisdictions. In any event, we believe even detractors will find the Janney RCI a useful, refreshing step in the right
direction toward a more open and candid discourse on the issue. Below we offer several key take-aways from our
inaugural RCI rankings, and in the following pages we summarize our methodology and detail our findings.

KEY POINTS:

* The States: PA on top as expected, but some surprises down the league table. Not surprising given the PA PUC's
near unanimous reputation as the most progressive of the state utility commissions on water issues, Pennsylvania
ranks #1 of the 16 key states with a Janney RCI score of 4.1 (out of a possible range of -5.5 to +5.5). Among other
key states - Illinois ranks #2 (RCI: 3.5), Delaware #3 (RCI: 2.5), Connecticut #7 (RCI: 1.0), California and New
Jersey tie for #11 (RCI: -0.1), and Texas ranks #13 (RCI: -0.5). For detailed rankings and inputs see table on page 6.

* American Water (AWK-BUY): RCI reinforces AWK as our top water utility idea. Among the anxieties of this
type of analysis is the fear that the results will contradict one's previously held views, but our 100% objectively
designed system reinforces AWK as the most compelling stock idea in the space. While the company's
weighted-average RCI (1.2) lies below key peer Aqua America (2.6), our implied fair value analysis suggests the
valuation disconnect between the two companies more than reflects this. In addition, the potential implementation of
a DSIC in New Jersey (20% of regulated revenue) represents a potentially significant regulatory catalyst.

* Aqua America (WTR-Neutral): Premium valuation justified, but upside limited. With its strong position in
top-ranked Pennsylvania and diversified mix of additional states, Aqua America's RCI score (2.6) is second to only
Pennsylvania pure-play York Water Company (YORW-BUY). Still, our RCI-based implied fair value analysis
indicates that WTR's premium valuation appropriately reflects the company's favorable regulatory exposure, and
upside remains limited. Overall, Aqua America remains the "best-of-breed" player in the investor-owned water
utility space, and we believe any meaningful pullback in WTR shares should be viewed as buying opportunity.

* California: CA regulation sub-par already, and uncertainty continues to loom. While water utility regulation
has improved in recent years, the state lacks key regulatory mechanisms and remains a below average capital
destination in our view. Overall, we continue to believe that the discount valuations currently assigned to
California-centric utilities American States Water Company (AWR-Neutral) and California Water Service Company
(CWT-Neutral), appropriately reflect the fact that California regulation (though improved from years ago) remains
50-50 at best and that recent changes to the CA Public Utility Commission heighten uncertainty going forward.

Eq u lty Research Research Analyst Certifications and Important Disclosures
are on pages 7 - 8 of this report

Industry Report



JANNEY RCI: NOT PERFECT, BUT A USEFUL PIECE OF THE PUZZLE

After following the water utility industry for more than five years and frequently speaking with investors
frustrated by the difficulty of comparing regulatory environments, we believe the time is right for a
simple, easy to understand system for making these comparisons. While we recognize that no such
system is perfect, we are firm believers in not allowing the “perfect to be the enemy of the good™ and
therefore launch our Janney Regulatory Climate Indicator (RCI). Predictable given its attempt to quantify
the unquantifiable, the RCI has its flaws, but we believe it will provide a useful tool for investors as they
formulate a mosaic of the space. Our RCI scoring system, described in more detail on page 3, essentially
starts each state at a baseline score of “0”, applies an adjustment factor based upon recent awarded returns
on equity (the higher the better), and then further adjusts this figure depending on whether a state has
implemented key progressive regulatory mechanisms (DSIC, future test year, single tariff, etc).

Janney RCI Scores for Key Investor-Owned Utility States
5
4 . KE” IEIDIDE!!BQ MEI[]’ES'
3 Median RCI: +0.5
MeanRCI: +0.5
2 - Highest Possible: +5.5
Lowest Possible:-5.5
1.0
1- 0.5 05
0.2
0 - . E ' Lo _ S E .
(0.1) {0.1)
1 (0.5)
2 - Not surpising given its reputation for progressive water utility (1'5)
regulation, Pennslvaniaranks #1among the 16 states we assign
3. lanney RCl scores. Atthe otherend of the spectrum, Arizona
N places dead last, vindicating American Water's decision to exit
the state as part of its ongoing portfolio optimization strategy.
-4
-5 -
PA 1L DE VA OH NY CT IN MO KY CA N TX WV FL AZ

As mentioned above, we realize that no rating system of this type is perfect, and we acknowledge the
inevitable criticisms that will come from states (and companies operating therein) ranking poorly. Still,
inputs to the Janney RCI formula were carefully deliberated with an eye toward favoring those states
whose regulatory systems facilitate strong returns on capital and investment outperformance, and the RCI
rankings pass a key sanity check in that the rankings correspond with the more informal pecking order of
state regulatory environment we’ve arrived at after years of following the space. For example, the state of
Pennsylvania places #1 in the rankings with an RCI score of 4.1 while Arizona places dead last with an
RCI of —4 (note that possible RCI scores range from —5.5 to +5.5). Given that Pennsylvania is universally
regarded as the most progressive regulatory jurisdiction in the nation and that major publicly-traded
companies like American Water (AWK-BUY) and American States Water (AWR-Neutral) have been
exiting Arizona, these outcomes confirm the soundness of the Janney RCI scoring methodology.




JANNEY RCI: SUMMARY OF METHODOLOGY

In designing a system for quantifying the relative attractiveness of various state regulatory systems, we
adhere to the maxim that “less is more” and deliberately favor elegance over complexity. Although a
more intricate approach would have benefits, we believe a simple, transparent system sacrifices little in
the way of accuracy while possessing the key advantage of being easily understandable.

The Janney Regulatory Climate Indicator: Methodology

’/1\) Jo
\./ Starting Point= 0 ————— " ROEAdjustor- sliding Scale:
9.5% and lower: 1.5
Simplicity and transparency are key 11% and higher: +1.5
attributes of the RCl scoring system. . 9.5%-11%: Prorated Adjustment

Regulatory Mechanism Adjustors: N
Test Year: +1 for Future, —1 for Historical -/ EinalRC| Score:

Processing: +1 for <9 mos., -1 for >12 mos. —» Highest Possible: +5.5
I DSIC-like Mechanism: +1 if yes, =1 if no . Lowest Possible: -5.5
Single Tariff Structure: +1 ifyes, -1 if no

Step-by-Step RCI Calculation:

1. Starting Point. All states are created equal, beginning the process with a baseline score of 0.

2. Allowed Return on Equity Adjustment. The first, and most significant, adjustment to the
baseline score of 0 is the ROE adjustor. Using an average of recent awarded ROEs in the state,
the baseline score is adjusted to reflect the attractiveness of returns on capital. States with ROEs
of 9.5% and below have 1.5 points subtracted from the baseline, while states with ROEs of 11%
and above have 1.5 points added to their baseline score. States with ROEs in between 9.5% and
11% receive a pro-rated adjustment according to their position in this range, with any state
exactly at the midpoint of 10.25% receiving no adjustment to the starting point.

3. Regulatory Mechanism Adjustments. The next set of adjustments takes into account whether a
state has in place key regulatory mechanisms that we believe reduce regulatory lag or otherwise
improve the investment climate. These simple +1/-1 adjustments are as follows:

e +] if a state has in place a DSIC, -1 if not.

e +1 point if a Future Test Year is used, —1 if Historical (0 for Historical/Updated).
+1 if rate cases must be processed in 9 months or less, —1 if 12 months or more.

e +1 if a state has in place single tariff rate structures, —1 if not.

4. Summation = Final RCI Score. After all adjustments have been made to the initial starting
point of 0, the end result is the Janney RCI score. The highest possible RCI score is +5.5 (0 + 1.5
for an 11% ROE + 1 for DSIC + 1 for Future Test Year + 1 for 9 month rate case processing + 1
for Single Tariff = 5.5). Conversely, the lowest possible score is —5.50. Interpreting RCI scores
is easy: higher scores denote states with more capital-friendly regulatory environments.



JANNEY RCI: A LOOK AT KEY REGULATED TERRITORIES

Pennsylvania: The Gold Standard (#1 of 16). With its reputation for progressive regulation and status
as a preferred capital destination, it's not surprising that Pennsylvania places #1 among the states included
in our RCI rankings. A number of factors contribute to Pennsylvania's status as the gold standard in water
utility regulation, but the key driver is that the Pennsylvania Public Utility Commission holds true to a
simple concept: grant highly competitive allowed returns on capital and minimize the drag that the
regulatory process creates on realized returns. The importance of the latter part of this equation cannot be
understated, and the PA PUC has a long history of open mindedness toward forward-looking, creative
regulatory mechanisms on this front. A notable example is that the state pioneered the Distribution
System Improvement Charge (DSIC), which has long been viewed as an industry best practice and is
increasingly seen by investors as a baseline standard of an acceptable regulatory environment.

Connecticut: WICA Changes the Game (#7 of 16). Long viewed as a challenging place for regulated
water utilities to do business, Connecticut’s Department of Public Utility Control has been slowly
evolving toward a more progressive regulatory approach in recent years. The cornerstone of the state’s
gradual positive trajectory was the adoption of an infrastructure surcharge mechanism, dubbed the Water
Infrastructure and Conservation Charge (aka “WICA”), implemented in 2007. While granted returns on
equity remain sub-par (Connecticut Water’s latest granted ROE was 9.75%), the WICA closes the gap
meaningfully between granted and realized returns, and is a significant driver of Connecticut’s placing
above the median in our RCI rankings. With the WICA and other regulatory best-practices (single tariff
billing, prompt rate case processing) in place, only Connecticut’s non-competitive ROEs (CT ranks dead
last on this metric) keep the state from moving into the upper echelon of regulatory jurisdictions.

New Jersey: Late-Blooming Up & Comer (#11 of 16). Also viewed historically as a difficult regulatory
environment, New Jersey looks likely to follow Connecticut’s path of adopting (albeit belatedly) a DSIC-
like mechanism. With comment sessions ongoing, we believe the Board of Public Utilities is likely to
adopt a surcharge mechanism in the near-term, and that this would be a significant step in the right
direction that would make New Jersey much more attractive from a capital allocation perspective. Indeed,
given the significant impact of regulatory lag on realized returns in New Jersey and the fact that granted
returns on equity are actually quite competitive (recent allowed ROEs have been in the 10.3% range),
adoption of a DSIC-like system would (depending on the exact terms) immediately vault New Jersey into
the top echelon of water regulatory jurisdictions. Given its prevalence in the industry (AWK, MSEX, and
WTR all have significant NJ operations), New Jersey is a key state to watch going forward.

California: Is Decoupling a Good Thing? (#12 of 16). California water utility regulation is a case of good
news/bad news, with the CA Public Utility Commission progressive on some key issues (eg. a true future
test year) but notably behind the times on others (eg. no DSIC). Ironically, one of the supposed crowning
achievements in CA water regulation — so-called “decoupling” — is counterproductive in our view and
emblematic of the CPUC getting “too cute” rather than sticking with tried and true best practices with
proven results in other states. By allegedly mitigating some of the “risk” associated with operating a
water utility business in California, decoupling opens the door to the argument that lower returns are
appropriate. In addition, the sheer complexity of the “balancing accounts” used to implement the system
has proven a turn-off for investors. Ultimately, we believe the recently revamped CPUC would be well
advised to focus on the basics, such as improving ROEs and implementing a DSIC mechanism.




STATES ARE INTERESTING, BUT HOW DO THE COMPANIES STACK UP?

While the Janney RCI is designed as a tool for comparing regulation on a state-by-state basis, the trend in
recent years among water utilities has been toward greater geographic diversification. Therefore in order
to use the RCI to compare the regulatory mix of individual companies, below assign company-specific
RClI scores using a weighted average based on the percentage of regulated revenue each company derives
from various states. Not surprisingly, the tails of this analysis are those companies with concentrated
exposure to individual regulatory jurisdictions. Of course, this can work out for better or worse depending
on which state(s) each company is levered to. York Water (YORW-BUY), for example, is at the head of
the class with an RCI score of 4.1 — a product of its being the lone pure-play on top-ranked PA. At the
other end of the spectrum, American States Water (AWR) and California Water (CWT) score poorly on
this metric, a function of their concentrated exposure to California, whose RCI lies below the median.

State-Weighted RCI Scores for U.S. Listed Water Utilities
YORW
WTR
ARTNA
AWK | JANNEY RCI: IMPLIED FAIR VALUE ANALYSIS
Company ImpliedT o Implied .| Recent || Upside/
RCI Score PIE FairValue Price . .| Downside
CTWS -
16.6x $2.19 $36 $34.50 5%
. %
MSEX CwT 0.1 16.6x $2.32 $39 $36.91 5
. MEDIAN 05 17.5% - | {EQUAL TO CURRENT PEER GROUP AVERAGE)
CWT (0.1) ‘ AWK 1.2 18.5% $1.82 $34 $28.38 19%
WTR 26 20.6x $1.07 $22 $21.58 2%
AWR  (0.1) E IDEAL 5.5 1. 250% | (BASEDON HISTORICALSECTOR MULTIPLES)
-0.5 0.0 0.5 1.0 1.5 2.0 2.5 3.0 3.5 4.0 4.5

Meanwhile, those investor-owned water utilities boasting more diversified state regulatory exposure -
most notably BUY-rated American Water Works (serving 20 states) and Neutral-rated Aqua America
(serving 12 states) — lie somewhere in between the single-state utility extremes. Aqua America’s heavy
footprint in Pennsylvania enables the company to garner a significant edge over American Water Works,
which comes as no surprise given that investors historically value WTR shares at a significant premium
not only to AWK but also to most others in the peer group. Middlesex Water’s (MSEX-BUY) weighted
RCI score looks so-so at best, but we would note that the New Jersey Board of Public Utilities is actively
considering a DSIC-like surcharge mechanism, which would provide Middlesex an RCI boost given the
company’s heavy exposure to New Jersey (75% of revenue). A NJ DSIC would also accrue to American
Water’s benefit given that the company derives more than 20% of regulated revenue from New Jersey.
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IMPORTANT DISCLOSURES

Research Analvst Certification

I, Ryan M. Connors, the Primarily Responsible Analyst for this research report, hereby certify that all of the views expressed in
this research report accurately reflect my personal views about any and all of the subject securities or issuers. No part of my
compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views I expressed in this
research report.

Janney Montgomery Scott LLC (""JMS'") Equity Research Disclosure L.egend

Individual disclosures for the companies mentioned in this report can be obtained by calling or writing Janney Montgomery
Scott LLC as provided on the first page of this report.Disclosure Site

Definition of Ratings

BUY: Janney expects that the subject company will appreciate in value. Additionally, we expect that the subject company will
outperform comparable companies within its sector.

NEUTRAL: Janney believes that the subject company is fairly valued and will perform in line with comparable companies
within its sector. Investors may add to current positions on short-term weakness and sell on strength as the valuations or
fundamentals become more or less attractive.

SELL: Janney expects that the subject company will likely decline in value and will underperform comparable companies
within its sector.

Janney Montgomery Scott Ratings Distribution as of March 31, 2011
IB Serv./Past 12 Mos.

Rating Count Percent Count Percent
BUY [B] 185 53 15 8
NEUTRAL [N] 160 45 9 6
SELL [S] 8 2 0 0

*Percentages of each rating category where Janney has performed Investment Banking services over the
past 12 months.

Other Disclosures

Investment opinions are based on each stock's 6-12 month return potential. Our ratings are not based on formal price targets,
however our analysts will discuss fair value and/or target price ranges in research reports. Decisions to buy or sell a stock should
be based on the investor's investment objectives and risk tolerance and should not rely solely on the rating. Investors should read
carefully the entire research report, which provides a more complete discussion of the analyst's views.

This research report is provided for informational purposes only and shall in no event be construed as an offer to sell or a
solicitation of an offer to buy any securities. The information described herein is taken from sources which we believe to be
reliable, but the accuracy and completeness of such information is not guaranteed by us. The opinions expressed herein may be
given only such weight as opinions warrant. This Firm, its officers, directors, employees, or members of their families may have
positions in the securities mentioned and may make purchases or sales of such securities from time to time in the open market or
otherwise and may sell to or buy from customers such securities on a principal basis.Supporting information related to the
recommendation, if any, made in the research report is available upon request.



RESEARCH

DEPARTMENT

CAPITAL MARKETS

Janney Montgomery Scott

Gary R. Schatz, Managing Director
Director of Research (215) 665-6234

TECHNOLOGY, MEDIA and TELECOM

Financial Technology

Thomas C. McCrohan — Managing Director (215) 665-6293
Leonard A. DeProspo, CFA —Associate (215) 665-4559

Entertainment / Digital Media
Tony Wible, CFA — Director
Randolph Lee — Associate

(215) 665-6529
(215) 665-4572

internet and Interactive Entertainment
Shawn C. Milne — Managing Director
Cara Petonic — Associate

(415) 981-9539
(215) 665-4574

FINANCIALS

Banks / Thrifts

Rick Weiss - Director

Stephen M. Moss — Director
David C. Peppard - Associate

(215) 665-6224
(215) 665-4595
(215) 665-6457

BDCs

John T. G. Rogers, CFA - Vice President (202) 955-4316
Insurance

Robert Glasspiegel, CFA — Managing Director (860) 724-1203
Larry Greenberg, CFA — Managing Director (860) 724-1203
Steven Labbe, CFA - Managing Director (860) 724-1203

IT Outsourcing / BPO / Consulting
Joseph D. Foresi — Director
Jeffrey Rossetti - Associate

Semiconductors
Nicholas Aberle — Director

CONSUMER and RETAIL

Casino Gaming and Lodging

Brian T. McGill - Managing Director
Brian Mullan, CFA - Associate

Food / Beverage / Tobacco

(617) 557-2972
(617) 557-2989

(415) 229-7012

(215) 665-6485
(646) 840-4604

Jonathan Feeney, CFA — Managing Director (215) 665-6679

Mark Williams — Associate

(215) 665-6358

Mitchell B. Pinheiro, CFA —Managing Director(215) 665-6280

Brian Holland - Associate

Household & Personal Care
John San Marco - Vice President
Amy Babington - Associate

Resfaurants
Mark Kalinowski — Director
Ned Grace - Associate

Hardline Retaifers

David Strasser — Managing Director
Sarang Vora - Associate
Darren Bassman- Associate

Softline Retail - Specialty Apparel
Adrienne Tennant — Managing Director
Simeon Siegel — Vice President

(215) 665-4478

(646) 840-4607
(646) 840-3207

(212) 940-6997
(212) 940-6985

(646) 840-4609
(646) 840-4605
(646) 840-3201

(703) 448-7807
(646) 840-4606

REITs
Andrew DiZio, CFA - Vice President
Daniel Donlan - Vice President

Trust Banks

Thomas C. McCrohan — Managing Director
Leonard A. DeProspo, CFA — Associate

INFRASTRUCTURE

industrials

James C. Lucas — Managing Director
Michael J. Wherley - Associate
Kaitlin Lunny — Associate

Industrial Services
Liam D. Burke — Managing Director

Infrastructure/Water
Ryan M. Connors - Director
Christopher J. Purtill - Associate

Master Limited Partnerships
Suzanne Hannigan, CFA - Director

TECHNICAL ANALYSIS
Technical Strategy
Dan Wantrobski, CMT - Director

SUPERVISORY ANALYSTS
Richard Jacobs - Director
Irene H. Buhalo — Vice President
Holly Guthrie — Vice President

(215) 665-6439
(215) 665-6476

(215) 665-6293

(215) 665-4559

(215) 665-6196
(215) 665-4476
(215) 665-6213

(202) 955-4305

(215) 665-1359
(215) 665-6601

(215) 665-4475

(215) 665-4446

(215) 665-6290
(215) 665-6510
(215) 665-1268



Goodman Water Company
Docket No. W-02500A-10-0382

THOMAS J. BOURASSA
REBUTTAL TESTIMONY
(COST OF CAPITAL)

May 2, 2011

EXHIBIT TJB-COC-RBS




L
B TARTE

i . w—q»;»,:ﬁ-\ i%

REeOve %

;
i
!
i
{
|




Chapter 4: Risk Premium

Appendix 4-A
Arithmetic versus Geometric Means in
Estimating the Cost of Capital

The use-of the arithmetic. miean appears counter-intuitive at first glance, because
we commorily use the geometric mean returtt to measure the average annual
achieved return over some time period. For example, the long-term perfor-
mance of a portfolio is .frequ‘ently assessed using the geometric mean return.

But perforinance appraisal is one thing, and cost of capital estimation is

_ apother matter entirely. In estimating the cost of capital, the goal is to obtain

the rate of retutn that investors expect, that is, a target rate of return. On
averige, investors expect to achieve thelr target returi, This. target expected
return is in effect an arithmetic average. The achieved oretrospective retum
is the geomietric average. In statistical partance, the arithmetic average is the
unbiased measure of the expected value of repeated sbservations of a random
variable, not the geometric mean. This appendix formally illustrates that only
arithmetic averages can be used as estimates of cost of capital, and that the
geometric mean is not an appropriate measure of cost of capital.

The geometric mean answers the question of what constant return you would

have had to achieve in. cach year to have your investiment growth match the

returt achieved by the stock market. The: atithrastic-mean answers the question
of ‘what: growth rate is the best estimate of the: firture amount of riioney that
will be produced by continually reinvesting in the stodk murket. It is the rate
of return which, compounded over mulfiple periods, gives the mean of the
probability distribution of ending weaith.

While the geometric mean is the best estimate of performince over a long
period of time, this does not contradict the statemerit that the arithmetic mean
compounded over the number of years that an investment is held provides
the best estimate of the ending wealth value of the investment. The reason
is that an investment with uncertain returns will have a higher ending wealth
valu¢ than an ifvestment which simply earps (with certainty) its compound
orgeotmetrie rate of return every year. Inother words, diore money, ot terminal
wealth, is gained by the occurtence of higher than expected returns thap. is
last by lower than eXpected returns.

In capital matkets, where returns are a probability distribution, the answer

-that takes account of umcertainty, the arithmetic mean, is the correct one for

estimating discount rates and the cost of capital.

While the geometric mean is appropriate. when measuring petfonnance over
a long time périod, it is mcorrect when estimating 4 risk premmm to compute
the cost of capital.

133.
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TABLE 4A-1
'GEOMETRIC VS. ARITHMETIC RETURNS

o _StockA  StockB
1996 50.0% 11.61%

1997 ~54.7% 11.61%
1998 985% 11.61%
1999 - 422% 11.61%
2000 —32.3% 11.61%

2001 —39.2% 11.61%

2002 153.2% 11.61%

2003 - 10.0% 11.61%

2004 38.9% 11.61%

2005 20.0% 11.61%
Standard Deviation 64.9% 0.0%
Afithmetic Mean - 26.7% 11.6%
‘Goormietric Mean 6%  116%

Theory

The geoinetric mean measures the magnitude of the returns, as the investor
starts with one portfolio and ends with another. It does not measure the
varigbility of the journey, as does the arithmetic mé¢an. The geometric mean
is backward looking. There is: vo difference in the geometric mean of two

stocks or portilios, one: of whish is Mghly volatile and the other of which
is absolutely stdble. The withmetic mean, on the other hand, is fot‘ward—
mokmg i that it does frpound the volatility of thie stocks.

Fo Hustrate, Table-4A-1 shows the Historical returms of tiwo stocks, the first
one is highly velatile with a stafidard deviation of retirns of 65% while the
second one has a zero standard deviation. It makes no sense intuitively that
the geometric mean is the correct measure of return, one that implies that
both stocks are equally risky since they have the same geometric mean. No
rational investor would consider the first stock equally as risky as the second
stock. Every financial model to calculate the cost of capital recognizes that
investors are risk-averse and avoid risk unless they are adequately compensated
for undertdking it. It is more consistent to use the mean that fully impounds
risk (arithmetic mean) than the one from which risk has been removed (geornet-
ric imean). In short, the arithrmetic mean recognizes the uncertainty in the
stock miarket while the geometric mean removes the uncertairity by smoothing
over annual differences.

Empirical Evidence

If both the geometric and zrithmetic mean returns. over the 1926-2004 data
are regressed. against the standard deviation of returns for the firms in the
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deciles, the arithmetic mean outperforms the geometric mean in this statistical
regression. Moreover, the constant of arithmetic mean regression matches the
average Treasury bond rate and therefore makes economic sense while the
constant for the geomemc mean matches nsthmg in particolar. This is simply

‘because the geometric tméan. is stiipped of volatility iiformistion and, as a

result, does a poot job:-of foregasting returns based on velatility.

The following illustration is frequently invoked in defense of the geometric
mean. Suppose that a stock’s performance over a two-year period is representa-
tive of the probability distribution, doubling in on¢ year (r, = 100%) and
halving in the next (r, = —50%). The stock’s price ends up exactly where
it started, and the geometric average annual return over the two-year period,
I, is zero: .

4 + 5 = (T + Wt + fa)]""’
= (1 + T — BO)* = 1
=0

-confirming that a zero year-by-year return. would have replicated the total
return earned on the stock. The expected annual future rate of return on the
stock is not zero, however, It is the aritimetic average of 100% and — 50%,
(100-50)/2 = 25%. There are two equally likely outcomes. per dollar
invested: either a gain of $1 when r = 100%. or a Toss of $0.50 when t =
—50%. The expected profit is ($1 —~$.50)/2 = 8,25 for a 25% expected rate

‘of return. The profit in the good year more fhaft offsets the loss in the bad

year, despite the fact that the. gmmcmc return iis zero, The arithmetic average
rethun thus provides the best guide to expected future réurds:

What Academics Have to Say
Bodie, Kane, and Marcus (2005) cite:

Which is the superior measure of investment performance; the
arithmetic average or the geometric average? The geometric aver-
age has considerable appeal because it represents the constant rate
of return we would have needed to eam in each year to match
actual performance over some past investment period. It is an
exccllent measure of past performance. However, if our focus is
on future: petformance, then. thie arithmetic sverage is the statistic
of interest because it is. an unbiased estimate of-.the portfolio’s
expected Fututerétim (assufbing, of course, that'the expected retuin,
does. not changg over time). In contrast, because the geometric
Téturn over a sample period is always less than the arithmetic mean,
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it constitutes a downward-biased estimator of the stock’s expected
return in any future year.

Again, the aritimetic average is the better guide to future perfoi-
mance.

- Amothier way ‘of stating fhe Bodie, Kane, Marcus argimerit in faver of the

atithimefic mean is that it is the best estimate of the futare value of the refum
distribution ‘because it represents the expected value of the distribution, It is
most useful for determining the central tendency of a distribution ata parthular
time, that is, for cross-sectional analysis. The geometric mean, on the other
hand, is best suited for measuring an investment’s compound rate of return
over time, that is, for time-series analysis. This is the same argument made
by Ibbotson Associates (2005) where it is. shown, using probability theory,
that future terminal wealth is given by compounding the arithmetic miean,
ahd not the georhetric: mean. To other 'words, if we accept the past as prologue,
the best estimate of a future year’s retmm based on a randem distribution of
the prior years® réturns is the arithiretic average. Statistically, it is our best
goess for the liolding-period returt in a given year.

Brigham and Ehithardt (2005) in their widely used corporate finance text point

out that the arithretic average is more consistent with CAPM theory, as one
of its key underpinning assamptions is that investors are supposed to focus,
in their portfolio decisions, upon returgs in the next period and the standard
deviation of this. retuin. To the extent that this next period is one year, the
preference for the anthmetic mean, which derives. from a. set of single one
yedr period retams, follows. It is also noteworthy that one of the crucial
assumpnans mherent i ﬂie CAPM isthat investors.axe single-petiod expected
lity of terminal weslth maximizers who-choose amiong alternatrve portfolios
ont the basfs of each pon:t‘oho & expected return and standaird deviation.

Brealey, Myers, and Allen (2006). in their leading graduate textbook. in. corpo-
rate finance opt strongly for the arithmetic mean. The authors fllustrate thie
distinction between arithmetic and geometric averages and conclude that arith-
metic averages are appropriate when estimating the cost of capital:

The proper uses of arithmetic and .compound rates of return from
past investments are often misunderstood. Therefore, we call a
brief time-out for a clarifying example.

Suppose that the price of Big Oil’s common stock is $100. There
is an equal chance that at the end of the year the stock will be
worth $90, $110; or $130. Therefore, the return. could be — 10
percent, + 0 percent or + 30 percent (we assume that Big Oil
-does not pay 4 dividend). The éxpectedrennm is 1/3(— 10 + 10+ 30)
= + 10 percent. :
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If we run the process in reverse and discount the expected cash
flow by the expected rate of return, we obtain the value of Big
Oil’s stock: 110

PV = 190 = $100

The expected return o0f 10 percent is therefore the correct rate at
which to discount the expected cash flow from Big Oil’s stock. It
is also the opportunity cost of capital for investments which have
the samhe degree of risk as Big OilL

Now supposs that we observe the teturns on Big Oil stock over a
large humber of years. If the odds are unchanged, the return will
be — 10 percent in a third of the years, + 10 pércent in a further
third, and +30 percent in the remaining years. The arithmetic
average of these yearly returns is

— 10 + 10 + 30
3

= + 10%

Thus the arithmetic average of the returns correctly measures the
opportunity cost 6f capital for investments of similar risk to Big
il steck: A

The average comtpound annual retarn on Big Oil stock would be
9 X 1.1 x 1.3)"® —1 = .088, or 8.8%

less than the opportunity cost of capital. Investors would not be
willing to irivest i a project that offéred an 8.8 peércent expected
réturn if they could get an expected return of 10 percent in the
capital mrket_s The ‘net present value of such a project would be
NPV = —100 + 1988 = _q 4

Moral: If the cost of capital is estimated from historical returns or
risk preminms, use arithmetic averages, not compound annual rates
of return (geometric averages).

(Richard A, Brealey, Stewart C. Myers, and Paiil Alfen, Principles of Corporate
Finance, 8th Edition, Irwin McGraw-Hiil, 2006, page 156-7.)

The widely cited Ibbotson :Associates publication also contains a detailed and
ngorous discussion of the impropriety of using geometric averages in estimat-
ing the cost of capital.'?

2 Jbbotson Associates, Stocks; Bonds, Bills, and Irgﬂmtan, 2005 Kearbaok, Valuation
Edition; page 75.
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The arithmetic average equity risk premium can be demonstrated
to be most appropriate when discounting future cash flows. For
use as the expected equity risk premiuin in either the CAPM or
the building block approach, the arithmetic miean or the: simple
difference of the arithmetic means of stock market returns and
riskless rates i§ the iclevant number. This 1s because both the
CAPM and the. building block appreach are additive models, in
which the cost of capital is the sum of its parts. The geometric
average is more appropriate for reporting past performance, since
it represents the compound average return.

‘The argunient for using the arithmetic-average is quite straightfor-
ward. In Yooking at projected cash flows, the equity risk premium
that should be empleyed is the eqmty nsk premxum that is expected

The best estirnate of the expected value of a v-anable‘ that has
behaved randomly in the past is the average (or arithmeétic mean)
of its past values.

In their widely publicized research on the market risk premivm, Dimson,
Marsh and Staunton (2002) state

The arithmetic mean of a sequence of different returns is always
larget than the geometiic miean. To see dhils, cmnsider equially likely
returns of +25 and ~20 percent., Their arithmietic niean is 2V5
perceitt, sinee (35 = 2002 = 245, Their gaempiﬁc ey is Zero,
since {1 + 25/100). > (1 ~ 20/100) — 1 = 0. But which tacan
is the right one for discounting risky expected future cash flows?
For forward-lookitg decisions, the arithmetic mean is the appro-
priate measure.

To verify that the arithmetic mean is the correct choice, we can
use the 2% percent required return to value the investment we just
described. A $1 stake would offer equal probabilities of receiving
back $1.25 or $0.80. To value this, we discount the cash flows at
: the arithmetic mean rate of 2% percent. The present values are
‘ respestively $1.25/1.015 = $1.22 and $0.80/1.025 = $0.78, each

Tespes
with equal probability, so the value is $1.22 X 15 + $0.80 X %
= $1.00. If there were a sequence of equally likely returns of
+25 and — 20 percent, the geometric mean return will eventudlly
converge on zero. The 2% percent forward-looking arithmetic mean
is required to compensate for the year-to-year volatility of returns.

Lastly, on the practical side, Bruner, Eades, Harris, and Higgins (1998) found
that 71% of the téxts and tradebooks in their extensive survey of practice
orted use of an arithmetic mean. for estimation of the costofeqxﬁty
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Mean Reversion Argument

Some academics have argued that if stock returns were expected to revert to
a trend, this would suggest the use of 4 geometric mean since the geometric
mean is, by definition; an estimate of a smoothed long-tun trend increment.
These same academics have argued that the historical estimate of the market
risk premium (‘“MRP’") is upward-biased by the buoyant perforiance of the
stock market prior to 2002, and Because of the extraordinary and uhusually
high realized MRPs in those years, investors expect a retarn to [ower MRPs
in the future, bringing the average MPR to a more “normal’” level.

The presence or absence:of mean reversion is an empirical issue. The empirical
findings are weak and highly contradictory; the empirical evidencg is inconclu-
sive and uniconvincing, certainly not enough to support the ““tnean revetsion”
hypothesis. The weight of .the empirical evidence on this issue is that the
more sophisticated tests of mean reversion in the MRP demonstrate that the
tealized MRP over the. last 75 years ot so was almost perfectly free of meéan
reversion, and had no statistically identifiable time trend. It is also noteworthy
that most of these studies were performed prior to the stock market's. debacle
in 2000-2002, years of extraordinary and unusually low realized MRPs. The
stock market’s dismal performance of 20002002 has certainly taken the wind
-out of the mean reversion school’s sails. :

An examination of historical MRPs reveals that the MRP is random with no
observable pattern. To the extent that the estimated historical equity risk
prémium. follows: whiat is known: in. statistics as a random walk, one should
expect the equity risk premium to remain at its. historical mean. Therefore,
the. best estimate of the fatuge tisk pregium is the historical miear.

Tbbotson Associates (2“5) find no evidence that the market price of risk or’

the amount of risk in common stocks has changed over time:

Our own empirical evidence suggests that the yearly difference
between the stock market total return and the U.S. Treasury bond
income return; in any particular year is random ... there is no
discernable pattern in the realized equity risk premium. (Tbbotson
Associates, Stocks, Bonds, Bills, and Inflation, 2005 Yearbook,
Valuation Editior, pages. T4-75) '

In statistical patlance, there is. no significant setial correlation in successive

annual market risk premiums, that is, no trend. Ibbotson, Associdtes go on . to

state that it is reasonable to assume that these quantities will remain stable
- in the future (Id.): .

The best estimate of the expected value of a variable that has
behaved randomly in the past is the average (or arithmetic mean)
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' FIGURE 4A-1
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of 1ts past-values, {Ibbotsor Associates, Stocks, Bonds, Bills, and
Inflation, 2004 Yearbook, Valuation Edition, page 75)

Nowhere is it suggested by Ibbotson Associates that the market risk premium
has declined over time.

Because there xs littke evidence that the MRP has changed over time, it is
reasonable to assume that these quantifies will remain stable in the futare.
Figuie 4A-1 $hows the relationship, orthe lack of relationship, hetween year-
to-sedr MRP'S teported iti the Fsbotson Associites ol Yearbook, 2005
edition, for the 1926-2004 period. The relationshxp i virtually absent, as
indicated by the Jow R of zero between suceessive MRPs, In other words,
thére is no history in Successive MRPs as indicated by the zero senfal correlation
coefficient.

In short, the determination of the cost of capital with the CAPM requires an
unbiased estimate of the expected anmual return. The expected. arithmetic
return provides the appropriate measure for this purpose.

Formal Demonstration

This section shows why arithmetic rather than geometric means should be
used for forecasting, discounting, and estimating the cost of capital. By

3 This section is adapted from a similar treatments and demonstration in Brealey,
Myers, and Allen. (2006) and Ibbotson Associates (2005).
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FIGURE 4A-2
POSSIBLE STOCK PRICES

$144

. $108
$100
$81

definition, the cost of equity capital is the annual discount rate that equates
the discounted value of expected future cash flows (from. dividends and the
sale of the stock at the end of the investor’s. investment horizon) to the current
market price of a share in the fir. The discountrate that eqnates the discounted
value of futuie expected dividends 4iid the end of period expiected stoek price
to. the current stock price is 4 ptospective arithmetic, rather thati a. praspestive
geomefric, medn rate of teturn. Siher fature dividends and stock priess cannot
be predicted with cettinty, the “‘expected’* annual rate of return that inveéstors
require. is an average ““target’ 'pencemagc rate around which the actual, year-

by-year returns will vary. This tdrget rate is, in effect, an arithmetic average.

| A xiumencal llustration will clarify this important point. Consider a non-

| dividénd paying stock trading for $100 which has, in every year, an equal

| chance of appreciating by 20% or declining by 10%. Thus, after one year,
there is. an equal rhance that the stock’s. price will be $120 and an equal
chance the price will be $90. Figure 4A-2 presents all pessible eventnalities
aftér two periods have elapsed (the ifates of retarn are presented at the ¢nd
of the lines in the diagrani).

The possible stock prices are shown in the following table.

|
tat



New. Regulatory Finance

142 .

TABEE 3A-2
STOCK PRICES 'AFTER TWO PERIODS
Price Chaneé
$144 ' 1 chance in 4
$108 2 chances in 4
$ 81 1 chance in 4

The expected future stock price after two periods: is then:
1/4 ($144) + 2/4 ($108) + 1/4 ($81) = $110.25

The cost of equity capital is calculated as the discount rate. that equatcs the
present value of the future expected cash flows to the current stock price. In
the present simple example, the only cash flow is the gain from selling the
stock after two periods have elapsed. Thus, using the expected stock priee of
$110.25 caleuldted above, the expected rate of return is that r, which solves
the folfowing equation:

Expvcted Sioek Prige

, (4 =1

The factor (1 + 1)? discaunts the expected stock price to the present. Substitut-
ing the nutnerical values, we have:

Curferit Stock Price =

o $110.25
$100 = "3
r= 5%.

* Thus, the cost-of equity capital is 5%. This 5% cost of cqmty .capital is equal

to- the prospgctive arithmetic mean rate of return, which is the probability-
werghted average single period rate of retarn on equity. Since in every period
there is an equal chance that the stock’s return will be 20% or — 10%, the
probability-weighted average is:

1/2 (20%) + 12 (—10%) = 5%
However, the 5% cost.of equity capital is not equial to:the prospective georefric

inéan rate of return, which is 4 probability-weighted average of the possible

compoutidedrates. of refurii over the two periods. Now consider the prospective
geomeétric mean wate of retium. Table 4A-3 shows the possible compounded
rates of return over two periods, and the probability of each,

Thus, the prospective geometric. mean rate of return is:

1/4.(20%) + 2/4 (3.92%) + 1/4 (— 10%) = 4.46%
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TABLE 4A-3
STOCK PRICES AND RETURNS AFTER Two PERIODS
Price Chance Compounded Retum
$144 1 chancein 4 . 20.00%.
$108 2 chances in 4 3.92%
$ 81 1 chance in 4 —10.00%

This: feturn is not equalto the 5% cost of equity capital.

The exaimple can sdsily be exterided to inclade the ¢dse of a dividend-paying
cornpany and will reach the same conchusion: thie imyplied discount rate calcu-
lated in the. DCF model is an expected arithmetic. rather than an expected
geometric mean rate of return.

The foregoing analysis shows that it is erroneous to use a prospective multi-
year geometric mean rate of return-as a “‘target’’ rate of return for each year
of the period. I, for example, investors currently require an expected future
rate; of return gn an investment-of 13% each year, thent 13% is the appropnate
ahnual rate of tettun. on equity for ratemaking purposeés. Consequently, in
using a iisk prémium approdch for the purposes of rate of retati regulation,
the sitigle=year atrival r@;uﬂédmteof retirsr shiould be estitzted using arith-

metic mean risk premiums.

It should be pointed out that the use of the arithmetic mean does not imgly'

an investment holding period of one year. Rather, it is premised on the
uncertainty with respect. to each year’s return during the holditig period,
however many years that mtay be, When computing the arithmetic average
of historic annual returns in order to calonfate the average return. (expected

feturii, outcome is ong possible: future
atitcothe for each. year the sectrity will be Hietd. Bach historic retarh has af
equal probability of occurring during each year of the holding period. The
resplting expeeted value: of the risk premiuna is the arithmistic average of all
of the past premiums considered, regardiess of the length of the expected
holding period.

Risk Premium
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Q.1

Please state your name, business address and relationship with Goodman

Water Company (“Company”).

Al

Q.2

A2

Q.3
A3

Q.4

A4

James A. Shiner. My business address is 6340 N. Campbell Avenue, Suite 278, Tucson,

Arizona 85718. I am both President of and a shareholder in the Company.

Have you prepared a summary of your educational background and your
professional and business experience?

Yes. I have attached that summary as Appendix “A” to my Rebuttal Testimony.

What is the purpose of your Rebuttal Testimony in this proceeding?

There are several purposes. First, I am appearing as the Company’s policy witness;
and, in that capacity, I will be available to address any policy questions which
might arise in connection with the Company’s currently pending rate increase
request. Second, I will be providing certain background information as to the
development history of the Eagle Crest Ranch Subdivision (“Eagle Crest”), and the
construction of the Company’s water utility system. Third, I will be testifying on
certain issues which have been raised by the Commission’s Staff, RUCO and the
Individual Intervenors to the extent that other Company witnesses do not address

those issues.

Who are the other witnesses that will be testifying on behalf of the Company
in this proceeding?

As of this point in time, they are as follows: Thomas J. Bourassa, C.P.A.; John
Ferenchak, M.A.L; Michael J. Naifeh, M.A 1., C.R.E. and Mark Taylor, P.E. Their
respective prepared Rebuttal Testimony will be filed with the Commission and

distributed to the parties concurrent with the filing and distribution of my prepared

1
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Q.5

A5

Rebuttal Testimony.

In addition, depending upon the Surrebuttal Testimony that is due to be filed
by the other parties to this case on May 31, 2011, it is possible that the Company
may add one (1) or more additional witnesses as a part of the prepared Rejoinder

Testimony it files on June 10, 2011.

Let’s begin with the history of the development of Eagle Crest. Who were the
entities or persons involved in the decision(s) to create such a community, and
how and when did they proceed to create what is now known as Eagle Crest?
The acreage of which Eagle Crest is comprised previously was a ranch used to
raise and train quarter-horse race horses. Alexander Sears and I formed a group of
investors known as Goodman Ranch Associations (“GRA”) which purchased the
property in May 1985. At that time, the property contained a ranch well and small
storage tanks, located at what is now referred to as the Company’s Water Plant No.
1. Mark Taylor of WestLand Resources, Inc. (“WestLand”) discusses the
subsequent development of the Company’s water facilities at that location in his
prepared Rebuttal Testimony.

During the May 1985-2001 time period, GRA devoted its efforts towards
obtaining those entitlements necessary to allow development of the acquired
acreage as a multiple-phase subdivision. Those included (i) an area plan, (ii)
appropriate zoning, (iii) platting for Phase 1 and (iv) improvement plans for Phase
1. In addition, GRA made arrangements for future water, sewer, natural gas and
electric utility service to and within Eagle Crest.

Beginning in 2002 and continuing to the present, the development activities
relating to Eagle Crest have involved a number of entities. Those have included (i)

GRA; (ii) E.C. Development, which was formed to provide finished lots along with

2
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Q.6

A6

D.R. Horton to the homebuilders; (iii) the homebuilders, which included D.R.
Horton, Richmond American Homes, and Sombra; and (iv) the various providers

of utility services, including the Company.

What was the nature of Alexander Sears and your involvement with these
entities?
Mr. Sears and I were among the investors in GRA.

In addition, we formed E.C. Development after we learned that the
homebuilding firms preferred to buy finished lots, rather than raw land they would
have to entitle plat and build lots on. In that regard, E.C. Development coordinates
the provision of those services necessary to convert undeveloped land into finished
lots suitable for use by the homebuilding firms in Eagle Crest; and, in this capacity,
E.C. Development also acts as a master developer. E.C. Development provided
Mr. Sears and me the opportunity to achieve our vision for Eagle Crest Ranch. We
did this by utilizing E.C. Development’s right of supervision and approval. With
those tools we were able to secure improvement upgrades that included enhanced
landscaping, a landscaped median on Eagle Crest Ranch Blvd. and decorative
fencing. In addition, an expensive and elaborate entry feature sets the tone for the
community. Further, when the school site became available, we were able to
develop a park with D.R. Horton providing improvements and E.C. Development
donating the land. The community also enjoys extensive open space.  Our goal
was a top end production/semi-custom community utilizing exceptional foothills
topography. Generally, the homebuilder will focus on the expedient. By setting
Eagle Crest apart, even in today’s market, it is a top selling community which
never dropped below an average of 3 sales per month and is now averaging 3.8

new homes per month. In summary, E.C. Development was critical in developing

3




O 0 3 N W R W N

[\ TR NG T NG TR NS R N T S S i e e e T T S
B W N~ O O 0NN Y N e WD = O

25
26

LAWRENCE V,
ROBERTSON, JR.
ATTORNEY AT LAW

P.0. Box 1448

TUBAC, ARIZONA B5646

(520)-398-0411

Q.7

A7

Q.8

A8

our quality vision and maintaining high standards. This approach is also consistent
with our other communities, in the Metropolitan Tucson area which include
Cobblestone, Wilderness Estates II & III at La Reserve, River Heights and Copper
Creek.

Finally, we each have an ownership interest in the Company.

Which entity owned the acreage which became the finished lots upon which
homes were ultimately constructed?

The ownership of that acreage changed with the passage of time. Initially, GRA
sold an increment of acreage to D.R. Horton in connection with the development of
Phase 1 at Eagle Crest; and, D.R. Horton oversaw the conversion of that
undeveloped land into finished lots upon which it could build homes. However, as
previously mentioned, Mr. Sears and I became aware that the homebuilder(s)
preferred to not be involved in that stage of development activity which converted
raw acreage into finished lots. Thus, we formed E.C. Development to perform that
role. In addition, an arrangement was entered into between GRA and E.C.
Development under which E.C. Development purchased the remaining
undeveloped acreage in Eagle Crest from GRA. Thus, from- that point forward,
E.C. Development owned the acreage which would ultimately become finished
lots; and, it was E.C. Development which sold those finished lots at various points

in time to the homebuilders I previously identified.

You previously indicated that Eagle Crest was developed as a “phased”
subdivision. Why was the development “phased”?
Phasing allows for a development plan which incorporates the most logical and

cost effective extension of roads and utilities for the land area which is to be

4
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Q.9

A9

Q.10

A.10

developed. In so doing, the developer endeavors to avoid premature construction
of infrastructure and the unproductive financial burden such prematureness can
occasion. In addition, phasing allows for the developer to endeavor to provide the
homebuilder(s) with an uninterrupted supply of finished lots, which can be crucial
to the homebuilder(s) success in responding to market demand. In that regard, the
decision as to when to begin to develop a new phase in a master-planned
subdivision, such as Eagle Crest, is made jointly by the master developer and the

homebuilder(s).

How do the master developer and the homebuilder(s) know how much time
must be allowed between when the decision is made to develop a new phase
and when finished lots will be available in that new phase?

The short answer to your question is that they approximate the time period between
the preparation of improvement plans and completion of the necessary
infrastructure based on experience. In so doing, they also must allow for a measure
of timing uncertainty associated with the relevant regulatory process(es) and plan
approval process(es), which involve third parties.

In addition, because of the millions (and perhaps tens of millions) of dollars
involved in reaching and implementing a decision as to when to commence a new
phase of development, there is also a close and continuous interplay between the
master developer, the homebuilder(s), the utilities who will be providing services

to and within the new phase, and various consultants working with these entities.

Is that in fact what occurred in connection with the planning, design and
construction of the water system which serves Eagle Crest?

That is precisely what occurred. The Company and its professional engineering

S
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Q.11

A.ll

consultants, WestL.and Resources, Inc. (“WestLand) (water system planning and
engineering, OPW Engineering (civil engineer and land planner) and Terrmar
(construction coordinator) were directly involved in the decision-making process
relating to the phasing of Eagle Crest at each phase of development.

Was the timing of construction of the Company’s water system in Eagle Crest
a result of these phasing decisions?

Yes. Construction of the water system facilities needed to serve the contemplated
finished lots is an integral part of the phased development process. In that regard,
both WestLand and the Company played a critical role in determining what
facilities would be needed in order to insure in a cost-effective manner the timely
provision of adequate and reliable water service to each phase as development
progressed. Among the factors we considered were value engineering, anticipated
operation and maintenance expense, and projected land use(s) in the area(s) to be
served.

In addition, the Company also discussed with the homebuilder(s) the
assumptions upon which its/their request(s) for additional finished lots were
predicated, and the factors which influenced their timelines as to when water
service to those finished lots would be needed. Because both Mr. Sears and I had
previous experience in the development and marketing of residential subdivisions,
we were in a position to independently and critically examine the reasonableness of
the homebuilder(s) request(s), and to offer such comment and suggestions we
deemed to be appropriate. His focus was from the perspective of E.C.

Development, and my focus was from the perspective of the Company.

Q.12 What would be examples of the type(s) of information that both the

6
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A.12

Q.13

A.13

Q.14

A.14

Q.15

A.l5

homebuilder(s) and Mr. Sears and you would consider in this regard?

Factors considered in connection with a decision as to whether or not to begin a
new phase in Eagle Crest included the following: (i) general economic data and
forecasts at both the national and local level; (ii) currently available and
foresecable mortgage rates; (iii) currently available housing inventory in both the
general metropolitan Tucson area, and the northwest quadrant of that area in which
Eagle Crest is located; (iv) development costs vis-a-vis the homebuilder(s)
absorption or rate of home sales ; (v) current and projected cost per finished lot;
and (vi) recent and projected timeline(s) for obtaining any permits or approvals

required for the new phase then under consideration.

In that regard, what was the number of finished lots that the homebuilder(s)
at Eagle Crest requested?

Typically, they wanted a two (2)-year plus inventory of finished lots. I say “plus,”
because the request would consist of a mix of product or lot sizes, ranging in front

line measurement(s) from 45' to 60' to 70'.

What was the timeline between preparation of the plans for improvement to
completion of the targeted inventory of finished lots?

On the order of 18 to 24 months.

Does that mean that the Company had to schedule the design and construction
of its water facilities needed for the new phase in advance of the target date
for completion of the finished lots for that phase?

Yes, to the extent that new water system capacity was needed. On occasion some

of the needed well production, storage reservoir and booster station capacity would

7
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Q.16

A.l6

Q.17

A.17

be available within the Company’s then existing “backbone” water system
facilities. On other occasions, we would need to construct additional ‘“backbone”
capacity to serve the new phase. However, the transmission and distribution
facilities needed to serve the new phase were almost always new system additions.
In summary, in order to be sure that its water facilities would be in place to
provide adequate and reliable water service to the finished lots in question on the
timeline agreed to among the homebuilder(s), E.C. Development and the Company,
the Company had to commence and conclude construction of its facilities in

advance of the targeted completion date for the new increment of finished lots.

Did the homebuilder(s) possess the ultimate decision-making authority as to
the nature and sizing of the water utility facilities that would be appropriate to
serve a given phase within Eagle Crest?

No. The ultimate decision was made by the Company, although we endeavored to
reach a consensus with all affected parties which, at the same time, would not be

detrimental to the interests of the Company and its ratepayers.

What would be an example of where the Company exercised such ultimate
decision-making authority?
An excellent example is the upgrade of the pressure booster station at Water Plant
No. 4, which D.R. Horton had requested, in order to avoid having to install fire
sprinkler systems in new homes of 3,800 square feet or larger. The installation of
such systems in homes of that size was a requirement of the Golder Ranch Fire
District (“District™).

The Company and WestLand had originally sized that booster station to

provide a fire flow capability of 1,100 gpm, which satisfied the District’s fire flow

8
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Q.18

A.18

Q.19

A.19

requirement for new homes to be located in the elevation zone to be served by the
pressure booster station at Water Plant No. 4. When D.R. Horton decided to
construct some larger homes in that area, the District’s fire flow requirement for
that area was increased to 1,600 gpm, assuming D.R. Horton would not be
installing fire sprinkler systems in those larger homes.

The Company and WestLand determined that the booster station at Water
Plant No. 4 could be modified so as to satisfy the District’s 1,600 gpm fire flow
requirement. However, inasmuch as the Company believed that it would be
inappropriate for the Company and its ratepayers to bear the cost of this upgrade, in
order to address a limited purpose need of the homebuilder and a few of its future
customers, the Company advised D.R. Horton that the homebuilder would have to
bear the full cost of the upgrade. D.R. Horton initially was very upset with this
position, which I communicated on behalf of the Company. However, the
Company remained firm in its position, and D.R. Horton ultimately bore the cost of

the upgrade at Water Plant No. 4.

Does that mean that the Company is not requesting inclusion in rate base of
the cost of the upgrade to the booster station at Water Plant No. 4?

Yes, that is correct.

Let’s turn to another subject. How does the construction of roads within a
phased subdivision such as Eagle Crest affect the timing of construction of the
Company’s facilities?

If the Company’s facilities are going to be located underground in a public or
private right-of-way, which will be paved, then the Company’s facilities should be

constructed before the paving occurs for two (2) very important reasons.

9




O 00 3 O W B W N =

[ YO T NG TR NG T NG I NS R S S L e e e e e ey
=~ W N —_ [en] \O o0 ~J N ()] = W N e [w)

25
26

LAWRENCE V.,
ROBERTSON, jR.

ATTORNEY AT LAw
P.0. Box 1448
TUBAC, ARIZONA 85646
(520)-398-0411

Q.20

A.20

First, the Company’s facilities frequently will be sharing that same right-of-
way with the underground facilities of other providers of utility services; and, it is
important that there be appropriate separation between these various underground
facilities. Proper separation can be assured if the various utility facilities are
installed before the road is paved.

Second, if the Company’s facilities were to be installed after the road has
been paved, then the cost of construction of the same would be substantially
increased because of the need to open up or “cut” the paved road, and thereafter
repave the same. Ultimately, the resulting additional costs of this nature would be
borne by the Company’s ratepayers. In addition, road hazards, diversions and
liability concerns are other considerations occasioning the desire to avoid opening
up or “cutting” a paved road.

Thus, for these two (2) reasons, the Company will construct underground
facilities beneath a paved roadway in advance of the date by which they will be
needed in order to serve an area adjacent to the paved roadway in question.
Finally, in my opinion, this practice is also consistent with the expectation of the
governing jurisdiction which would view an under-build with a planned cut a

breach of trust.

Are the transmission facilities identified at pages 5-6 of Exhibit MSJ of the
March 21, 2011 prepared Direct Testimony of Commission Staff witness Gary
T. McMurry, under the section heading “Plant Not Used and Useful,”
examples of underground facilities that the Company constructed at the

point(s) in time it did for the reasons that you have just described?

Yes.

10
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Q.21
A21

Q.22

A22

Q.23

A.23

Do you have any further comment on this subject?

Yes. Commission Staff witness McMurry has recommended in his March 21, 2011
prepared Direct Testimony that certain transmission mains installed by the
Company beneath paved roads not be recognized for ratemaking purposes, because
they are not currently providing water service to customers located on lots or
parcels adjacent to those transmission mains. Those mains were included by the
Commission in that rate base established by the Commission in the Company’s
2005 rate case. So, with respect to these particular transmission mains, it is the
Company’s position that the Commission’s previous decision is “res judicata™ as to

whether those mains should be recognized for ratemaking purposes.

Returning to the subject of the timeline for new increments of finished lots,
and how in turn that influenced the timing of when the Company constructed
its associated facilities, did you find that the homebuilder(s) estimates as to the
need for additional finished lots were reasonable?

Yes, until the latter half of 2008, when the recession began to severely impact both
the national and the local housing market. What then occurred was a virtually
unprecedented collapse of the housing market in the metropolitan Tucson area.
Ilustrative of this is the fact that new home sales declined from 8,623 in 2005 to

1,778 in 2010; or, a decline of approximately 80% in annual new home sales!

In your opinion, could a decline of that magnitude in new homes sales have
been predicted by the homebuilder(s) at Eagle Crest and the Company as of
that point in time when the decision to construct the Company’s Water Plant
No. 3 was made?

Absolutely not. New home sales in Eagle Crest had been steadily increasing in the

11




1 years preceding that decision.

2

3 | Q.24 Was such a precipitous decline foreseeable as of the time the facilities at

4 Water Plant No. 3 were actually constructed?

51 A.24 No.

6

7

8 | Q.25 Before we leave the subject of the Company’s water utility plant, let me
9 inquire as to the purpose of Mark Taylor’s prepared Rebuttal Testimony.
10 Why is he being called as a witness by the Company?
11 | A.25 Mark Taylor and his firm, WestLand, have served as the Company’s professional
12 engineering consultant from the inception of the Company’s water utility system.
13 The Company retained Mr. Taylor because of his many years of experience and his
14 excellent reputation in the field of water utility system planning, engineering and
15 construction. Mr. Taylor and his staff at WestLand prepared the March 15, 2001
16 master water plan for the Company’s system to serve Eagle Crest, and they have
17 been intimately involved in the implementation of that plan at all stages up to the
18 present water system configuration.

19 In that regard, his Rebuttal Testimony is being offered to rebut certain
20 contentions and related portions of the prepared Direct Testimony of Commission
21 Staff witness Marlin Scott, Jr., RUCO witness Timothy J. Coley and Individual
22 Intervenor Lawrence Wawrzyniak. Each of these witnesses, in varying ways and
23 degrees, asserts that some portion of the Company’ water utility plant is “not used
24 and useful”; and, therefore, such water utility plant should not be accorded
25 ratemaking recognition. The Company believes that Mr. Taylor’s prepared

_ V26 Rebuttal Testimony directly addresses and effectively rebuts those parties baseless
NCE V.
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A26

Q.27

A27

arguments in this regard.

In his prepared Rebuttal Testimony, Mr. Taylor appears to acknowledge that
the storage reservoir at Water Plant No. 3 was designed and constructed to
provide storage capacity in addition to that amount needed to satisfy the
current and future requirements of residents at Eagle Crest. Is his statement
in that regard correct?

Yes, as is his observation that the Company is not requesting rate base inclusion or

ratemaking recognition of that additional storage capacity.

Please explain how the additional storage reservoir capacity at Water Plant
No. 3 came to exist, and why the Company is not requesting rate base
inclusion or ratemaking recognition of the same in this proceeding.

At the time that the storage reservoir at Water Plant No. 3 was in the design stage,
Mr. Sears and I envisioned the Company would also be providing water service to
a new subdivision on the west side of Oracle Road, which he and I intended to
develop through a separate entity. That subdivision was to be named Eagle Crest
West. In fact, the Company had applied for and received approval from the
Commission to extend the Company’s CC&N to include Eagle Crest West, subject
to compliance with certain conditions prescribed by the Commission relating to a
Certificate of Assured Water Supply from the Arizona Department of Water
Resources and an arrangement for the provision of wastewater service to Eagle
Crest West. Accordingly, the final design for the storage reservoir at Water Plant
No. 3 included additional storage to serve the projected requirements of Eagle
Crest West.

Ultimately, however, the Eagle Crest West project did not go forward for a

13
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A28

Q.29

A.29

variety of reasons. Given that the Company had borne the cost of the additional
storage capacity to serve that project, and the need for storage associated with the
same does not exist at the present time, the Company is not seeking rate base
inclusion or ratemaking recognition of that portion of the storage reservoir at Water

Plant No. 3 in this rate case.

Did the supporting schedules which accompanied the Company’s Application
in this case inadvertently include the entire cost and capacity of the storage
reservoir at Water Plant No. 3 as a part of the Company’s rate increase
request?

Yes. While I believe that the additional 190,000 gallons secured at a cost of
$.38/gallon at Water Plant 3 is a valuable asset, it should not be included in the rate
base at this time. From a cost and an environmental perspective it was a correct
decision. However, it does not benefit current rate payers. At that time a cost of
$1/gallon for storage was regarded as very reasonable. With the recent jump in
steel from $.40/pound to over $.60/pound, the decision looks even better. In his
prepared Rebuttal Testimony and related schedules, the Company’s witness
Thomas J. Bourassa will make the changes necessary to correct this error by the

Company.

Let’s turn to a somewhat related subject, namely, the value of real estate
owned by the Company in connection with its water utility operations which
should be recognized for ratemaking purposes. Why is the Company
presenting two (2) separate appraisals by two (2) different appraisers as a part
of its prepared Rebuttal Testimony?

The valuation of the four (4) real estate parcels in question has become an issue as
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a result of a portion of the March 21, 2011 prepared Direct Testimony of
Commission Staff witness Gary T. McMurry. At page 7, line 18-page 11, line 3 of
his prepared Direct Testimony, Mr. McMurry has offered several lines of criticism
regarding a June 26, 2008 Appraisal prepared by Michael J. Naifeh, M.A L,
C.R.E., upon which the Company relied in assigning land values to the four (4) real
estate parcels in question in connection with the currently pending rate increase
request. In addition, Mr. McMurry has suggested different appraisal years should
have been used; and, he has proposed use of 2009 Pinal County Assessor’s data, in
the absence of an actual appraisal based on land value(s) during the years be
recommends for such purpose.

Mr. Naifeh’s prepared Rebuttal Testimony is intended to address Mr.
McMurry’s criticisms of Mr. Naifeh’s June 26, 2008 Appraisal, and Mr.
McMurry’s questioning of Mr. Naifeh’s impartiality. In addition, Mr. Naifeh also
discusses why the use of Pinal County Assessor data, as recommended by Mr.
McMurry, is inappropriate for purposes of establishing true market value(s) for real
estate. In that regard, the reason Mr. Naifeh used 2008 market value data was
because that was the date that the Company actually acquired title to the four (4)
parcels in question.

Mr. John Ferenchak, M.A I has prepared a separate appraisal using market
values for the different years when the four (4) parcels in question were actually
“devoted to public service” by the Company, although it did not actually own any
of the parcels in question at those time(s). Accordingly, he has used 2002 market
value data for Parcel No. 1, 2005market value data for Parcel No. 2, 2008 market
value data for Parcel No. 3, and 2004 market value data for Parcel No. 4, as Mr.
McMurry has recommended. These are the years in which those parcels were

“devoted to public service” in connection with the Company’s operations. In so
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Q.30
A.30

Q.31

A3l

doing, Mr. Ferenchak is providing that appraisal which Mr. McMurry testified
should have been prepared, but Mr. McMurry was unable to provide. In addition,
and similar to Mr. Naifeh, Mr. Ferenchak’s prepared Rebuttal Testimony also
discusses why the use of Pinal County Assessor data to establish actual real estate
market value(s) would be inappropriate.

As a final comment on the subject of real estate market values to be
recognized in this case for ratemaking purposes, in his prepared Rebuttal
Testimony, Thomas J. Bourassa will address the reference to “NARUC audit
guidelines” which appears at page 9, lines 6-14 of Mr. McMurry’s prepared Direct
Testimony; and, Mr. Bourassa will explain why such guidelines are inapplicable in

this case.

Are Water Plant Nos. 1 through 4 synonymous with Parcel Nos. 1 through 4?
Yes.

What factors influenced the manner in which the Company financed the
construction of its water utility system?

The manner of capitalization of the Company was a subject to which I personally
devoted a considerable amount of attention and time. In the process of reaching a
decision on capitalization I conferred on a number of occasions with Ronald L.
Kozoman and Thomas J. Bourassa, each of whom are highly regarded utility
accounting and rate consultants with many years of practice before the
Commission. In addition, I conferred with Michal F. McNulty, a well regarded
utility attorney, who also had practiced before the Commission for many years.
Finally, and throughout this process, I discussed the guidance and advice I was

receiving from these individuals with Mr. Sears, as well as the results of my own
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Q.32

A32

Q.33

analyses and observations regarding capitalization for the Company.

The capitalization approach Mr. Sears and I ultimately decided to purse
consisted of the following features. “Backbone” facilities of a system-wide nature
would be financed through a combination of equity and debt. These types of
facilities typically would include wells, storage reservoirs and booster stations.
However, because of the relatively small size of the Company, the use of long-term
debt as a means of financing capital improvements would be conservative.,

Transmission and distribution mains, and associated distribution
infrastructure, would be financed through the use of main extension agreements
with homebuilder(s) whose project or project phase required the facilities which
were the subject of a given main extension agreement. These agreements would be
structured so as to comply with the Commission’s regulations on main extension
agreements; and, the effectiveness of the agreements would be expressly

contingent upon prior Commission approval.

Is the capitalization approach you have described the one that has actually
been used by the Company?

Yes, and the Company’s current capitalization reflects the use of that approach. We
followed the recommendations of those with whom we had consulted; and, we also

understood that their approach reflected the thinking of the Commission’s staff.

Let me turn to another subject. In his March 21, 2011 prepared Direct
Testimony, RUCO witness Timothy J. Coley appears to implicitly assume that
the responsibilities of and services performed by Alexander Sears and you in
your respective capacities as Chairman and President of the Company have

not changed since 2005, the test period in the Company’s last rate case. In
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A33

Q.34
A34

Q.35

A 35

Q.36

A36

turn, that threshold assumption as to the “static” nature of your respective
roles appears to be a critical predicate to his recommendation that the
compensation to you and Mr. Sears should be increased only by the Consumer
Price Index change(s) for the four (4) years between 2005 and the 2009 test
period in this rate case. Is Mr. Coley’s “static” assumption in that regard
correct?

No, it is incorrect.

Please explain why it is incorrect.

During the intervening 2006-2009 time period, the responsibilities and associated
time commitment(s) of both Mr. Sears and me increased as a result of a
combination of changes in the manner in which the Company was operated and an
increase in the Company’s customer base. In addition, as the Company’s customer
base expanded, both Mr. Sears and I found it both necessary and appropriate to
devote more time to management of the Company than had been necessary in

previous years when the Company was smaller.

Didn’t the Company’s engagement of Smyth Utility Management (“Smyth”)
replace the functions previously performed by Chris Hill and YL Technology?
Only in part, and not as to matters of regulatory compliance. Moreover, Smyth
began to provide services not previously performed by either Mr. Hill or YL

Technology that otherwise we would have needed to contract out to someone else.

Do you believe that the compensation of Mr. Sears and you for which the
Company has requested ratemaking recognition is reasonable?

Yes, I do, both in terms of reflection of the value of the services we provide to the
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Q.37

A37

Company, and when measured against the compensation which is provide for
similar positions elsewhere in the water utility industry. After discussions with Mr.

Bourassa, I believe the compensation requested is below market.

At page 20, line 10-page 22, line 24 of his prepared Direct Testimony,
Commission Staff witness Mr. McMurry discusses his concerns regarding the
relationship between the Company, E.C. Development and Goodman Ranch
Associates; and, he has recommended that the Company “. . . develop and
implement written policies pertaining to affiliated transactions and hiring
outside consultation.” Previously in this Rebuttal Testimony, you have
indicated that Mr. Sears and you conscientiously endeavored to insure the
Company and its ratepayers would not bear financial responsibilities relating
to the development of Eagle Crest, which were not the responsibility of the
Company, including the responsibilities of related business entities in which
Mr. Sears and you had a financial interest.

Against this background, please describe why the Company to date has
believed that it did not need to develop and implement the types of written
policies recommended by Mr. McMurry.

The Company thus far has had only four (4) people at various points in time
involved in its ongoing operations. We have ongoing contact with each other and
we each have an office in a single office suite. In addition, Mr. Sears and I have
had a continuing ownership and business relationship with the Company since its
inception in 1988. As a consequence, each of the people I have mentioned has
been very familiar with the business practices and policies of the Company
throughout their association with the Company. Because of such smallness in

staffing size, and shared knowledge of practices and policies, the Company did not
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Q.38

A .38

Q.39

A.39

see a need to reduce the policies to writing up to this point time.

In addition, because of my legal background, I have conscientiously
endeavored to insure that transactions involving the Company and any entities in
which Mr. Sears and/or I had a financial interest were conducted in an “arms-
length” manner. In that regard, I believe that he and I have succeeded in achieving
that shared objective, so that the interests of the Company’s ratepayers have not in
any manner been compromised.

Finally, because of both my legal background and my experience of many
years as a businessman, I have been very discerning in the selection of consultants
and other firms the Company has retained for the provision of outside service on
reasonable terms; and, Mr. Sears and I monitor their performance as a part of our

ongoing management responsibilities.

Is the Company willing to develop and implement written policies of the type
recommended by Mr. McMurry?

Yes, if the Commission determines the same are in fact necessary for a company as
small as the Company. In such event, we also hope that the Commission would
recognize that there will be some cost incurred by the Company in connection with

developing and implementing written policies of this nature.

In his prepared Rebuttal Testimony, Mr. Bourassa states that the Company is
revising its estimated rate case expense to an amount substantially higher than
was anticipated at the time the Company filed its rate increase application last
year; and, he indicates the reasons for the anticipated increase. Please
describe what efforts the Company has made to control its rate case expenses.

Mr. Sears and I have diligently endeavored to control the level of these expenses,
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A40

since they are being paid out of current revenues of the Company with no
knowledge of when and in what amount the Commission will authorize recovery of
these expenses as part of an increase in rates. The Company is currently earning
less than the rate of return on investment to which we believe it is entitled under
law; and, these current ratemaking expenses further erode that return. In that
regard, while we believe that our consultants and rate case attorney are providing
their necessary services in a cost-effective manner, and at reasonable rates, the
Company is incurring substantial rate case expenses. So, in summary, while Mr.
Sears and I have endeavored to control rate case expense from the outset, and will
continue to do so throughout the course of this proceeding, that category of

expense will be substantially and unavoidably above our original estimate.

Are there any other issues raised by the other parties to this case which you
wish to address at this time in your prepared Rebuttal Testimony?

No, not at this time. I believe the remainder of the issues we wish to address are
discussed in the prepared Rebuttal Testimony of Messrs. Bourassa, Taylor,
Ferenchak and Naifeh.

I do wish to make clear to both the Commission and our ratepayers that the
Company recognizes that it has requested a significant increase in its rates and
charges for water service, even taking into account the downward adjustment from
our original request, which is discussed in Mr. Bourassa’s prepared Rebuttal
Testimony. However, at the same time, the Company believes that the increase it
is now requesting is warranted, based upon applicable law and the factual

circumstances surrounding this case.
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Q.41 Does this conclude your Rebuttal Testimony?
A.41 Yes, it does.
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Q.1
Al

Q.2
A2

Q.3
A3

Q4
A4

Q.5

Q.5

Please state your name and business address.

My name is Mark F. Taylor, and my business address is 4001 E. Paradise Falls

Drive, Tucson, Arizona 85712.

By whom are you employed, and in what capacity?

I am a Vice President and a Principal of WestLand Resources, Inc. (“WestLand™).

Please describe the nature of professional services provided by WestLand.
Since our establishment in 1997, WestLand Resources, Inc. has brought together a
team of approximately 100 experts in environmental services, engineering,
landscape architecture, cultural resource, and right of way services. We provide
technical consulting services throughout the southwestern United States.

The technical expertise offered by WestLand’s engineering staff includes
water and wastewater system design, permitting, and construction services; utility
and water resources planning; master planning for potable water, alternative water
resources, and wastewater systems, biological systems engineering, irrigation, and
water harvesting system design; groundwater recharge system design; and program

management.

Please describe your area(s) of responsibility within WestLand.
I am responsible for providing project management, design and technical

supervision, project scheduling, and budget oversight.

Please summarize your educational background and professional experience
as relevant to the testimony you are presenting in this proceeding.

I graduated from the University of Arizona with a Bachelor of Science Degree in
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A6

Q.7

A7

Civil Engineering and a Masters in Business Administration Degree. In addition, I
have obtained my Professional Engineering (“P.E.”) license in Arizona, Nevada
and New Mexico. I have over 25 years of experience in water resources
engineering, including the design of water systems for municipally- and privately-
owned water utilities, public works projects, master-planned communities, large
commercial and retail centers, and the mining industry. I am responsible for the
development of water system master plans; well, reservoir, booster station, and
transmission main design; water treatment design; and the assessment of rates and

development impact fees for private and municipal clients.

Is Goodman Water Company (“Company”) a client of WestLand?

Yes. The Company has been a client for approximately 11 years.

Please describe the nature of professional services that WestLand has
provided to the Company during that period of time.

WestLand has provided master planning, infrastructure design, permitting and
construction inspection services to the Company since the Company’s beginning.
WestLand was initially retained in 2000 to develop a master water plan for the
subdivision in southern Pinal County which has since become known as Eagle
Crest Ranch. That master water plan was completed in March 2001. Since then
WestLand has performed a variety of services for the Company over the years,
including design plan reviews and the provision of inspection services on all
infrastructure construction as the Company’s water system was developed. In
addition, WestLand has provided assistance to the Company in connection with its
compliance with regulations of the Arizona Department of Environmental Quality

(“ADEQ”) and the Arizona Department of Water Resources (“ADWR?”) applicable
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Q.9

A9

to the Company’s operations.

What is the purpose of your Rebuttal Testimony in this proceeding?
Based upon discussions with owners of the Company and its attorney, it is my
understanding that certain parties in this case are contending that (i) the Company
has water utility plant capacity which is “excess” and thus “not used and useful,”
and (ii) such water utility plant capacity should not be recognized for ratemaking
purposes in this case. In my Rebuttal Testimony, I will discuss those circumstances
and criteria which influenced the design and sizing of the Company’s water
system, as set forth in the March 15, 2001 master water plan. I will also discuss
why water plant additions were undertaken at various points in time over the years,
in connection with implementation of the master water plan. In that regard, I will
include in my discussion why the decision was made to install certain water
transmission mains in the spine public roadways prior to the adjacent platted blocks
of land requiring service.

In addition, I will critique those portions of the March 21, 2011 prepared
Direct Testimony of Commission Staff witness Marlin Scott, Jr. and RUCO
witness Timothy J. Coley which contend that the Company has “excess” plant

capacity which is “not used and useful.”

Do you have a copy of the March 15, 2001 water master plan to which you
have referred, and to which you will be referring during your Rebuttal
Testimony?

Yes. A copy of the March 15, 2001 water master plan is attached to my Rebuttal

Testimony as Appendix “A.”
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Q.10 Please describe the manner in which WestLand developed the March 15, 2001

A.10

master water plan for the Company.

I would like to begin by discussing certain basic water system design principles
which are generally accepted for use in the water utility industry for planning
purposes, and which were used by WestLand in this instance. In that regard,
WestLand had available to it the tentative plat for the Eagle Crest Ranch
Subdivision, which is the same plat that was used to obtain the Certificate of
Assured Water Supply from ADWR required by the Arizona Groundwater Code.
The anticipated land uses and number of lots and parcels reflected in this tentative
plat assisted WestLand in determining the demand that the Company’s water
system should be designed to serve.

Applicable regulations require that a domestic water system be designed and
operated in such a manner as to satisfy the fire flow and peak day demand
requirements anticipated to be imposed on its system, while at the same time
maintaining a minimum pressure of 20 pounds per square inch (“psi”) in its
distribution facilities. These threshold requirements are typically satisfied through
a combination of well production capacity and production capacity, which I discuss
in my testimony. In addition, I will also discuss several other types of facilities and
related planning concepts.

Design criteria relating to the sizing of water system facilities includes the
planning concepts of: (i) average daily demand (“ADD”); (ii) peak day demand
(“PDD”); (iii) peak hour demand (“PHD”); and, (iv) average day peak month
(“ADPM”) demand. ADD will vary by the type of customer connection being
serviced and can also vary overtime. Eagle Crest Ranch Subdivision was going to
be predominately residential, and, as to that customer connection category,

WestLand used 125 gallons per person per day in the original master plan when
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this project was designed. This was an appropriate and typical design estimate at
that time. However, it is now apparent that over the past 10 years the region has
had a dramatic reduction in overall demand. Based upon the most current water
usage in the region, and current ADEQ design standards, the following design
requirements should be used for required capacity analyses at this point in time.
For this analysis, demand assumptions of 2.8 persons per household at 100 gallons
per person per day consumption, or an ADD of 280 gallons per day for each
residential connection are appropriate.  These assumptions are based on
Engineering Bulletin 10 - Guidelines for the Construction of Water System
prepared by the Arizona Department of Health Services (ADHS) and the Arizona
Department of Environmental Quality. In that regard, I would like to emphasize
that actual demands can fluctuate from time to time, system to system. Therefore,
regulatory agencies have developed sound engineering guidelines such as Bulletin
10 to be used in the planning and design of water systems. These standards
numbers are an appropriate basis of design and are typically used by Civil
Engineers to plan and design new water systems.

In designing water system facilities, ADD is the baseline used to calculate
peaking flows. PDD is assumed to be twice ADD, and is thus assigned a peaking
factor of 2.0. PHD is assumed to be 3.2 times ADD, and represents the highest
hourly demand within the water system in question. ADPM is assigned a value of
1.4 to 1.5, since it represents an average day of demand during the peak month.
These values are based on typical engineering criteria for water systems of similar
size to that anticipated for Goodman Water.

Well Production Capacity

In connection with the design of well production capacity for a system such

as the Company’s, sound water industry practice requires that the well production
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capacity be adequate to meet a sustained PDD with the largest well out of service,
since in the arid southwest it cannot be assumed that PDD will be limited to a
single day during the summer peak period. In other words, it is not appropriate or
sound engineering practice and planning to rely on storage as part of a water

utility’s ability to satisfy the PDD anticipated to be imposed on its system.

Storage Capacity

Design criteria relating to the sizing of storage capacity include the planning
concepts of: (i) ADPM,; (ii) fire flow requirements of the applicable fire department
or fire district; and, (iii) “dead storage,” or that space at the top and bottom of a
storage reservoir which cannot be used in connection with the provision of a
reliable supply of water to the water system in question in a cost effective manner.
I would further like to discuss the concept of nominal volume, usable volume and
dead storage for storage tanks. Nominal volumes are associated with total storage
capacity. However, it is not prudent to assume that 100% of nominal volume will
be available for water distribution use. Based on certain operational restrictions
such as pump shut off levels and tank overflow levels, some storage volume is
rendered unusable and thus represents “dead” storage. This volume can be as high
as 20% of the nominal tank volume. Therefore, it is very important to consider
usable volume for capacity calculations for a particular storage tank. Usable
volume can be calculated by subtracting “dead” storage from nominal volume.
Appendix “B” to my Rebuttal Testimony are drawings which depict these
conceptual components of a storage reservoir, as applicable to Water Plant Nos. 1
and 3 on the Company’s system. As may be noted, ADEQ’s regulations relating to
minimum useable storage requirements address only the ADPM and fire flow

requirements. However, it is imperative that “dead storage” also be recognized in
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determining the useable storage capacity sizing.

Booster Stations

Booster stations are often included in the design of a domestic water system.
One type is designed to stabilize or increase pressure in the water system in
question; and, this type is often referred to as a “pressure-controlled booster
station.” This type of booster station serves a section of a water system that does
not have a storage reservoir located at an elevation above the area served to “float”
the water system. A second type of booster station is designed to be used in
connection with the operation of a storage reservoir located at an elevation above
the area served, or a reservoir that “floats” the water system, and its function is to
restore the water level in the reservoir after periods of drawdown. This type is
often referred to as a “level-controlled booster station.” As I will discuss in more
detail later in my testimony, sometimes the same booster station can perform both
the “pressure” and the “level” function at different stages in the development of a
water system, which is what occurred with the booster station located at Water
Plant No. 1 on the Company’s system.

Transmission and Distribution

The primary conceptual factors influencing the design and sizing of
transmission and distribution mains on a domestic water system are the need to be
able to (i) satisfy the anticipated PDD and fire flow requirements and (ii) maintain
a minimum pressure of 20 psi. The size of pipe and the rate of flow directly affect
the pressure in the water system, due to head losses within the pipelines during
flow conditions; and, thus, the pipe must accordingly be sized to satisfy these

criteria.
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Q.11
A1l

Summary

All of the water system design concepts and criteria I have described above
were taken into consideration by WestLand in connection with the development of

the March 15, 2001 water master plan for the Company.

Please discuss the principal features of the March 15, 2001 water master plan.
Attached to my Rebuttal Testimony as Appendix “C” is a copy of a 3-page Water
System Base Map for the Company’s water system. That map also includes a
representative subdivision plat for the Eagle Crest Ranch Subdivision. As you will
note, the locations and nature of the Company’s well production, storage reservoirs
and booster station facilities are shown in relation to the Eagle Crest Ranch
Subdivision.

Water Plant No. 1, which is located mid-way up on the western side of the
development on Eagle Crest Ranch Blvd., consists of: (i) a 500 gpm well; (ii) a
400,000 gallon storage reservoir; and (iii) a 2,000 gpm “J”-Zone booster station.
Initially, this booster station was used as a “pressure-controlled booster station,”
and was used to assist in meeting fire flow requirements and maintaining system
pressure. In recent years, since additional storage was constructed at Water Plant
No. 3, this booster station has been used as a “level-co<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>