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APPLICATION FOR APPROVAL
OF AN ACCOUNTING ORDER

TO DEFER POST-IN-SERVICE
AFUDC AND DEPRECIATION
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EPCOR Water Arizona Inc. (“EWAZ”) and Chaparral City Water Company
(“CCWC”) (collectively, “Applicants”) jointly request approval of an accounting order to
defer post-in-service AFUDC and associated depreciation and amortization expense for up |
to twenty-four months starting July 1, 2012 for CCWC and the EWAZ water districts of |
Anthem, Havasu, Mohave, Paradise Valley, Sun City, Sun City West, and Tubac and for
the wastewater districts of Mohave and Sun City Wastewater (“Rate Case Districts™),
which are the districts that the Applicants intend to include in their next rate case filing.

For the remainder of the EWAZ districts not included in the next rate case filing
(Agua Fria water district and Agua Fria, Anthem, and Sun City West wastewater districts),
EWAZ also requests approval of an accounting order to defer post-in-serVice AFUDC and
associated depreciation and amortization expense for twenty-four months starting on the

first day of the test year for the rate case filings for these remaining districts.

31068941




o 0 N3 N B B WD e

NN NN N NN s e e e e e e R e
AN W A W N =S O 0NN N e WDy e O

EPCOR Water USA Inc. is the owner of both EWAZ and CCWC.

1) REQUEST FOR CCWC AND EWAC DISTRICTS IN NEXT RATE CASE

Applicants presently intend to file the next rate case for CCWC and the Rate Case
Districts using the test year ended June 30, 2013 with a target filing date of fall 2013. If
the accounting order is approved, recovery of the costs deferred during the 24-month
deferral period would commence upon effectiveness of new rates for that June 30, 2013
test year rate case based on the deferral recovery method determined in that proceeding.
The specific details of recovery of the deferrals in rates need not be determined as part of
approval of an accounting order.

After a series of workshops, Commission Staff docketed on March 19, 2012, its :
compliance report in Docket No. W-00000C-06-0149 and recommended “[c]onsideration
of authorizing utilities to record and defer depreciation and a cost of money using an
AFUDC rate on qualified plant replacements for up to 24 months after the in-service date
to mitigate the effects of regulatory lag.” Attached as Exhibit 1 are relevant excerpts from
Staff’s recent compliance report. Applicants briefly discussed these excerpts with
Commission Staff and confirmed that Commission Staff is anticipating filings such as this
one from individual water companies based on its recommendation.

The Applicants’ previous test years ending from completed rate cases for CCWC
and the Rate Case Districts range from 2006 to June 2010 and, therefore, the negative
effects of regulatory lag have occurred since then. This request, however, is only for the
24-month period recommended by Commission Staff and commencing on July 1, 2012.
Applicants, therefore, have been carrying the cost of plant placed in-service since the end
of each districts’ respective previous test years - between two years and five and one-half
years already depending on the district - before the start of the requested 24-month deferral

period for which the negative effects of regulatory lag will continue.
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The new plant additions during the 24-month deferral period include all capital
projects such projects as wells, water mains, valves, laterals, meters and hydrants
replacements, booster stations, and facilities equipment. Given that the purpose of the
deferral is to mitigate the harmful effects of regulatory lag, there is no reason to exclude
any new plant from the deferral.

In order to put this deferral request into perspective, the existing approved rate
bases for the Rate Case Districts and CCWC, as well as the estimated net utility plant in-

service additions are displayed below:

Estimated Net Plant
Existing Rate Base =~ Additions During 24-Month Period
Anthem Water $57,248,934 $1,928,401
Havasu Water $ 3,578,982 $1,445,874
Mohave Water $11,418,252 $8,249,838
Paradise Valley Water $37,076,955 $3,582,370
Sun City Water $28,558,675 $2,227,368
Sun City West Water $37,235,836 $2,176,162
Tubac Water $ 1,420,999 $ 266,185
Mohave Wastewater $ 647,473 $ 261,915
Sun City Wastewater $15,488.742 $ 997,285
CCWC $26,776,414 $4,890,579

The above net plant additions are provided for information purposes only. The
deferral will rely on all actual plant additions during the 24-month period, which may be

more or less than the estimated net plant additions above. Much more details on the above -
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estimated net plant additions are provided in Exhibit 2 and, of course, more information is

available from the Applicants in discovery.

In the deferral calculations, net plant additions are defined as actual utility plant in

service each month minus the June 2012 balances at the district level and so forth for new

contributions and new net advances.

In calculating the actual deferral of post in service AFUDC, Applicants would

apply to net plant additions the existing Commission-approved AFUDC rates as follows:

AFUDC Debt
Anthem Water 3.00%
Havasu Water 2.73%
Mohave Water 2.73%
Paradise Valley Water 3.21%
Sun City Water 3.00%
Sun City West Water 3.21%
Tubac Water 3.21%
Mohave Wastewater 3.21%
Sun City Wastewater 3.00%
CCWC 1.20%

AFUDC Equity

3.70%
4.37%
4.37%
4.12%
3.70%
4.12%
4.12%

4.12%
3.70%

7.52%

Amounts eligible for deferred depreciation and amortization will be determined by ¢

subtracting the actual June 2012 depreciation expense from the actual depreciation

expense for each of the 24 months during the deferral period in each of the above districts.

Deferred depreciation on utility plant in service additions will be slightly offset by

deferred amortization on any new contributions in aid of construction. All depreciation

3106894.1
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and amortization calculations will use the existing Commission approved depreciation and
amortization rates for each district.

Based on this method and the authorized rates, the Applicants estimate that by
the end of the 24-month deferral period, the deferral for the Rate Case Districts will
equal approximately $2.93 million. The $2.93 million deferral estimate is comprised of
$2.068 million estimated post-in-service AFUDC deferral and $0.862 million estimated
depreciation deferral.

In its Report, Staff indicated that qualified plant additions would need to pass the
used and useful test in the next rate case. Therefore, the selection of the 24-month period
is important and should align with the next rate case’s procedural schedule. Applicants
believe that it is preferable for the 24-month period to end on or about the expected date of
the Commission Engineering team’s field review. Assuming Applicants file their next rate
case in fall 2013, the field review should occur in spring/summer 2014, which lines up
reasonably well to the deferral period the Applicants propose. However, it would be
unfortunate for the deferral to cease before its full 24-month period simply because
additional plant is placed in service after Staff Engineering field visits are concluded.
Therefore, if Staff believes that a slightly modified 24-month deferral period is preferable
to the period proposed by the Applicant (i.e., July 1, 2012 through June 30, 2014), the
Applicants are amenable to such an alternative. Given that the test year selection for the
Rate Case Districts is not etched in stone, the Applicants would also appreciate it if
ordering language authorized deferral to start relative to the test year. For example,
authorize the deferral to begin on day 1 of the test year or 60 days prior to day 1 and so
forth.

A start date of July 1, 2012 - which is now a historical date - would not raise
concerns of retroactive ratemaking. As noted by the Commission in Decision No. 72897

(Goodman Water Company): “Deferral of depreciation on utility plant that has never been
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recognized in rate base or rates, is not retroactive ratemaking (Page 21, lines 14-15). The
same concept would also apply to the associated deferred AFUDC.

Each of the districts will earn less than its authorized return during the deferral
period, and the deferral, if approved, will improve reported earnings from what they
otherwise would be. However, even considering the deferral, the districts will still under
earn their authorized return.

The Commission will know the earnings of each of these districts for the deferral
period because the preferred start date of July 1, 2012 is also the start date of the test year
for the next rate case. Detailed earnings information concerning the test year is provided
in the Commission’s schedules submitted in compliance with the Commission’s standard
filing requirements for a rate case. Again, if the Commission prefers, Applicants can
accept the establishment of an earnings test for the 24-month period based on actual

adjusted test year results such that the deferral would be reduced in the very unlikely event

of needing to bring earnings down to authorized levels. The earnings test results would be

provided at the district level and for CCWC.

If the accounting order is approved, the Applicants’ accountants will record on
Applicants accounting books the deferrals on the basis that the accounting order is a
regulatory promise (but not a guarantee) that the deferred amounts will later be actually
recovered in rates. Although Applicants and other reviewers understand that the specific
recovery details will be determined in the next rate case (e.g., the length of the recovery
period), the books will be relied upon as accurate and as including a regulatory promise
that will keep the Applicants whole (or very close to whole) on a present value basis as
regards the specific recovery of the deferral. Any subsequent Commission action that
deviates or erodes the regulatory promise will cause an immediate write-off of the amount
of the deferral impacted by any deviation or erosion.

If approved, the order would cause accounting entries such as the following on the

Applicants’ accounting records and books:

L e g izt
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Debit Credit
1) 186XXX(1142) Regulatory Asset — Deferred Depreciation $XX
680XXX (5351) Depreciation Expense $XX

Entry 1) defers the depreciation expense on projects completed and placed in service

starting July 1, 2012 and after.

2) 186XXX (1142) Regulatory Asset — Deferred AFUDC (debt) $YY

850XXX (5400) AFUDC debt $YY
Entry 2) defers the debt portion of AFUDC on projects completed and placed in service
starting July 1, 2012 and after.

3) 186XXX (1142) Regulatory Asset — Deferred AFUDC (equity) $ZZ
705XXX (5400) AFUDC equity $77
On regulatory books only, entry 3) defers the equity return on projects completed and

placed in service starting July 1, 2012 and after.

Therefore, the granting of this deferral request would eliminate - as Staff describes
in its recommendation - the immediate drain on earnings that utilities such as EWAZ and
CCWC experience when new utility plant is placed in service without immediate rate
relief through entries such as those described above. Absent the deferral, when plant is
placed in service, depreciation expense commences and immediately reduces income
without new revenues to offset the expense. In addition to the reduction in income from
the new depreciation expense, the AFUDC income computed while plant is under
construction ceases when the plant is place in service. The effect of this is a dollar for
dollar reduction in income to the utility driving down the return on equity.

The deferral envisioned in this request would provide for the future recovery of

the new depreciation expense and the return on the plant investment effectively reducing
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the effect of regulatory lag. If the Commission grants this relief, it would provide a
reasonable opportunity for the utility to recover the return of (depreciation expense) and
return on (cost of capital) new plant investment.

Applicants note that this request does not overlap or compete with a distribution
system infrastructure surcharge concept (“DSIC”), as that surcharge, if requested by
Applicants and later approved in the next rate case, would only apply to plant placed in
service for periods after new rates become effective in the next rate case. In other words, a 3
DSIC, if approved would pertain to new plant additions after the conclusion of the 24-
month deferral period. Also, any plant eligible for inclusion in DSIC in the future would
obviously not be eligible for inclusion in any subsequent re-authorization of a 24-month

deferral.

2) REQUEST FOR EWAZ DISTRICTS NOT PART OF NEXT RATE CASE

For the remaining EWAZ districts not included among the Rate Case Districts,
EWAZ requests that the Commission include in its approval of an accounting order the
remaining EWAZ districts. Such approval would allow for the same deferral of capital-
related costs beginning on the first day of the test year for each of the remaining districts.
While those test years have not yet been selected, providing approval of these districts in
the accounting order now would save EWAZ and the Commission resources associated
with an almost identical request in the future.

CONCLUSION

Applicants appreciate the opportunity the Commission Staff’s compliance report
has provided for mitigating the harmful effects of regulatory lag for at least part of the
interim period between rate cases. The request herein is modest, in part, because it a) does
not include a request to defer AFUDC and depreciation on plant placed in service from
prior test year ending dates through June 30, 2012; b) does not increase rates until after the -

next rate case concludes; and c¢) it seeks an approval at this time only for a single 24-

8 3106894.1
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month period for each of EWAZ’s districts and CCWC, even though Staff’s

recommendation was not limited to just mitigating regulatory lag in the next rate case. For

all of the reasons set forth in this filing, the Applicants respectfully request that the

Commission approve both requests in this Application and issue an accounting order

authorizing the Applicants to defer post-in-service AFUDC and associated depreciation

and amortization expense

RESPECTFULLY SUBMITTED this 2nd day of October, 2012.

Thomas M. Broderick

Director, Rates

EPCOR Water Arizona Inc.

2355 W. Pinnacle Peak Road, Suite 300
Phoenix, AZ 85027

ORIGINAL and thirteen (13) copies
of the foregoing filed
this 2nd day of October, 2012, with:

The Arizona Corporation Commission
Utilities Division — Docket Control
1200 W. Washington Street

Phoenix, Arizona 85007

Copy of the foregoing hand-delivered
this 2nd day of October, 2012, to:

Steve Olea

Utilities Division

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

Lyn Farmer

Chief Administrative Law Judge, Hearing Division
Arizona Corporation Commission

1200 West Washington Street

3106894.1
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Phoenix, AZ 85007

Janice Alward, Chief Counsel
Charles Hains

Legal Department

Arizona Corporation Commission
1200 W. Washington Street
Phoenix, Arizona 85007
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TO: Docket Control Center
. Iy uJRP OHM’SSI" |
FROM: Steven M. Olea OOCKET '
Director CONTROL.
Utilities Division

DATE: March 19,2012

RE: STAFF REPORT FOR COMPLIANCE FILING IN THE MATTER OF THE
APPLICATION OF GLOBAL WATER FOR THE ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES FOR UTILITY SERVICE DESIGNED TO
REALIZE A REASONABLE RATE OF RETURN ON THE FAIR VALUE OF ITS
PROPERTY THROUGHOUT THE STATE OF ARIZONA. DOCKET NOS. SW-
20445A-09-0077, W-02451A-09-0078, W-01732A-09-0079, W-20446A-09-0080, W-
02450A-09-0081 AND W-01212A-09-0082

Attached is the Staff Report, pursuant to the compliance filing ordered in the above-
named docket, resulting from the series of workshops held in Docket No. W-00000C-06-0149,
Generic Evaluation of the Regulator Impacts from the Use of Non-Traditional Financing
Arrangements by Water Utilities and Their Affiliates. '

Staff recommends:

/ 1. Consideration of authorizing utilities to record and defer depreciation and a cost
of money using an Allowance For Funds Used During Construction (“AFUDC”)
rate on qualified plant replacements® for up to 24 months® after the in-service date
to mitigate the effects of regulatory lag.

2. Consideration of allowing acquisition premiums and/or a premium on the rate of
return on a case by case basis and subject to certain conditions, in those cases
where the impacts may be offset to some extent by the effects of operational
improvements. If granted, acquisition premiums would be subject to review and
re-justification in future proceedings.

3. Consideration of establishing a mechanism to recognize the effect of delays in the
processing of rate cases when applicant is not culpable for those delays.

! Staff will prepare separate reports to address distribution system 1rnprovement charge (“DSIC”) and the treatment
of income taxation for S corporations and limited liability companies.

? At a minimum qualified plant would need to be found used and useful during the 24-month period.

* Terminates before 24 months if rates become effective that include the qualified plant in rate base in the 24-month
period.




Global Water-Palo Verde Utilities Company et al.
Docket Nos. SW-20445A-09-0077 et al.
Page 2

Staff Analysis

Staff attended the workshops and has reviewed the filings of the various participants. In
this filing Staff’s comments are limited to its recommendations on: ’

1. Post-in-Service Allowance for Funds Used During Construction (“AFUDC”) and
Deferred Depreciation
2. Acquisition premiums and/or rate of return premiums.
3. A possible mechanism to capture the effects of untimely delays in the processing of a rate
case. .
4. Continued treatment of ICFAs per Decision No. 71878 pending results of an independent
- audit.

Post-in-Service AFUDC and Deferred Depreciation

At one of the workshops, participants expressed concern regarding the inability to earn an
awarded Rate of Return (“ROR”) due to the carrying costs incurred between the time when
Construction Work in Progress (“CWIP”) is transferred to Utility Plant in Service (“UPIS™) and
considered for recognition in rate bases. This occurs because the recording of AFUDC ceases
when CWIP is transferred to UPIS.

Under present treatment, utilities record projects in the CWIP accounts and are allowed to
record AFUDC on those balances using a rate that equals the utility’s cost of capital. Upon .
transferring the cost of the completed project from CWIP to UPIS, the recording of AFUDC
ceases and the utility begins depreciating the asset. During the interim period between the
transfer from CWIP to UPIS and the date when the asset may be recognized in rate base, the
utility bears the carrying costs of the asset which are unavoidable and unrecoverable under the
present regulatory process. Once a project is completed, it is transferred to UPIS.

Staff recommends that some consideration be given to mitigating the effects of carrying
costs of net plant additions between rate proceedings. Under optimal conditions, a utility would
transfer plant to UPIS concurrently with filing a rate case which would require up to 12 months
" to process. In addition, Staff prefers 12 months of data after a Company has received new rates
before it can file another rate case. Realistically, the utility will bear the carrying costs of the
incremental net plant additions during the interim period which is at least 24 months. While the
utility is technically not entitled to earn on that incremental plant absent a fair value
determination, Staff recommends that some consideration be given to mitigate effects of
associated carrying costs which could be significant. Staff recommends the deferral of post-in-
service AFUDC for a period of up to 24 months to mitigate the effect of regulatory lag.

Staff also recognizes that a utility records depreciation expense from the date that the
asset is placed into service. If this occurs during or prior to the end of the test year in a rate
proceeding, the utility incurs depreciation expense but has no opportunity to recover it. Similar
to the reason associated with regulatory lag discussed more fully above regarding post-in-service




Global Water-Palo Verde Utilities Company et al.
Docket Nos. SW-20445A-09-0077 et al.

Page 3

AFUDC, Staff further recommends that depreciation expense be deferred for a period of up to 24
months to mitigate the effects of regulatory lag. (The precise entries to effect this would need to
be determined.)

The deferral of AFUDC and depreciation would allow a Company to request recovery of

both amounts, which it would not normally be allowed to do absent an approved deferral.

Acquisition Premiums

Some participants cite two instances when Staff recommended and the Commission

approved an acquisition premium. In researching this issue, there are two cases to consider
which may serve to clarify the record.

1.

Paradise Valley Water Company (“PVWC”)/Mummy Mountain Water Company
(“Mummy Mountain™) — In this proceeding, Docket Nos. W-01342A-98-0678 and W-
01303A-98-0678, Decision No. 61307, the owners of Mummy Mountain sold their
system for approximately $150,000 which included a $40,000 payment to the sellers,
approximately $47,000 forgiveness of debt for the utility service owed by the seller to the
buyer (PVWC), $32,000 of property taxes owed by the seller but to be paid by the buyer,
and administrative costs of $20,000 associated with the sale. Unfortunately, the record is
silent regarding the net book value of the assets transferred to PVWC, and Mummy
Mountain’s most recent rate case, Docket No. W-01342A-91-0224, Decision No. 57877,
is too stale to provide reliable information regarding an appropriate valuation of the
business. Staff is therefore unable to ascertain the existence, or lack thereof, of an
acquisition premium associated with this transaction.

The sale of the “McClain systems” to Northern and Southern Sunrise Water Companies —
Staff reviewed the record underlying Decision Nos. 68412 and 68826. Dated January 23,
2006, Decision No. 68412 was a rate case which approved a negative goodwill of
$52,141 for substandard operating conditions of the McClain systems. Dated June 29,
2006, Decision No. 68826 approved the transfer of the “McClain systems” to Northern
and Southern Sunrise Water Companies and approved acquisition costs of $300,000,
including $100,000 for reorganization, bankruptcy and other costs, $100,000 for
Commission related activities, and $100,000 for transition costs such as support for an
interim operator, capitalized labor costs, etc.? Thus, Staff could not find any evidence of
the Commission granting recovery of a true acquisition premium, although Staff also
notes that it is aware of few requests by utilities to recover an acquisition premium.

While a policy of granting acquisition premiums has the theoretical potential to

encourage healthy utilities to acquire non-viable utilities, it also has the undesirable effect of
providing owners an incentive to underperform and become non-viable by design to place their
utilities in a position to become a lucrative acquisition target. Thus, establishing a general policy

2 Decision No 68826, Findings of Fact, paragraph 47.
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