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EXECUTIVE SUMMARY 
FUO RICO UTILITIES, INC. 

DOCKET NO. WS-02676A-12-0196 

The Direct Testimony of Staff witness John A. Cassidy addresses the following issues: 

Capital Structure - Staff recommends that the Commission adopt a capital structure for Rio Rico 
Utility Company (“Company”) for this proceeding consisting of 0.0 percent debt and 100.00 
percent equity. 

Cost of Equity - Staff recommends that the Commission adopt an 8.4 percent return on equity 
(“ROE”) for the Company. Staffs estimated ROE for the Company is based on the average of 
its discounted cash flow (“DCF”) method and capital asset pricing model (“CAPM”) cost of 
equity methodology estimates for the sample companies of 8.8 percent for the CAPM and 8.8 
percent for the DCF. To this 8.8 percent preliminary figure, Staff made an upward adjustment of 
60 basis points, bringing its overall cost of equity estimate to 9.4 percent. Staff then made a 
downward financial risk adjustment of 100 basis points to arrive at its recommended 8.4 percent 
cost of equity. 

Cost of Debt - Staff recommends that the Commission adopt a 0.0 percent cost of debt for the 
Company, as Rio Rico has no debt in its capital structure. 

Overall Rate of Return - Staff recommends that the Commission adopt an 8.4 percent overall 
rate of return. 

Mr. Bourassa7s Testimony - The Commission should reject the Company’s proposed 10.7 
percent ROE for the following reasons: 

Mr. Bourassa’s Future Growth DCF estimates rely exclusively on analysts’ forecasts of 
earnings per share growth. When calculating the dividend growth (g) component, he 
overstates his estimate of dividend growth by imputing a higher forecasted growth rate 
for one sample company than is justified by his analysis, This overstatement also flows 
through to the dividend growth estimate in his Past and Future Growth DCF model. In 
both DCF models, he overstates the current dividend yield (Do/Po) by using a 12-month 
average stock price value for (PO). Mr. Bourassa’s CAPM estimates are inflated due to 
use of a forecasted risk-free rate. 
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I. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION 

Please state your name, occupation, and business address. 

My name is John A. Cassidy. I am a Public Utilities Analyst employed by the Arizona 

Corporation Commission (“Commission”) in the Utilities Division (“Staff ’). My business 

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

Briefly describe your responsibilities as a Public Utilities Analyst. 

I am responsible for the examination of financial and statistical information included in 

utility rate applications and other financial matters, including studies to estimate the cost 

of capital component in rate filings used to determine the overall revenue requirement, and 

for preparing written reports, testimonies and schedules to present Staffs 

recommendations to the Commission on these matters. 

Please describe your educational background and professional experience. 

I hold a Bachelor of Arts degree in History from Arizona State University, a Master of 

Library Science degree from the University of Arizona, and an MBA degree with an 

emphasis in Finance from Arizona State University. While pursuing my MBA degree, I 

was inducted into Beta Gamma Sigma, the National Business Honor Society. I have 

passed the CPA exam, but opted not to pursue certification. I have worked professionally 

as a librarian, financial consultant and tax auditor, and, as a former Commission 

employee, served as Staffs cost of capital witness in rate case evidentiary proceedings. 

What is the scope of your testimony in this case? 

My testimony provides Staffs recommended capital structure, return on equity (“ROE?) 

and overall rate of return (“ROR’) for establishing the revcnue requirements for Rio Rico 

Utilities, Inc. (“Rio Rico” or “Company“) pending water and wastewater applications. 
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Q. 

A. 

Please provide a brief description of Rio Rico. 

Rio Rico is a public service corporation engaged in providing water and wastewater utility 

services in portions of Santa Cruz County, Arizona pursuant to certificates of convenience 

and necessity granted by the Arizona Corporation Commission. During the Test Year, Rio 

Rico served approximately 6,303 water and 2,037 wastewater service customers. 

Summary of Testimony and Recommendations 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Briefly summarize how Staffs Cost of Capital Testimony is organized. 

Staffs Cost of Capital Testimony is presented in eleven sections. Section I is this 

introduction. Section 11 discusses the concept of weighted average cost of capital 

(“WACC”). Section I11 presents the concept of capital structure and presents Staffs 

recommended capital structure for Rio Rico in this proceeding. Section IV presents 

Staffs cost of debt for Rio Rico. Section V discusses the concepts of ROE and risk. 

Section VI presents the methods employed by Staff to estimate Rio Rico’s ROE. Section 

VI1 presents the findings of Staff’s ROE analysis. Section VI11 presents Staffs final cost 

of equity estimates for Rio Rico. Section IX presents Staffs ROR recommendation. 

Section X presents Staffs comments on the Direct Testimony of the Company’s witness, 

Mr. Thomas J. Bourassa. Finally, section XI presents the conclusions. 

Have you prepared any exhibits to accompany your testimony? 

Yes. I prepared nine schedules (JAC-1 to JAC-9) that support Staffs cost of capital 

analysis. 

What is Staffs recommended rate of return for Rio Rico? 

Staff recommends an 8.4 percent overall ROR, as shown in Schedule JAC-1. Staffs ROR 

recommendation is based on cost of equity estimates for the sample companies of 8.8 
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percent for both the capital asset pricing method (“CAPM’) and the discounted cash flow 

method (“DCF”). Staff recommends adoption of a 100 basis point downward financial 

risk adjustment and a 60 basis point upward Economic Assessment Adjustment resulting 

in an 8.4 percent overall ROR. 

Rio Rico ’s Proposed Overall Rate of Return 

Q. 

A. 

11. 

Q. 
A. 

Briefly summarize Rio Rico’s proposed capital structure, cost of debt, ROE and 

overall ROR for this proceeding. 

Table 1 summarizes the Company’s proposed capital structure, cost of debt, ROE and 

overall ROR in this proceeding: 

Table 1 

Weighted 
Weight Cost cost  

Long-term Debt 20.0% 5.7% 1.1% 
Common Equity 80.0% 10.7% 8.6% 
Cost of CaDital/ROR 9.7% 

Rio Rico is proposing an overall rate of return of 9.7 percent. 

THE WEIGHTED AVERAGE COST OF CAPITAL 

Briefly explain the cost of capital concept. 

The cost of capital is the opportunity cost of choosing one investment over others with 

equivalent risk. In other words, the cost of capital is the return that stakeholdcrs expect 

for investing their financial resources in a determined business venture over another 

business venture. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

What is the overall cost of capital? 

The cost of capital to a company issuing a variety of securities (Le.? stock and 

indebtedness) is an average of the cost rates on all issued securities adjusted to reflect the 

relative amounts for each security in the company’s entire capital structure. Thus, the 

overall cost of capital is the WACC. 

How is the WACC calculated? 

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

The WACC formula is: 

Equation 1.  

WACC = ~ * r ,  

n 

1 -  1 

In this equation, W, is the weight given to the it’’ security (the proportion of the ith security 

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

Can you provide an example demonstrating application of Equation l? 

Yes. For this example, assume that an entity has a capital structure composed of 60 

percent debt and 40 percent equity. Also, assume that the embedded cost of debt is 6.0 

percent and the expected return on equity, Le., the cost of equity, is 10.5 percent. 

Calculation of the WACC is as follows: 

WACC = (60% * 6.0%) + (40% * 10.5%) 

WACC = 3.60% + 4.20% 

WACC 7.80% 
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The weighted average cost of capital in this example is 7.80 percent. The entity in this 

example would need to earn an overall rate of return of 7.80 percent to cover its cost of 

capital. 

111. CAPITAL STRUCTURE 

Background 

Q. 
A. 

Q. 
A. 

Please explain the capital structure concept. 

The capital structure of a firm is the relative proportions of each type of security:--short- 

term debt, long-term debt (including capital leases), preferred stock and common stock-- 

that are used to finance the firm’s assets. 

How is the capital structure expressed? 

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

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

common stock) relative to the entire capital structure. 

As an example, the capital structure for an entity that is financed by $20,000 of short-term 

debt, $85,000 of long-term debt (including capital leases), $15,000 of preferred stock and 

$80,000 of common stock is shown in Table 2. 
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% 

$20,000 ($20,000/$200,000) 10.0% 

Table 2 
__7_ I I 

Long-Term Debt 

Preferred Stock 

Common Stock 

Total 

$85,000 ($85,000/$200,000) 42.5% 

$1 5,000 ($1 5,000/$200,000) 7.5% 

$80,000 ($80,000/$200,000) 40.0% 

$200,000 100% 

The capital structure in this example is composed of 10.0 percent short-term debt, 42.5 

percent long-term debt, 7.5 percent preferred stock and 40.0 percent common stock. 

Rio Rico ’s Capital Structure 

Q. 
A. 

Q. 

A. 

What capital structure does Rio Rico propose? 

The Company proposes a pro forma capital structure composed of 20.0 percent debt and 

80.0 percent common equity. Rio Rico’s proposed capital structure reflects the 

hypothetical capital structure approved of in the Company’s last rate case.’ 

How was the hypothetical capital structure used in the Company’s last rate case 

determined? 

At open meeting,2 Rio Rico committed to file a financing application with the 

Commission in 201 1, wherein debt equivalent to 20 percent of its capital structure would 

be infused into the Company by Rio Rico’s parent company (Algonquin Power and 

Utilities Corporation), with the debt having a cost of 5.7 p e r ~ e n t . ~  

‘Docket No. WS-02676A-09-0257. 
’ Held December 14 and 15,2010. 
’ Decision No. 72059, dated January 6, 20 1 1 .  
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Q. 

A. 

Q* 

A. 

Q. 

A. 

Did Rio Rico follow up on its commitment to file a financing application in 2011 to 

effectuate the infusion of 20 percent debt into its capital structure a t  a cost of 5.7 

percent from its parent company? 

No. A check of Docket Control records shows that RIO Rico has not filed a financing 

application requesting approval for the debt infusion as contemplated in the prior docket. 

Does this mean that the Company’s actual capital structure currently consists of 100 

percent equity? 

Yes, at present, Rio Rico’s actual capital structure consists of 100 percent equity. 

How does Rio Rico’s pro forma capital structure compare to capital structures of 

publicly- traded water utilities? 

Schedule JAC-4 shows the capital structures of six publicly-traded water companies 

(“sample water companies” or “sample water utilities”) as of December 201 1. The 

average capital structure for the sample water utilities is comprised of approximately 5 1.6 

percent debt and 48.4 percent equity. 

Staffh Capital Structure 

Q. 

A. 

What is S ta f fs  recommended capital structure for Rio Rico? 

Staff recommends a capital structure composed of 0.0 percent debt and 100.0 percent 

equity. Staffs recommended capita1 structure reflects the Company’s actual capital 

structure as of the February 29,2012, test year end. 
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Q. 

A. 

IV. 

Q. 
A. 

Q. 
A. 

V. 

Does Staff consider the use of a hypothetical pro forma capital structure to be 

appropriate in this proceeding? 

No. As discussed below, Staff recommends a financial risk adjustment to the ROE to 

appropriately address Rio Rico’s use of an equity-rich, uneconomical capital structure. 

Stafl‘s financial risk adjustment is calculated based on financial theory; therefore, it is 

preferred over use of a subjectively derived hypothetical capital structure. 

COST OF DEBT 

What is the basis for the Company’s proposed 5.7 percent cost of debt? 

The Company’s proposed 5.7 percent cost of debt is the cost of debt approved of in Rio 

Rico’s prior rate case. 

Does the Company have any debt outstanding? 

No. As noted previously, Rio Rico has no outstanding debt. The Company’s proposed 

debt and 5.7 percent cost are hypothetical and based on the Commission-adopted amounts 

in the prior rate case predicated on a commitment by Rio Rico to file a financing 

application in 201 1 ,  requesting authorization for a debt infusion by its parent equal to 20 

percent of its capital structure at a cost of 5.7 percent. However, Rio Rico never filed the 

anticipated financing application, and its parent made no debt infusion. Accordingly, the 

Company’s actual capitai structure presently consists of 100 percent equity. 

RETURN ON EQUITY 

Background 

Q. 

A. 

Please define the term “cost of equity capital.” 

The cost of equity is the rate ofreturn that investors expect to earn on their investment in a 

business entity given its risk. In other words, the cost of equity to the entity is the 
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investors’ expected rate of return on other investments of similar risk. As investors have a 

wide selection of stocks to choose from, they will choose stocks with similar risks but 

higher returns. Therefore, the market determines the entity’s cost of equity. 

Q. 
A. 

Q. 
A. 

Is there a correlation between interest rates and the cost of equity? 

Yes, there is a positive correlation between interest rates and the cost of equity, as the two 

tend to move in the same direction. This relationship is reflected in the CAPM formula. 

The CAPM is a market-based model employed by Staff for estimating the cost of equity. 

The CAPM is further discussed in Section VI of this testimony. 

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

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

identify trends. Chart 1 graphs intermediate U.S. treasury rates from January 18, 2002, to 

January 27,201 2. 
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Q. 
A. 

Chart I :  Average Yield on 5-, 7-, & IO-Year Treasuries 

6% 

I 

1% - ~ ~ _ -  ~ - - ~ __ - ~ __ ___ __ - -. - -- - 1 

Jan42 Jan-03 Jan04 Jan05 Janffi Jan-07 Jan-OB Jaw09 Jan-I0 Jan 11 Jan-I2 

Chart 1 shows that intermediate-term interest rates trended downward from 2002 to mid- 

2003, trended upward through early-2008, trended downward through early-2009, trended 

upward through mid-2010, trended downward through late 2010, trended upward to mid- 

201 1, and are currently trending down from the existing, relatively low rates. 

What has been the general trend in interest rates longer term? 

U.S. Treasury rates from December 1961 - December 2011 are shown in Chart 2. The 

chart shows that interest rates trended upward through the mid-1980s and have trended 

downward over the last 25 years. 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Chart 2: History of 5- and IO-Year Treasury Yields 

2oyo -1 
16% J 

3 -  - --1 ~- - - 1- - 0% 1--7 ~ ~, - ~-~ ~ - - ~  ~ 

1961 1966 1971 1976 1981 1986 1991 1996 2001 2006 2011 

Source: Federal Reserve 

Do these trends suggest anything in terms of cost of equity? 

Yes. As previously noted, interest rates and cost of equity tend to move in the same 

direction; therefore, the cost of equity has declined in the past 25 years. 

Do actual returns represent the cost of equity? 

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

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

between the equity returns required for a regulated water utility and those required 

in the market as a whole? 

Yes. A comparison of betas, a component of the CAI'M discussed in Section VI, for the 

water utility industry and the market, provide insight into this relationship. In theory, the 
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market has a beta value of 1 .O, with stocks bearing greater risk (less risk) than the market 

having beta values higher than (lower than) 1 ,O, respectively. Furthermore, in accordance 

with the CAPM, the cost of equity capital moves in the same direction as beta. Therefore, 

because the average beta value (0.71)4 for a water utility is less than 1.0, the required 

return on equity for a regulated water utility is below that of the market as a whole. 

Risk 

Q. 
A. 

v. 
A. 

Please define risk in relation to cost of capital. 

Risk, as it relates to an investment, is the variability or uncertainty of the returns on a 

particular security. Investors are risk averse and require a greater potential return to invest 

in relatively greater risk opportunities, Le., investors require compensation for taking on 

additional risk. Risk is generally separated into two components. Those components are 

market risk (systematic risk) and non-market risk (diversifiable risk or firm-specific risk). 

What is market risk? 

Market risk or systematic risk is the risk of an investment that cannot be reduced through 

diversification. Market risk stems from factors that affect all securities, such as 

recessions, war, inflation and high interest rates. Since these factors affect the entire 

market they cannot be eliminated through diversification. Market risk does not impact 

each security to the same degree. The degree to which a given security's return is affected 

by market fluctuations can be measured using Beta. Beta reflects the business risk and the 

financial risk of a security. 

See Schedule JAC-7. 
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Q* 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Please define business risk. 

Business risk is the fluctuation of earnings inherent in a firm‘s operations and 

environment, such as competition and adverse economic conditions that may impair its 

ability to provide returns on investment. Companies in the same or similar line of 

business tend to experience the same fluctuations in business cycles. 

Please define financial risk. 

Financial risk is the fluctuation of earnings, inherent in the use of debt financing, that may 

impair a firm’s ability to provide adequate return; the higher the percentage of debt in a 

company’s capital structure, the greater its exposure to financial risk. 

Do business risk and financial risk affect the cost of equity? 

Yes. 

Is a firm subject to any other risk? 

Yes. Examples of 

unsystematic risk include losses caused by labor problems, nationalization of assets, loss 

of a big client or weather conditions. Investors can eliminate firm-specific risk by holding 

a diverse portfolio; thus, it is not of concern to diversified investors. 

Firms are also subject to unsystematic or firm-specific risk. 

How does Rio Rico’s financial risk exposure compare to that of Staff’s sample group 

of water companies? 

JAC-4 shows the capital structures of the six sample water companies as of December 31, 

201 1, and Kio Rico’s adjusted capital structure as of the end of the test year, February 29, 

2012. As shown, the sample water utilities were capitalized with approximately 5 1.6 

percent debt and 48.4 percent equity, while Rio Kico’s capital structure consists of 0.0 
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percent debt and 100.0 percent equity. Thus, unlike Staffs sample companies, Rio Rico 

has no debt in its capital structure and, accordingly, has no exposure to financial risk. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

VI. 

Is firm-specific risk measured by beta? 

No. Firm-specific risk is not measured by beta. 

Is the cost of equity affected by firm-specific risk? 

No. Since firm-specific risk can be eliminated through diversification, it does not affect 

the cost of equity. 

Can investors expect additional returns for firm-specific risk? 

No. Investors who hold diversified portfolios can eliminate firm-specific risk and, 

consequently, do not require any additional return. Since investors who choose to be less 

than fully-diversified must compete in the market with fully-diversified investors, the 

former cannot expect to be compensated for unique risk. 

ESTIMATING THE COST OF EQUITY 

Introduction 

Q. 

A. 

Did Staff directly estimate the cost of equity €or Rio Rico? 

No. Since Rio Rico is not a publicly-traded company, Staff is unable to directly estimate 

its cost of equity due to the lack of firm-specific market data. Instead, Staff estimated the 

Company’s cost of equity indirectly, using a representative sample group of publicly 

traded water utilities as a proxy, taking the average of the sample group to reduce the 

sample error resulting from random fluctuations in the market at the time the information 

is gathered. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

What companies did Staff select as proxies or comparables for Rio Rico? 

Staffs sample consists of the following six publicly-traded water utilities: American 

States Water, California Water, Connecticut Water Services, Middlesex Water, Aqua 

America and SJW Corp. Staff chose these companies because they are publicly-traded 

and receive the majority of their earnings from regulated operations. 

What models did Staff implement to estimate Rio Rico's cost of equity? 

Staff used two market-based models to estimate the cost of equity for Rio Rico: the DCF 

model and the CAPM. 

Please explain why Staff chose the DCF and CAPM models. 

Staff chose to use the DCF and CAPM models because they are widely-recognized 

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

explanation of the DCF and CAPM models follows. 

Discounted Cash Flow Model Analysis 

Q. 

A. 

Please provide a brief summary of the theory upon which the DCF method of 

estimating the cost of equity is based. 

The DCF method of stock valuation is based on the theory that the value of an investment 

is equal to the sum of the future cash flows generated from the aforementioned investment 

discounted to the present time. This method uses expected dividends, market price and 

dividend growth rate to calculate the cost of capital. Professor Myron Gordon pioneered 

the DCF method in the 1960s. The DCF method has become widely used to estimate the 

cost of equity for public utilities due to its theoretical merit and its simplicity. Staff used 

the financial infomation for the relevant six sample companies in the DCF model and 

averaged the results to determine an estimated cost of equity for the sample companies. 
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Q. 

A. 

Does Staff use more than one version of the DCF? 

Yes. Staff uses two versions of the DCF model: the constant-growth DCF and the multi- 

stage or non-constant growth DCF. The constant-growth DCF assumes that an entity's 

dividends will grow indefinitely at the same rate. The multi-stage growth DCF model 

assumes the dividend growth rate will change at some point in the future. 

The Constant-Growth DCF 

Q.  
A. 

What is the mathematical formula used in Staffs constant-growth DCF analysis? 

The constant-growth DCF formula used in Staff's analysis is: 

Equation 2 :  

4 K = - + g  
r, 

where: K = the cost of equity 
D, = the expected annual dividend 
6) = the current stock price 
g = the expected infinite annual growth rate of dividends 

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

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

current market price of $10 per share, an expected annual dividend of $0.45 per share and 

an expected dividend growth rate of 3.0 percent per year has a cost of equity to the entity 

of 7.5 percent reflected by the sum of the dividend yield ($0.45/ $10 = 4.5 percent) and the 

3.0 percent annual dividend growth rate. 
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Q. 

A. 

Q. 

A. 

Q* 

A. 

How did Staff calculate the expected dividend yield (Dl/Po) component of the 

constant-growth DCF formula? 

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

expected annual dividend (D1) by the spot stock price (PO) after the close of market on 

December 5,2012, as reported by MSN Money. 

Why did Staff use the December 5,2012, spot price rather than a historical average 

stock price to calculate the dividend yield component of the DCF formula? 

The current, rather than historic, market price is used in order to be consistent with 

financial theory. In accordance with the Efficient Market Hypothesis, the current stock 

price is reflective of all available information on a stock, and as such reveals investors’ 

expectations of future returns. Use of historical average stock prices illogically discounts 

the most rccent information in favor of less recent information. The latter is stale and is 

representative of underlying conditions that may have changed. 

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

DCF model represented by Equation 2? 

The dividend growth component used by Staff is determined by the average of six 

different estimation methods, as shown in Schedule JAC-8. Staff calculated historical and 

projected growth estimates on dividend-per-share (“DPS”),’ earnings-per-share (“EPS”)6 

and sustainable growth bases. 

Derived from information provided by Value Line. 
Derived from information provided by Value Line. 

5 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 

Q. 
A. 

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

the constant-growth DCF model? 

Historic and projected EPS growth are used because dividends are related to earnings. 

Dividend distributions may exceed earnings in the short run, but cannot continue 

indefinitely. In the long term, dividend distributions are dependent on earnings. 

How did Staff estimate historical DPS growth? 

Staff estimated historical DPS growth by calculating a compound annual DPS growth rate 

for each of its sample companies over the 10-year period, 2002-201 1.  As shown in 

Schedule JAC-5, the average historical DPS growth rate for the sample was 3.2 percent. 

How did Staff estimate projected DPS growth? 

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

from Value Line through the period, 2015-2017. The average projected DPS growth rate 

is 4.1 percent, as shown in Schedule JAC-5. 

How did Staff estimate historical EPS growth rate? 

Staff estimated historical EPS growth by calculating a compound annual EPS growth rate 

for each of its sample companies over the 10-year period, 2002-2011. As shown in 

Schedule JAC-5, the average historical EPS growth rate for the sample was 4.2 percent. 

How did Staff estimate projected EPS growth? 

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

from Value Line through the period, 2015-2017. The average projected EPS growth rate 

is 6.2 percent, as shown in Schedule JAC-5. 
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Q* 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

How does Staff calculate its historical and projected sustainable growth rates? 

Historical and projected sustainable growth rates are calculated by adding their respective 

retention growth rate terms (br) to their respective stock financing growth rate terms (vs), 

as shown in Schedule JAC-6. 

What is retention growth? 

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

retention growth concept is based on the theory that dividend growth cannot be achieved 

unless the company retains and reinvests some of its earnings. The retention growth is 

used in Staff's calculation of sustainable growth shown in Schedule JAC-6. 

What is the formula for the retention growth rate? 

The retention growth rate is the product of the retention ratio and the booWaccounting 

return on equity. The retention growth rate formula is: 

Equation 3 :  
Retention Growth Rate = hr 

where : b = the retention ratio (1 - dividend payout ratio) 
r = the accountinghook return on common equity 

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

sample water utilities? 

Staff calculated the mean of the 10-year average historical retention rate for each sample 

company over the period, 2002-201 1. As shown in Schedule JAC-6, the historical 

average retention (br) growth rate for the sample is 2.9 percent. 
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Q. 

A. 

Q. 

A. 

Q. 
A. 

How did Staff estimate its projected retention growth rate (br) for the sample water 

utilities? 

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

2015-2017, from Value Line. As shown in Schedule JAC-6, the projected average 

retention growth rate for the sample companies is 4.3 percent. 

When can retention growth provide a reasonable estimate of future dividend 

growth? 

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

retention ratio is reasonably constant and the entity’s market price to book value (“market- 

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

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

is 2.0, notably higher than 1 .O, as shown in Schedule JAC-7. 

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

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

earn an accountingibook return on its equity that exceeds its cost of equity. The 

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

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

with a face value of $10 million at either 6 percent or 8 percent and, thus, paying annual 

interest of $600,000 or $800,000, respectively. Regardless of investors’ required return on 

similar bonds, investors will be willing to pay more for the bonds if issued at 8 percent 

than if the bonds are issued at 6 percent. For example, if the current interest rate required 

by investors is 6 percent, then they would bid $10 million for the 6 percent bonds and 

more than $10 million for the 8 percent bonds. Similarly, if equity investors require a 9 

percent return and expect an entity to earn accounting/book returns of 13 percent, the 
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market will bid up the price of the entity’s stock to provide the required return of 9 

percent. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

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

equity analyses in recent years? 

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

1 .O. Given that assumption, Staff has added a stock financing growth rate (vs) term to the 

retention ratio (br) term to calculate its historical and projected sustainable growth rates. 

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

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

term? 

Yes. 

What is stock financing growth? 

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

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

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

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

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

stock by the existing common equity (s). 

What is the mathematical formula for the stock financing growth rate? 

The mathematical formula for stock financing growth is: 

’ Gordon, Myron J.  The Cost of Capital lo u Public Utility. MSU Public Utilities Studies, Michigan, 1974. pp 3 1-35. 
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Equation 4 :  
Stock Financing Growth = vs 

where : v = Fraction of the funds raised from the sale of stock that accrues 
to existing shareholders 

s = Funds raised from the sale of stock as a fraction of the existing 
common equity 

Q. 
A. 

Q. 
A. 

How is the variable v presented above calculated? 

Variable v is calculated as follows: 

Equation 5 :  

book value 
market value 

For example, assume that a share of stock has a $30 book value and is selling for $45. 

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

v = I-(;) 

In this example, v is equal to 0.33. 

How is the variable s presented above calculated? 

Variable s is calculated as follows: 

Equation 6: 

Funds raised from the issuance of stock 
s =  

Total existing common equity before the issuance 
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For example, assume that an entity has $150 in existing equity, and it sells $30 of stock. 

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

= (3 
In this example, s is equal to 20.0 percent. 

Q. 
A. 

Q. 
A. 

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

A rnarkct-to-book ratio of 1.0 reflects that investors expect an entity to earn a 

booWaccounting return on their equity investment equal to the cost of equity. When the 

market-to-book ratio is equal to 1 .O, none of the hnds  raised from the sale of stock by the 

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

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

zero, dividend growth depends solely on the br term. 

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

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

booWaccounting return on their equity investment greater than the cost of equity. 

Equation 5 shows that, when the market-to-book ratio is greater than 1 .O, the v term is also 

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

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

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

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

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

share. 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

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

Staff estimated an average stock financing growth of 1.9 percent for the sample water 

utilities, as shown in Schedule JAC-6. 

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

of investors expecting earnings to exceed its cost of equity, and subsequently 

experienced newly-authorized rates equal only to its cost of equity? 

Ceteris paribus, holding all other factors constant, one would expect market forces to 

move the company's stock price lower, closer to a market-to-book ratio of 1 .O, to reflect 

investor expectations of reduced expected future cash flows. 

If the average market-to-book ratio of Staff's sample water utilities were to fall to 1.0 

due to authorized ROES equaling their cost of equity, would inclusion of the vs term 

be necessary to S taf fs  constant-growth DCF analysis? 

No. As discussed above, when the market-to-book ratio is equal to 1 .O, none of the funds 

raised from the sale of stock by the entity accrues to the benefit of existing shareholders 

because the v term equals to zero and, consequently, the vs term also equals zero. When 

the market-to-book ratio equals 1.0, dividend growth depends solely on the br term. 

Staffs inclusion of the vs term assumes that the market-to-book ratio continues to exceed 

1.0 and that the water utilities will continue to issue and sell stock at prices above book 

value with the effect of benefitting existing shareholders. 

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

Staffs estimated historical sustainable growth rate is 4.8 percent based on an analysis of 

earnings retention for the sample water companies. Staffs projected sustainable growth 
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rate is 6.3 percent based on retention growth projected by Value Line. Schedule JAC-6 

presents Staffs estimates of the sustainable growth rate. 

Q. 
A. 

Q. 
A. 

What is Staff's expected infinite annual growth rate in dividends? 

Staffs expected dividend growth rate (8) is 4.8 percent, which is the average of historical 

and projected DPS, EPS, and sustainable growth estimates. Staffs calculation of the 

expected infinite annual growth rate in dividends is shown in Schedule JAC-8. 

What is Staff's constant-growth DCF estimate for the sample utiIities? 

Staffs constant-growth DCF estimate is 8.0 percent, as shown in Schedule JAC-3. 

The Multi-Stage DCF 

Q. 

A. 

Q. 
A. 

Why did Staff implement the multi-stage DCF model to estimate Rio Rico's cost of 

equity? 

Staff generally uses the multi-stage DCF model to consider the assumption that dividends 

may not grow at a constant rate. The multi-stage DCF uses two stages of growth, the first 

stage (near-term) having a four-year duration, followed by the second stage (long-term) of 

constant growth. 

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

The multi-stage DCF formula is shown in the following equation: 
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Equation 7 : 

Po = 2 
t = I  

Where : P, = 

0, = 

K =  
n =  

On = 

Q. 
A. 

Q. 
A. 

current stock price 
dividends expected during stage 1 
cost of equity 
years of non - constant growth 
dividend expected in year n 

gn = constant rate of growth expected after year n 

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

First, Staff projected future dividends for each of the sample water utilities using near- 

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

equates the present value of the forecasted dividends to the current stock price for each of 

the sample water utilities, Lastly, Staff calculated an overall sample average cost of 

equity estimate. 

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

The stage-1 growth rate is based on Value Lines's projected dividends for the next twelve 

months, when available, and on the average dividend growth (8)  rate of 4.8 percent, 

calculated in Staff's constant DCF analysis for the remainder of the stage. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

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

Staff calculated the stage-2 growth rate using the arithmetic mean rate of growth in Gross 

Domestic Product (“GDP”) from 1929 to 20 1 1 .8 Using the GDP growth rate assumes that 

the water utility industry is expected to grow at the same rate as the overall economy. 

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

Staff used 6.5 percent to estimate the stage-2 growth rate. 

What is Staffs multi-stage DCF estimate fur the sample utilities? 

Staffs multi-stage DCF estimate is 9.6 percent, as shown in Schedule JAC-3. 

What is Staffs overall DCF estimate for the sample utilities? 

Staffs overall DCF estimate is 8.8 percent. Staff calculated the overall DCF estimate by 

averaging the constant growth DCF (8.0%) and multi-stage DCF (9.6%) estimates, as 

shown in Schedule JAC-3. 

Capital Asset Pricing Model 

Q. Please describe the CAPM. 

A. The CAPM is used to determine the prices of securities in a competitive market. The 

CAPM model describes the relationship between a security’s investment risk and its 

market rate of return. Under the CAPM, an investor requires the expected return of a 

security to equal the rate on a risk-free security plus a risk premium. If the investor’s 

expected return does not meet or beat the required return, the investment is not 

economically justified. The model also assumes that investors will sufficiently diversify 

8 www. bea.doc.gov. 

http://bea.doc.gov
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their investments to eliminate any non-systematic or unique risk.’ In 1990, Professors 

Harry Markowitz, William Sharpe, and Merton Miller earned the Nobel Prize in 

Economic Sciences for their contribution to the development of the CAPM. 

Q. 

A. 

Q. 
A. 

Did Staff use the same sample water utilities in its CAPM and DCF cost of equity 

estimation analyses? 

Yes. 

companies as its DCF cost of equity estimation analysis. 

Staffs CAPM cost of equity estimation analysis uses the same sample water 

What is the mathematical formula for the CAPM? 

The mathematical formula for the CAPM is: 

Equation 8 : 
K = R f + p ( R m - R , )  

where : R, = risk free rate 

Rm = return on market 

P = beta 

R, - R, 
K = expected return 

= market risk premium 

The equation shows that the expected return (K) on a risky asset is equal to the risk-free 

interest rate (Rf ) plus the product of the market risk premium (R, - Rf) multiplied by beta 

(p) where beta represents the riskiness of the investment relative to the market. 

- 

’ The CAPM makes the following assumptions: 1) single holding period; 2) perfect and competitive securities 
market; 3) no transaction costs; 4)  no restrictions on short selling or borrowing; 5 )  the existence of a risk-free rate; 
and 6) homogeneous expectations. 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

What is the risk-free rate? 

The risk-free rate is the rate of return of an investment free of default risk. 

What does Staff use as surrogates to represent estimations of the risk-free rates of 

interest in its historical and current market risk premium CAPM methods? 

Staff uses separate parameters as surrogates for the estimations of the risk-free rates of 

interest for the historical market risk premium CAPM cost of equity estimation and the 

current market risk premium CAPM cost of equity estimation. Staff uses the average of 

three (5-, 7-, and IO-year) intermediate-term U S .  Treasury securities’ spot rates in its 

historical market risk premium CAPM cost of equity estimation, and the 30-year U.S. 

Treasury bond spot rate in its current market risk premium CAPM cost of equity 

estimation. Rates on U.S. Treasuries are largely verifiable and readily available. 

What does beta measure? 

Beta is a measure of a security’s price volatility, or systematic risk, relative to the market 

as a whole. Since systematic risk cannot be diversified away, it is the only risk that is 

relevant when estimating a security’s required return. Using a baseline market beta 

coefficient of 1 .O, a security having a beta value less than 1 .0 will be less volatile (i.e., less 

risky) than the market. A security with a beta value greater than 1.0 will be more volatile 

(i.e., more risky) than the market. 

How did Staff estimate Rio Rico’s beta? 

Staff used the average of the Value Line betas for the sample water utilities as a proxy for 

the Company’s beta. Schedule JAC-7 shows the Value Line betas for each of the sample 

water utilities. The 0.71 average beta coefficient for the sample water utilities is Staffs 
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estimated beta value for Rio Rico. A security with a beta value of 0.71 has less volatility 

than the market. 

Q. 
A. 

Q. 
A. 

Q. 

A.  

Q. 

A. 

What is the market risk premium (R, - Rf)? 

The market risk premium is the expected return on the market, minus the risk-free rate. 

Simplified, it is the return an investor expects as compensation for market risk. 

What did Staff use for the market risk premium? 

Staff uses separate calculations for the market risk premium in its historical and current 

market risk premium CAPM methods. 

How did Staff calculate an estimate for the market risk premium in its historical 

market risk premium CAPM method? 

Staff uses the intermediate-term government bond income returns published in the 

Ibbotson Associates' Stocks, Bonds, Bills, and Inflation 201 I Yearbook to calculate the 

historical market risk premium. Ibbotson Associates calculates the historical risk 

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

intennediate-term government bond income returns for the period 1926-201 1. Staffs 

historical market risk premium estimate is 7.2 percent, as shown in Schedule JAC-3. 

How did Staff calculate an estimate for the market risk premium in its current 

market risk premium CAPM method? 

Staff solves equation 8 above to arrive at a market risk premium using a DCF-derived 

expected return (K) of 14.77 (2.3 -t 12.47'") percent using the expected dividend yield (2.3 

percent over the next twelve months) and the annual per share growth rate (1  2.47 percent) 

The three to five year price appreciation is 60%. 1 .60° 25 - 1 = 12.47% IO 



1 

2 

3 

4 

5 

6 

7 

8 

s 
1c 

11 

1; 

1: 

1 4  

1: 

le  

1; 

1t 

IS 

2( 

21 

2: 

2: 

2L 

2: 

Direct Testimony of John A Cassidy 
Docket No. WS-02676A-12-0196 
Page 31 

that Value Line projects for all dividend-paying stocks under its review" along with the 

current long-term risk-free rate (30-year Treasury note at 2.78 percent) and the market's 

average beta of 1 .O. Staff calculated the current market risk premium as 12.00 percent,12 

as shown in Schedule JAC-3. 

Q. 

A. 

Q. 
A. 

VII. 

Q. 

A. 

What is the result of Staffs historical market risk premium CAPM and current 

market risk premium CAPM cost of equity estimations for the sample utilities? 

Staffs cost of equity estimates are 6.2 percent using the historical market risk premium 

CAPM and 1 1.3 percent using the current market risk premium CAPM. 

What is Staffs overall CAPM estimate for the sample utilities? 

Staffs overall CAPM cost of equity estimate is 8.8 percent which is the average of the 

historical market risk premium CAPM (6.2 percent) and the current market risk premium 

CAPM (1 1.3 percent) estimates, as shown in Schedule JAC-3. 

SUMMARY OF STAFF'S COST OF EQUITY ANALYSIS 

What is the result of Staffs constant-growth DCF analysis to estimate the cost of 

equity for the sample water utilities? 

Schedule JAC-3 shows the result of Staffs constant-growth DCF analysis. The result of 

Staffs constant-growth DCF analysis is as follows: 

k = 3.2% + 4.8% 

k = 8.0% 

December 7, 2012 issue date. 
14.77% = 2.78% + (1) ( 1  1.99%). 

1 1  

I2 
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Staffs constant-growth DCF estimate of the cost of equity for the sample water utilities is 

8.0 percent. 

Q. 

A. 

Q. 
A. 

What is the result of Staffs multi-stage DCF analysis to estimate of the cost of equity 

for the sample utilities? 

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

Staffs multi-stage DCF analysis is: 

Company Equity Cost 
Estimate (k) 

American States Water 9.3% 
California Water 10.0% 
Aqua America 9.1% 
Connecticut Water 9.5% 
Middlesex Water 10.4% 
SJW Corp 9.5% 

Average 9.6% 

Staffs multi-stagc DCF estimate of the cost of equity for the sample water utilities is 9.6 

percent. 

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

Staffs overall DCF estimate of the cost of equity for the sample utilities is 8.8 percent. 

Staff calculated an overall DCF cost of equity estimate by averaging Staffs constant 

growth DCF (8.0 percent) and Staffs multi-stage DCF (9.6 percent) estimates, as shown 

in Schedule JAC-3. 
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Q* 

A. 

Q.  

A. 

Q. 
A. 

What is the result of Staffs historical market risk premium CAPM analysis to 

estimate of the cost of equity for the sample utilities? 

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

premium estimate. The result is as follows: 

k = 1.1% + 0.71 * 7.2% 

k = 6.2% 

Staffs CAPM estimate (using the historical market risk premium) of the cost of equity to 

the sample water utilities is 6.2 percent. 

What is the result of Staffs  current market risk premium CAPM analysis to 

estimate the cost of equity for the sample utilities? 

Schedule JAC-3 shows the result of StafPs CAPM analysis using the current market risk 

premium estimate. The result is: 

k = 2.8% + 0.71 * 12.0% 

k = 11.3% 

Staffs CAPM estimate (using the current market risk premium) of the cost of equity to the 

sample water utilities is 1 1.3 percent. 

What is Staff's overall CAPM estimate of the cost of equity for the sample utilities? 

Staffs overall CAPM estimate for the sample utilities is 8.8 percent. Staff's overall 

CAPM estimate is the average of the historical market risk premium CAPM (6.2 percent) 

and the current market risk premium CAPM (1 1.3 percent) estimates, as shown in 

Schedule JAC-3. 
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Q- 
A. 

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

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

Table 2 

Method Estimate 
Average DCF Estimate 8.8% 

Average CAPM Estimate 8.8% 
Overall Average 8.8% 

Staff’s average estimate of the cost of equity to the sample water utilities is 8.8 percent. 

VIII. FINAL COST OF EQUITY ESTIMATES FOR RIO RlCO 

Q. 

A. 

Q. 
A. 

Please compare Rio Rico’s capital structure to that of the six sample water 

companies. 

The average capital structure for the sample water utilities is composed of 48.4 percent 

equity and 5 I .6 percent debt, as shown in Schcdule JAC-4. Rio Rico’s capital structure is 

composed of 100.0 percent equity and 0.0 percent debt. In this case, since Rio Rico’s 

capital structure is less leveraged than that of the average sample water utilities’ capital 

structure, its stockholders bear less financial risk than the sample water utilities. 

Does Rio Rico’s reduced financial risk affect its cost of equity? 

Yes. As previously discussed, financial risk is a component of market risk and investors 

require compensation for market risk. Since Rio Rico’s financial risk is less than that of 

the average samplc water companies, its cost of equity is lower than that of the sample 

water companies. 
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Q. 

A. 

Q. 

A. 

Has Staff quantified the effect of difference in financial risk between Rio Rico and 

the sample water utilities on its cost of equity? 

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

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

estimate the effect of Rio Rico’s capital structure on its cost of equity. Staff calculated a 

financial risk adjustment for Rio Rico of negative 100 basis points. Rio Rico’s cost of 

equity adjusted for financial risk (7.8 percent) can be determined by subtracting this 1.0 

percent financial risk adjustment from Staffs average estimate of the cost of equity to the 

sample water utilities (8.8 percent). 

Does Staff have established criteria for determining when to apply a downward 

financial risk adjustment? 

Yes. Staff normally applies two criteria in assessing whether application of a downward 

financial risk adjustment is appropriate. The first consideration is whether the utility has a 

reasonably economical capital structure. Staff considers a capital structure composed of 

no more than 60 percent equity to meet this condition. If equity exceeds 60 percent, as it 

does for Rio Rico, Staff considers application of a downward financial risk adjustment to 

be appropriate if the utility meets the second criteria. The second condition is whether the 

utility has access to equity capital markets. Because Rio R~CO’S parent, Algonquin Power 

and Utilities Corporation, is publicly-traded, Rio Rico is assumed to have access to the 

equity capital markets; accordingly, Staff recommends a downward financial risk 

adjustment to Rio Rico’s cost of equity. Staffs methodology for applying a downward 

financial risk adjustment encourages a utility with access to the equity capital markets to 

use that access to manage its capital structure with economic efficiency and encourages a 

utility that lacks access to the equity capital markets to maintain a healthy capital 

structure. 
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Q. 

A. 

Q. 
A. 

IX. 

Q. 
A. 

Did Staff consider factors other than the results of its technical models in its cost of 

equity analysis? 

Yes. In consideration of the relatively uncertain status of the economy and the market that 

currently exists, Staff is proposing an Economic Assessment Adjustment to the cost of 

equity. In this case, Staff recommends a 60 basis point (0.6 percent) upward Economic 

Assessment Adjustment, as shown in Schedule JAC-3. 

What is Staffs ROE estimate for Rio Rico? 

Staff determined an ROE estimate of 8.8 percent for Rio Rico based on cost of equity 

estimates for the sample companies of 8.8 percent for both the CAPM and the DCF. Staff 

recommends adoption of a 100 basis point downward financial risk adjustment and a 60 

basis point upward Economic Assessment Adjustment resulting in an 8.4 percent Staff- 

recommended cost of equity, as shown in Schedule JAC-3. 

RATE OF RETURN RECOMMENDATION 

What overall rate of return did Staff determine for Rio Rico? 

Staff determined an 8.4 percent ROR for the Company, as shown in Schedule JAC-I and 

the following table: 

Table 3 

Weighted 
Weight Cost Cost 

Long-term Debt 0.0% 0.0% 0.0% 
Common Equity ~oo.oo/o 8.4% 8.4% 

Overall ROR 8.4% 
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X. 

Q* 
A. 

STAFF RESPONSE TO COMPANY’S COST OF CAPITAL WITNESS MR. 

THOMAS J. BOURRASSA 

Please summarize Mr. Bourassa’s analyses and recommendations. 

Mr. Bourassa recommends a 10.70 percent ROE based on estimates derived from two 

constant growth DCF analyses, two CAPM analyses, and two Build-up risk premium 

models designed as a check for reasonableness to his DCF and CAPM results, using a 

proxy sample of six publicly-traded water companies. He proposes a hypothetical capital 

structure consisting of 20.0 percent long-term debt and 80.0 percent equity, with his 

proposed cost of debt being 5.7 percent. Mr. Bourassa’s recommended ROE includes a 

downward 80 basis point financial risk adjustment, offset by an upward 80 basis point 

small company risk premium. His overall recommended rate of return for the Company is 

9.7 percent. 

For purposes of his constant growth DCF analyses, Mr. Bourassa gives a 50 percent 

weight to the estimates derived from his Future Growth DCF model and a 50 percent 

weight to the estimates derived from his Past and Future Growth DCF Model. In his 

primary Future Growth DCF model, Mr. Bourassa relies exclusively on analysts’ forecasts 

for EPS growth to estimate the dividend growth (8) component. Additionally, for 

purposes of calculating his sample average dividend growth (8) rate, he assumes that the 

4.55 percent analyst estimate obtained for one sample company (Connecticut Water) 

should be equal to his overall 7.9 percent sample average dividend growth estimate. In his 

Past and Future Growth DCF model, Mr. Bourassa estimates his dividend growth (8) rate 

by giving 50 percent weight to historical measures of growth in annual share price, BVPS, 

EPS and DPS over a five-year period, and 50 percent weight to the dividend growth rate 

obtained from his primary Future Growth DCF model (See TJR Schedule D-4.4). In each 

of his two constant growth DCF analyses, Mr. Bourassa uses a 12-month average stock 
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price to calculate an average annual current dividend yield (Do/Po) (See TJB Schedule D- 

4.7).13 

For purposes of his CAPM analyses, Mr. Bourassa presents estimates based upon both 

historical and current market risk premia. In both, however, he uses a 3.4 percent 

forecasted risk free (Rf ) rate based, in part, upon estimates from Value Line and Blue 

Chip Consensus Forecasts for the 30-year long-term Treasury yield covering the period, 

2012-2013 (See TJB Schedule D-4.12). 

Q. 

A. 

Does Staff have any comments on Mr. Bourassa’s sole reliance on analysts’ forecasts 

of EPS growth rates to estimate dividend growth rate (g) in his Future Growth DCF 

analysis? 

Yes. Exclusive reliance on analysts’ forecasts of earnings growth to forecast DPS is 

inappropriate because it assumes that investors do not look at other relevant information 

such as historical dividend and earnings growth. Generally, analysts’ forecasts are known 

to be overly optimistic. Sole use of analysts’ forecasts to calculate the expected dividend 

growth rate, (g), serves to inflate that component of the DCF model and, consequently, the 

estimated cost of equity. The appropriate growth rate to use in the DCF model is the 

dividend growth rate expected by inveslors, not by analysts. Investors are assumed to be 

rational, and as such will want to take into consideration all relevant available information 

prior to making an investment decision. Therefore, it is reasonable to assume that 

investors would consider both historical measures of past growth, as well as analysts’ 

forecasts of future growth. 

For purposes of his calculations, Mr. Bourassa understates the annual dividend (Do) paid for five of his six sample 
companies (all except Connecticut Water), using the annual per share dividend paid in 2010 rather than the updated 
201 1 dividend. 

13 
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Q* 

A. 

Q. 

A. 

Does the narrative of Mr. Bourassa’s Direct Testimony state the fact that he relies 

exclusively on analysts’ forecasts of EPS growth to estimate the expected dividend 

growth rate (g) in his Future Growth DCF model? 

No. Mr. Bourassa states only that ‘‘I have used analyst growth forecasts, where 

a~ai lable ,”’~ and that “I use as a primary estimate of growth analysts’ forecasts of 

growth.”” Only when referring to TJB Schedule D-4.6 does one learn that he has relied 

exclusively on analysts’ forecasts of EPS growth to estimate (g). 

Does Staff have evidence to support its assertion that exclusive reliance on analysts’ 

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

estimates? 

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

forecasts of future earnings.16 A study cited by David Dreman in his book Contrarian 

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

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

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

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

Burton Malkiel, of Princeton University, conducted a study of the 1- and 5-year earnings 

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

results showed that when compared with actual earnings growth rates, the 5-year forecasts 

made by professional analysts were far less accurate than estimates derived from several 

nai’ve forecasting models, such as the long-run growth rate in national income. In the 

l 4  Direct testimony of Mr. Thomas J .  Bourassa, page 30, lines 18-19, 
I s  Direct testimony of Mr. Thomas J. Bourassa, page 3 1, lines 6-7. 

See Seigel, Jeremy J.  Stocks for the Long Run. 2002. McGraw-Hill. New York. p. 100. 
Contrarian Investment Strategies: The Next Generation. 1998. Simon & Schuster. New York. pp. 97-98. Malkiel, 
Burton G. A Random Walk Down Wall Street. 2003. W.W. Norton & Co. New York. p. 175. 
Testimony of Professors Myron J. Gordon and Lawrence I. Could, consultant to the Trial Staff (Common Carrier 
Bureau), FCC Docket 79-63, p. 95. 

Drenian, David. 16 

. 
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following excerpt from his book, A Random Walk Down Wall Street, Professor Malkiel 

discusses the results of his study: 

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

The analysts fought back gamely. They complained that it was 
unfair to judge their performance on a wide cross section of 
industries, because earnings for high-tech firms and various 
“cyclical” companies are notoriously hard to forecast. “Try us on 
utilities, ” one analyst conJidently asserted. At the time they were 
considered among the most stable group of companies because of 
government regulation. So we tried it and they didn ’t like it. Even 
the forecasts f o r  the stable utilities were far off the mark.17 
(Emphasis added) 

Are investors aware of the problems related to analysts’ forecasts? 

Yes. In addition to books, there are numerous published articles appearing in The Wall 

Street Journal and other financial publications that cast doubt on the accuracy of research 

analysts’ forecasts. Investors, being keenly aware of these inherent biases in forecasts, 

will use other methods to assess future growth. 

17 . 
“ S e e  Smith, Randall gi Craig, Su7anne. “Rig Firms Had Research Ploy: Quiet Payments Among Rivals.” The Wall 
Street Journal. April 30, 2003. Brown, Ken. “Analysts: Still Coming Up Rosy.” The Wall Street Journal. January 
27, 2003. p. C 1. Karmin, Craig. “Profit Forecasts Become Anybody’s Guess.” The Wall Street Journal. January 
2 I ,  2003. p. CI . Gasparino, Charles. ‘‘Mendl Lynch Investigation Widens.” The Wull Street Journal. April 1 1 ,  
2002. p. C4. Elstein, Aaron. “Earnings Estimates Are All Over the Map.” The Wall Street Journal. August 2,  
200 1 .  p. C I .  Dreman, David. “Don’t Count on those Earnings Forecasts.” Furbes. January 26, 1998. p. 1 10. 

Malkiel, Burton G. A Random Walk Down Wall Street. 2003. W.W. Norton & Co. New York. p. 175 
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Q. 
A. 

Q. 

A. 

Should DPS growth be considered in a DCF analysis? 

Yes. As previously stated in Section VI of this testimony, the current market price of a 

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

Professor Jeremy Siege1 from the Wharton School of Finance stated: 

Note that the price of the stock is always equal to the present value 
of all future dividends and not the present value of future earnings. 
Earnings not paid to investors can have value only if they are paid 
as dividends or other cash disburserncnts at a later date. Valuing 
stock as the present discounted value of future earnings is 
manifestly wrong and greatly overstates the value of the firrn.l9 

For valuation purposes, therefore, earnings paid out in the form of a dividend have 

paramount relevancy to investors. Dividends, unlike earnings, cannot be manipulated or 

overstated. Thus, historical DPS growth should receive appropriate consideration when 

estimating the market cost of equity in the DCF model. 

In addition to his exclusive reliance on analysts’ forecasts of EPS growth, has Mr. 

Bourassa done anything else which would further serve to overstate the estimated 

dividend growth rate (g) in his Future Growth DCF model? 

Yes. In his testimony, Mr. Bourassa states that he obtained analyst growth forecasts from 

“four different sources,”2o and that they provide “at least two estimates” of growth for 

each of his sample companies (See Bourassa Direct, p. 30, lines 18-23). However, a 

review of TJB Schedule D-4.6 shows that he obtained analysts’ forecasts of EPS growth 

from only three sources,21 and that in the case of one sample company (Connecticut 

Water), only one EPS growth estimate was obtained. Nevertheless, for purposes of his 

Seigel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hill. New York. P. 93. 
The four sources named are Zack ’.Y Investment Research, Morningstar, Yahoo Finance, and Value Line. 

2’  The three sources used are Zack ‘s Investment Research, Yahoo Finance, and Value Line. A review of TJB 
Schedule D-4.6 indicates that column [SI represents the average of columns 1-4, but that column [2] is missing from 
the schedule. 
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analysis, Mr. Bourassa has assumed that the forecasted EPS analyst growth estimate for 

Connecticut Water (4.55%) is equal to that of his overall sample average dividend growth 

(g) rate (7.90%).22 As a consequence, he overstates his estimated dividend growth (8) rate 

by 56 basis points, for when properly calculated using the 4.55 percent analyst estimate 

for Connecticut Water, Mr. Bourassa’s Future Growth DCF sample average dividend 

growth rate would be 7.34 percent (.0790 - .0734 = 56 basis points). 

Q. 

A. 

Q. 

A. 

How does Mr. Bourassa calculate the expected dividend growth (8) rate used in his 

Past and Future Growth DCF model? 

Mr. Bourassa estimates the expected dividend growth rate by providing 50 percent weight 

to historical measures of growth in average annual share price, book value per share, 

earnings per share and dividends per share for his sample companies over a five-year 

period and 50 percent weight to the average of analysts’ forecasts for EPS growth used in 

his Future Growth DCF (See TJB Schedule D-4.4). 

Does the 56 basis point overstatement to Mr. Bourassa’s Future Growth DCF 

estimate, noted earlier, result in an overstatement to the dividend growth (g) rate 

derived from Mr. Bourassa’s Past and Future Growth DCF model? 

Yes. As noted above, for purposes of his Past and Future Growth DCF model, Mr. 

Bourassa assigns a 50 percent weight to the dividend growth estimates obtained from his 

five-year historical growth analysis and a 50 percent weight to estimates derived from his 

primary Future Growth DCF model. As a consequence, the 56 basis point overstatement 

to his Future Growth DCF sample average estimate flows through to his Past and Future 

Growth DCF estimate as well, resulting in a 28 basis point overstatement to his 6.33 

percent estimated dividend growth (8) rate. When properly calculated, Mr. Bourassa’s 

2 2  See TJR Schedule 11-4.6, footnote 2. 
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Past and Future Growth DCF estimate should be 6.05 percent (.0633 - .0605 = 28 basis 

points). 

Q. 

A. 

Q* 

A. 

Has Staff quantified the magnitude of the above noted overstatements to Mr. 

Bourassa’s DCF dividend growth (g) estimates to his overall DCF cost of equity 

results? 

Yes. Staff determined that Mr. Bourassa’s average DCF cost of equity estimate would fall 

by 43 basis points fi-om 10.50 percent to 10.07 percent as shown below: 

Staff Adjusted Bourassa 

DCF - Past and Future Growth 9.40% 9.70% 

DCF - Future Growth 10.73% 11.30% 

Average DCF 10.07% 10.50% 

Does Staff have any comment on Mr. Bourassa’s use of growth in average annual 

share price to estimate the expected dividend growth (8) component in his Past and 

Future Growth DCF model? 

Yes. In and of itself, share price appreciation is not a determinant of dividend growth, and 

for this reason Staff considers its use as a growth parameter to be inappropriate. However, 

as Mr. Bourassa has utilized it as a growth parameter by which to estimate dividend 

growth, Staff would point out that in both his five- and ten-year historical growth DCF 

analyses, share price growth has exceeded that of dividend growth. Specifically, in his 

five-year historical growth analysis (See TJB Schedule D-4.4), average share price growth 

(4.19%) exceeded average DPS growth (3.33%) by 26 percent (((.0419/.0333) - 1)  = 

26%), and in his ten-year historical growth analysis (See TJB Schedule D-4.5), average 
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share price growth (5.27%) exceeded average DPS growth (3.17%) by 66 percent 

(((.0527/.03 17) - 1) = 66%). 

Q. 

A. 

Q. 

A. 

As it relates to the cost of equity, what is the significance of Mr. Bourassa’s sample 

water companies having experienced share price growth in excess of DPS growth 

over both the last five- and ten-year periods? 

Stated simply, it is an indication that the cost of equity for publicly-traded water utilities 

has fallen over each of the last 5-  and 10-year periods. When the market price per share of 

common stock for a given firm rises faster than does the dividend paid on a per share 

basis, the dividend yield falls. As dividend yields fall, investors pay more for an 

equivalent unit of return on their investment, resulting in a lower cost of equity. Markets 

are efficient, and because prices for publicly traded stocks can rise only if investors are 

willing to bid up the share price, when share price growth exceeds DPS growth over a 

five- or ten-year period, the willingness of investors to continue to bid up share prices is 

reflective of investor expectations that market returns have fallen. Thus, Mr. Bourassa’s 

use of share price growth increases his cost of equity estimate at a time when share price 

growth actually reflects a decrease in cost of equity. This incongruous outcome is the 

result of choosing an inappropriate parameter for dividend growth in the DCF model. 

Does Staff consider Mr. Bourassa’s use of a twelve-month average stock price to be 

an optimum choice for purposes of calculating the current dividend yield (Do/Po) in 

his two constant growth DCF models? 

No. The current dividend yield (Do/Po) component in the DCF model is better reflected by 

using a current spot price, not an historical average stock price. Use of average stock 

prices to calculate the current dividend yield employs stale information and is not 

reflective of current investor expectations (See TJB Schedule D-4.7). 
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Q. 

A. 

Q. 
A. 

Q. 

A. 

Turning to Mr. Bourassa’s CAPM analyses, does Staff agree with his use of a 

forecasted risk-free interest rate? 

No. The appropriate risk-free interest rate to be used is the current rate borne by investors 

in the market. Use of a forecasted risk-free rate only serves to overstate the estimated 

market cost of equity. 

What risk-free rate does Mr. Bourassa use in his CAPM analyses? 

In both his historical- and current market risk premia CAPM analyses, Mr. Bourassa uses 

a forecasted risk-free rate (Rf ) based, in part, upon estimates from Value Line and Blue 

Chip Consensus Forecasts for the 30-year long-term Treasury yield covering the period, 

2012-2013. The forecasted rate used by Mr. Bourassa in his CAPM analyses is 3.4 

percent. At present, the current 30-year long-term Treasury yield is 2.8 percent, 

suggesting that he has overstated the risk-free rate in his CAPM analysis by 60 basis 

points. 

Does Staff have any comment regarding Mr. Bourassa’s proposed downward 80 

basis point financial risk adjustment? 

Yes. Mr. Bourassa has made a Hamada financial risk adjustment to reflect Rio Rico’s 

diminished exposure to financial risk. However, his financial risk adjustment is 

predicated on a hypothetical capital structure composed of 20 percent long-term debt and 

80 percent equity. While an 80 basis point downward financial risk adjustment may be 

appropriate for his proposed capital structure, a financial risk adjustment of 100 basis 

points is consistent with Rio Rico’s actual 100.0 percent equity capital structure. 
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Q. 

A. 

XI. 

Q. 
A. 

Q. 
A. 

Does Staff have any comment regarding Mr. Bourassa’s proposed 100 basis point 

small company risk premium? 

Yes. The Commission previously ruled in Decision No. 6428223 for Arizona Water that 

firm size does not warrant recognition of a risk premium stating, “We do not agree with 

the Company’s proposal to assign a risk premium to Arizona Water based on it size 

relative to other publicly traded water utilities.. . .” The Commission confirmed its 

previous ruling in Decision No. 6472724 for Black Mountain Gas agreeing with Staff that 

“the ‘firm size phenomenon’ does not exist for regulated utilities, and that therefore there 

is no need to adjust for risk for small firm size in utility regulation.” All companies have 

firm-specific risks; therefore, the existence of unique risks for a company does not lead to 

the conclusion that its total risk is greater than other entities. Moreover, as previously 

discussed, investors cannot expect compensation for firm-specific risk since it can be 

eliminated through diversification. 

CONCLUSION 

Please summarize Staffs recommendations. 

Staff recommends that the Commission adopt an 8.4 percent overall rate of return for the 

Company based on a capital structure composed of 0.0 percent debt and 100.0 percent 

equity, Staffs 8.8 percent cost of equity estimate, Staffs 100 basis point (1 .0 percent) 

downward financial risk adjustment and Staffs 60 basis point (0.6 percent) upward 

economic assessment adjustment. 

Does this conclude your Direct Testimony? 

Yes, it does. 

’’ Dated December 28,200 I 
Dated April 17, 2002. 
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EXECUTIVE SUMMARY 
N O  RICO UTILITIES, INC. 

DOCKET NO. WS-02676A-12-0196 

‘The Surrebuttal Testimony of Staff witness John A. Cassidy addresses the following issues: 

Capital Structure - Staff recommends that the Commission adopt a capital structure for Rio Rico 
Utility Company (“Company”) for this proceeding consisting of 0.0 percent debt and 100.0 
percent equity. 

Cost of Equity - Staff recommends that the Commission adopt an 8.2 percent return on equity 
(“ROE”) for the Company. Staffs estimated ROE for the Company is based on the average of 
its discounted cash flow method (“DCF”) and capital asset pricing model (“CAF’M’) cost of 
equity methodology estimates for the sample companies of 8.2 percent for the CAPM and 8.8 
percent for the DCF. Staffs recommended ROE includes an upward economic assessment 
adjustment of 60 basis points, and a downward financial risk adjustment of 90 basis points. 

Cost of Debt - Staff recommends that the Commission adopt a 0.0 percent cost of debt for the 
Company, as Rio Rico has no debt in its capital structure. 

Overall Rate of Return - Staff recommends that the Commission adopt an 8.2 percent overall 
rate of return. 

Mr. Bourassa’s Testimony - The Commission should reject the Company’s proposed 10.3 
percent ROE for the following reasons: 

Mr. Bourassa’s Future Growth DCF estimates rely exclusively on analysts’ forecasts of 
earnings per share growth. When calculating the dividend growth (g) component, he 
overstates his estimate of dividend growth by imputing a higher forecasted growth rate 
for one sample company than is justified by his analysis. This overstatement flows 
through to the dividend growth estimate in his Past and Future Growth DCF model. In 
both DCF models, he overstates the current dividend yield (Do/Po) by using a 12-month 
average stock price value for (PO). Mr. Bourassa’s CAPM estimates are inflated due to 
use of a forecasted risk-free rate. 
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I. 

Q. 
A. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

11. 

Q- 

A. 

ENTRODUCTION 

Please state your name, occupation, and business address. 

My name is John A. Cassidy. I am a Public Utilities Analyst employed by the Arizona 

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

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

Are you the same John A. Cassidy who filed Direct Testimony in this case? 

Yes, I am. 

What is the purpose of your Surrebuttal Testimony in this rate proceeding? 

The purpose of my Surrebuttal Testimony is to report on Staffs updated cost of capital 

analysis with its recommendations regarding Rio Rico Utilities, Inc. (“Rio Rico” or 

“Company”) cost of capital, and to respond to the cost of capital Rebuttal Testimony of 

Company witness, Thomas J. Bourassa (“Mr. Bourassa’s Rebuttal”). 

Please explain how Staff‘s Surrebuttal Testimony is organized. 

Staffs Surrebuttal Testimony is presented in four sections. Section I is this introduction. 

Section II discusses Staffs updated cost of capital analysis. Section 111 presents Staffs 

comments on the Rebuttal Testimony of the Company’s cost of capital witness, Mr. 

Bourassa. Lastly, Section IV presents Staffs recommendations. 

COST OF EQUITY AND OVERALL RATE OF RETURN 

Is Staff recommending a different capital structure for Rio Rico in its Surrebuttal 

Testimony than it did in Direct Testimony? 

No. Staff continues to recommend a capital structure consisting of 0.0 percent debt and 

100.0 percent common equity. 
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Q. 

A. 

Q. 
A. 

Q .  

A. 

Q- 

A. 

Has Staff updated its analysis concerning the Company’s cost of equity (“COE”) 

since filing Direct Testimony in this proceeding? 

Yes. Staff updated its analysis to include more recent market data. 

What  is Staffs updated estimate for the COE? 

Staffs updated estimate for the COE is 8.5 percent. This figure is derived from cost of 

equity estimates which range from 8.8 percent for the discounted cash flow (“DCF”) 

method to 8.2 percent for the capital asset pricing model (“CAPM”) estimation 

methodologies, as shown in Surrebuttal Schedule JAC-3. In Direct Testimony, Staffs 

preliminary COE estimate was 8.8 percent. 

In its Surrebuttal Testimony, does Staff continue to recommend the 60 basis. point 

(0.6 percent) upward economic assessment adjustment to Rio Rico’s cost of equity 

that it recommended in its Direct Testimony? 

Yes. 

In  its Surrebuttal Testimony, does Staff continue to recommend a downward 

financial risk adjustment to Rio Rico’s cost of equity? 

Yes. In its Surrebuttal Testimony Staff continues to recommend a downward financial 

risk adjustment to the Company’s COE. However, based on the updated information the 

downward financial risk adjustment has changed. For purposes of its Surrebuttal 

Testimony, Staff recommends a downward financial risk adjustment of 90 basis points 

(0.9 percent). In its Direct Testimony, Staff had recommended a downward financial risk 

adjustment of 100 basis points (1 .O percent). 
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Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

What return on equity (“ROE”) is Staff recommending for Rio Rico? 

Staff recommends an 8.2 percent ROE. This figure represents Staffs updated 8.5 percent 

COE, derived fiom updated cost of equity estimates ranging from 8.8 percent for the 

discounted cash flow (“DCF”) method to 8.2 percent for the capital asset pricing model 

(“CAPM77) estimation methodologies, and includes Staffs upward 60 basis point 

economic assessment adjustment, and Staffs downward 90 basis point financial risk 

adjustment. 

Did Staff update its analysis concerning the Company’s overall rate of return? 

Yes, the updated analysis is supported by Surrebuttal Schedules JAC-1 to JAC-9. 

Does ‘Staff‘s updated cost of equity analysis result in a change to Staff‘s weighted 

average cost of capital? 

Yes. Based upon its updated cost of equity analysis, Staffs weighted average cost of 

capital fell to 8.2 percent. In its Direct Testimony, Staffs weighted average cost of capital 

had been 8.4 percent. 

What overall rate of return is Staff recommending for E o  Rico? 

Staff recommends an 8.2 percent overall rate of return. Staffs recommendation is based 

on an ROE of 8.2 percent, a cost of debt of 0.0, and a capital structure consisting of 0.0 

percent debt and 100.0 percent common equity, as shown in Surrebuttal Schedule JAC-1. 
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HI. 

Q. 

A. 

Q. 

A. 

IV. 

Q. 
A. 

STAFF RESPONSE TO COMPANY’S COST OF CAPITAL WITNESS MR. 

THOMAS J. BOURASSA 

Please summarize the capital structure, cost of equity and overall rate of return 

proposed in Mr. Bourassa’s Rebuttal. 

Mr. Bourassa’s Rebuttal proposes a hypothetical capital structure composed of 80 percent 

equity at 10.3 percent and 20 percent debt at 5.7 percent for an 9.38 percent overall rate 

of return. 

How does Staff respond to Mr. Bourassa’s criticism of Staffs use of book values, 

rather than market values, in the calculation of Staffs Hamada financial risk 

adjustment? 

Mr. Bourassa’s criticism is unwarranted. As noted in Staffs response to the Company’s 

data request,’ although the Hamada adjustment finds its theoretical basis in market capital 

structures, a market based capital structure is not the issue in this proceeding. All cost of 

equity estimation methods require making assumptions, and the application of a Hamada 

financial risk adjustment based upon book values is a reasonable example of just such an 

assump ti on. 

STAFF RECOMMENDATIONS 

What are Staffs  recommendations for Rio Rico’s cost of capital? 

Staff recommends the following for Rio Rico’s cost of capital: 

1. 

2. 

A capital structure of 0.0 percent debt and 100.0 percent equity. 

A 0.0 percent cost of debt. 

’ See Staff response to Rio Rico data request 2.7. 
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3. An 8.2 percent return on equity (including a 0.6 percent (60 basis point) upward 

economic assessment adjustment and a 0.9 percent (90 basis point) downward 

financial risk adjustment. 

An 8.2 percent overall rate of return. 4. 

Q. 
A. 

Does this conclude your Surrebuttal Testimony? 

Yes, it does. 
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EXECUTIVE SUMMARY 
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Rio Rico Utilities, Inc. (“RRUI” or “Company”) is a for-profit, Class B public service 
corporation serving potable water to approximately 6,303 customers and Wastewater service to 
approximately 2,037 customers in and near the community of Rio Rico, Arizona, in Santa Cruz 
County, Arizona. 

On May 31, 2012, the Company filed a rate application with a test year ending February 
29, 2012. On June 28, 2012. the Company filed an amendment to the application. On July 3, 
2012, Staff issued a Letter of Sufficiency. Current rates based on a 2008 test year became 
effective on February I ,  201 1 , pursuant to Decision No. 72059 (January 6, 201 1). 

RATE APPLICATION: 

Water Division 

The Company-proposed rates, as filed, produce total operating revenue of $3,458,917, an 
increase of $604,079 (21.16 percent), over the test year revenue of $2,854,838, to provide a 
$740,072 operating income and a 9.7 percent rate of return on a proposed $7,629,607 fair value 
rate base (“FVRB”) which is also the proposed original cost rate base (“OCRB”). 

‘The Utilities Division (“Staff”) recommends total operating revenue of $3,199,993, an 
increase of $345,155 (12.09 percent) over the Staff-adjusted test year revenue of $2,854,838, to 
provide a $643,889 operating income and an 8.4 percent return on the $7,665,342 Staff-adjusted 
FVRB and OCEU3. 

Wastewater Division 

The Company-proposed rates, as filed, produce total operating revenue of $1,754,195, an 
increase of $393,612 (28.93 percent) over the test year revenue of $1,360,583, to provide a 
$446,201 operating income and a 9.7 percent rate of return on a proposed $4,600,012 FVRB 
which‘is its OCRB. 

Staff recommends total operating revenue of $1,535,236, an increase of $141,635 (10.16 
percent) over the Staff-adjusted test year revenue of $1,393,601 to provide a $394,311 operating 
income and an 8.4 percent return on the $4,694,175 Staff-adjusted FVRR and OCRB. 
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1. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION 

Please state your name, occupation, and business address. 

My name is Mary J. Rimback; I am a Public Utilities Analyst employed by the Arizona 

Corporation Commission (“Commission”) in the Utilities Division (“Staff ’). My business 

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

Briefly describe your responsibilities as a Public Utilities Analyst. 

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

statistical and other information and prepare reports based on my analyses that present 

Staffs recommendations to the Commission on utility revenue requirements, rate design 

and other issues. 

Please describe your educational background and professional experience. 

I graduated from Arizona State University with a Bachelor of Science in Accounting and I 

am a Certified Public Accountant with the Arizona State Board of Accountancy. I have 

been employed with the Arizona Corporation Commission since June 20 12. 

What is the scope of your testimony in this case? 

I am presenting Staffs analysis and recommendations regarding Rio Rico Utilities, Inc.’s 

(“RRUI” or “Company”) Water and Wastewater Division applications for a permanent 

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

revenues and expenses, revenue requirement and rate design (to be filed separately). Mr. 

John Cassidy is presenting the Staffs Analysis and recommendations for the Cost of 

Capital analysis. Mr. James Armstrong is presenting the Staff Analysis and 

recommendations for the proposed Sustainable Water Loss Improvement Program 
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(“SWIP”). Mr. Jian Liu is presenting Staffs engineering analysis and related 

recommendations. 

Q* 
A. 

Q. 
A. 

11. 

Q. 
A. 

What is the basis of your testimony in this case? 

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

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

other supporting documentation and verifying that the accounting principles applied were 

in accordance with the Commission-adopted National Association of Regulatory Utility 

Commissioners (“NARUC”) Uniform System of Accounts (“USOA”). 

How is your testimony organized? 

My testimony is presented in eight sections, Section I is this Introduction. Section I1 

provides a background of the Company. Section I11 is a summary of Consumer Service 

Issues. Section V is a summary of the 

Company’s Filing and Staffs Revenue Requirement. Section VI summarizes Staffs Rate 

Base and Operating Income Adjustments. Section VI1 presents Staffs Rate Base 

Recommendations. Section VI11 presents Staffs Operating Income Recommendations. 

Section IV presents Compliance Status. 

BACKGROUND 

Please review the background of this application. 

RRUI is organized under the Liberty Utilities (South) segment of Algonquin Power & 

Utilities Corp (“APUC”). APUC is an incorporated entity under the Canada Business 

Corporations Act. APUC’s principal activity is the ownership of power generation 

facilities and water, gas and energy utilities, through investments in securities of 

subsidiaries including corporations, limited partnerships and trusts which carry on these 
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businesses. The activities of the subsidiaries may be financed through equity 

contributions, interest bearing notes and third party project debt. 

APUC’s power generation business unit conducts business under the name Algonquin 

Power Co. (“APCo”). APCo owns or has interests in renewable energy facilities and 

thermal energy facilities representing more than 450 MW of installed electrical generation 

capacity. 

APUC’s Utility Services business unit conducts business under the name of Liberty 

Utilities Co. in the United States of America (“Liberty Utilities”). In December 2005 

RRUI became a wholly-owned subsidiary of Algonquin Water Resources of America, Inc. 

(“AWRA”). AWRA later became known as Liberty Water, Inc. (“Liberty Water”). 

Liberty Water was a wholly-owned subsidiary of Algonquin Power Income Fund 

(“APIF”). In October of 2009, APIF became Algonquin Power and Utilities Corp. 

(“APUC”). 

As of December 3 1, 201 I ,  Liberty Utilities businesses operated under two separately 

managed regions in the United States: Liberty Utilities (South) (formerly known as 

Liberty Water) and Liberty Utilities (West) (formerly known as Liberty Energy - 

Calpeco). 

Liberty Utilities (South) currently owns a portfolio of utilities in the United States of 

America providing water or wastewater services in the states of Arizona, Texas, Missouri 

and Illinois. Liberty Utilities (South) as of December 3 1, 201 1, provided rate regulated 

water and wastewater utility services to approximately 76,000 customers in those states. 
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The Rio Rico Facility services approximately 6,300 water and 2,036 wastewater 

customers. 

Liberty Utilities (South) Arizona Facilities include: 

Litchfield Park Service Company 

Gold Canyon Sewer Company 

Black Mountain Sewer Corporation 

Entrada Del Oro Sewer Company 

Northern Sunrise Water Company, Inc. 

Southern Sunrise Water Company, Inc. 

Bella Vista Water Company 

Rio Rico Utilities Inc. 

Rio Rico Utilities 

RRUI’s Current Rates were established in Decision No. 72059 (January 6, 2011). 

Decision No. 72732, issued on January 6, 2012, granted an extension of RRUI’s 

Certificate of Convenience and Necessity (“CC&N”) to include the provision of water 

service to the Windward Development in Santa Cruz County. The CC&N includes 345 

acres comprising approximately 79 lots in Santa Cruz County. The subdivision is 

tentatively called Palo Parado. RRUI and Windward executed a Waterline Extension 

Agreement on December 6, 2010. The projected total cost of the Windward 

development’s plant is $2,755,039 to be funded by the developer and a bank loan. 
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111. 

Q. 

A. 

IV. 

Q. 
A. 

CONSUMER SERVICES 

Please provide a brief history of customer complaints received by the Commission 

regarding the Company. Additionally, please discuss customer responses to the 

Company’s proposed rate increase. 

A review of the Commission’s Consumer Services database for the Company from 

January 1,2009, to November 2 1 , 20 12, revealed the following: 

2012 - Zero Complaints, two inquiries (one rates, one other); and one opinion opposing 

the rate application. 

2011 - Four complaints (three billing and one rates) and one opinion (deposits). 

2010 - Thirteen complaints (four billing, two deposits, one service, two quality of service, 

two terminations, one rates and one other). 

2009 - Twenty-two complaints (six billing, two new service, one service, five quality of 

service, seven disconnects and one repair). 

All complaints have been resolved and closed. 

COMPLIANCE 

Please provide a summary of the compliance status of the Company. 

A review of the Commission’s Compliance database indicates that there are currently no 

delinquencies for the Company. 
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V. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

SUMMARY OF COMPANY FILING AND STAFF REVENUE 

RECOMMENDATIONS 

What test year did the Company use in this filing? 

The Company’s rate filing is based on the twelve months ending February 29, 2012 (“test 

year”). 

Please summarize the Company’s proposals for the Water Division (“Water”) and 

Wastewater Division (“Wastewater”) in this filing. 

The Company proposes the following for each of its divisions. 

Wcrter Division 

The Company-proposed rates, as filed, produce total operating revenue of $3,458,917, an 

increase of $604,079, or 2 1.16 percent, over test year revenue of $2,854,838 to provide a 

$740,072 operating income and a 9.7 percent rate of return on its proposed $7,629,607 fair 

value rate base (“FVRB”) which is its original cost rate base (“OCRE3”). 

Wastewater Division 

The Company-proposed rates, as filed, produce total operating revenue of $1,754,195, an 

increase of $393,612, or 28.93 percent, over test year revenue of $1,360,583 to provide a 

$446,20 I operating income and a 9.7 percent rate of return on its proposed $4,600,012 fair 

value rate base FVRB which is its OCRB. 

Please summarize Staffs recommendations. 

Staff recommends the following for each of the Company’s divisions. 
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Water Division 

Staff recommends total operating revenue of $3, I. 99,993, an increase of $345,155 (1 2.09 

percent) over the Staff-adjusted test year revenue of $2,854,838, to provide a $643,889 

operating income and an 8.4 percent return on the $7,665,342 Staff-adjusted FVRB and 

OCRB. 

Wastewater Division 

Staff recommends total operating revenue of $1,535,236, an increase of $141,635 (10.16 

percent) over the Staff-adjusted test year revenue of $1,393,601 to provide a $394,3 11 

operating income and an 8.4 percent return on the $4,694,175 Staff-adjusted FVRB and 

OCRB. 

VI. 

Q. 
A. 

SUMMARY OF STAFF’S RATE BASE AND OPERATING INCOME 

ADJUSTMENTS 

Please summarize the rate base adjustments addressed in your testimony. 

My testimony addresses the following issues €or the water and wastewater divisions: 

Water Division 

Reclassification of Plant from Water to Wastewater - This adjustment decreases Water 

plant by $15,362 and accumulated depreciation by $1,415 to remove Wastewater plant 

included in Water rate base. 

Removal of a portion of an office building allocated to Wastewater - This adjustment 

decreases plant by $121,438 and accumulated depreciation by $337 to remove portion of 

an office building allocated to Wastewater rate base. 
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Removal of 2012 Affiliate Profit - This adjustment decreases plant by $1,708 and 

accumulated depreciation by $34 to remove affiliated profit recorded in 2012 included in 

Water rate base. 

Accumulated Deferred Income Taxes (“ADIT”) - This adjustment decreases rate base by 

$1 6,184 to recognize adjustments in Water net plant. 

Accumulated Depreciation - Fully Depreciated Plant - This adjustment increases rate base 

by $290,873 by removing depreciation on fully depreciated plant. 

Accumulated Amortization of Contributions-In-Aid-of-Construction (‘‘CIAC’) - This 

adjustment increases rate base by $104,741, resulting from the application of annually 

computed composite amortization rates to gross CIAC balance in the intervening years 

since the test year in the prior rate case. 

Affiliate Profit - Accumulated Depreciation - This adjustment removes $ 2 3  13 of 

accumulated depreciation recorded by RRUI on affiliate profit for the years 2009 through 

201 1. 

Plant Retirement - This adjustment removes $9,757 from plant and $9,757 from 

accumulated depreciation to reflect the retirement of pumping equipment. 

Wastewater Division 

Increase account for Nogales International Waste Water Treatment Plant (“NIWWTP”) - 
This ad.justment reflects reclassification of $153,642 from Treatment and Disposal 
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Equipment to NIWWTP, a $15,362 transfer of plant from Water to Wastewater account 

NIWWTP and a recalculation resulting in a $564 decrease to accumulated depreciation. 

Accumulated Depreciation - Fully Depreciated - This adjustment decreases accumulated 

depreciation by $3,096 to remove depreciation recorded on fully depreciated plant in 

Other Plant and Misc. Equipment (Acct. No. 389). 

Plant Retirement - This adjustment removes $6,866 from plant and $6,866 from 

accumulated depreciation to reflect the retirement of pumping equipment. 

ADIT - This adjustment decreases rate base by $13,752 to recognize an adjustment in 

Wastewater net plant. 

Removal of 2012 Affiliate Profit - This adjustment decreases plant by $415 and 

accumulated depreciation by $4 to remove affiliated profit recorded in 2012 included in 

Wastewater rate base. 

Affiliated Profit - Accumulated Depreciation - This adjustment removes $846 of 

accumulated depreciation recorded by RRUI on affiliate profit for the years 2009 through 

201 I. 

Accumulated Depreciation - Fully Depreciated Plant - This adjustment increases rate base 

by $157,686 by removing depreciation on fully depreciated Plant. 
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Accumulated Amortization of CIAC - This adjustment increases rate base by $69,228 

resulting from application of annually computed composite amortization rates to gross 

CIAC balance in the intervening years since the test year in the prior rate case. 

Q. 

A. 

Please summarize the operating revenue and expense adjustments addressed in your 

testimony. 

My testimony addresses the following issucs: 

Water Division 

Water Testing Expense - This adjustment decreases water testing expense by $4,410 to 

reflect the on-going average cost. 

APUC Allocated Capital Taxes - This adjustment decreases allocated corporate costs by 

$2,557 to reflect the elimination of a non-recurring cost. 

Depreciation Expense - This adjustment decreases depreciation expense by $107,176 to 

reflect application of Staffs recommended depreciation rates to Staffs depreciable plant 

balances. 

APUC Cost Allocation - This adjustment decreases allocated corporate costs by $38,083 

to reflect removal of inadequately supported costs. 

Income Tax Expense - This adjustment increases test year income tax expense by $92,330 

to reflect application of statutory state and federal income tax rates to Staff-adjusted 

taxable income. 
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Wustewater Division 

Metered Revenues - This adjustment increases metered revenues by $33,018 to reflect 

annualization of Commercial 6-inch meters. 

APUC Allocated Capital Taxes - This adjustment decreases alloca.ted corporate costs by 

$836 to reflect the elimination of a non-recurring cost. 

Depreciation Expense - This adjustment decreases depreciation expense by $1 35,855 to 

reflect application of Staffs recommended depreciation rates to Staffs depreciable plant 

balances. 

Contractual Services Other - This adjustment reclassifies $165,896 from Contractual 

Services - Other to Purchased Wastewater Treatment. 

APUC Cost Allocation - This adjustment decreases allocated corporate costs by $27’93 1 

to reflect removal of inadequately supported costs, 

Property Tax Expense - This adjustment increases test year property taxes by $1,809 to 

reflect application of the modified version of the Arizona Department of Revenue’s 

(“ADOR”) property tax methodology which the Commission has consistently adopted. 

Income Tax Expense - ‘This adjustment increases test year income tax expense by 

$100,725 to reflect application of statutory state and federal income tax rates to Staff- 

adjusted taxable income. 
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VII. RATE BASE ADJUSTMENTS 

Fair Value Kate Base 

Q. Did the Company prepare a schedule showing the elements of Reconstruction Cost 

New Rate Base? 

No, the Company did not. The Company’s filing treats the OCRB the same as the FVRB 

for both the Water and Wastewater divisions. 

A. 

Kate Base Summary - Water Division 

Q. Please summarize Staffs adjustments to the Company’s rate base shown in 

Schedules MJR-W3 and MJR-W4. 

Staffs adjustments to the Company’s rate base resulted in a net increase of $35,738 from 

$7,629,604 to $7,665,342. Staffs recommendations result from the rate base adjustments 

described below. 

A. 

Rate Base AQustment No. I ~ Keclassijkation of Net Plant to Wastewater 

Q. 
A. 

Q. 
A. 

Did the Company include Wastewater Plant in the Water Plant rate base? 

Yes. The Company erroneously recorded in Water accounts certain plant that should have 

been recorded in Wastewater account NIWWTP, namely, Water Treatment Plants 

($5,658) and Backflow Prevention Devices ($9,704) for a total of $15,362. 

How is Staff addressing the misclassified amounts? 

Staff transferredireclassified the amounts from Water to Wastewater along with the related 

accumulated depreciation. 
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Q. What is Staffs recommendation? 

A. Staff recommends an aggregate reduction in Water plant in the amount of $15,362 and in 

the associated accumulated depreciation of $1,4 15,' as shown in Schedule MJR-W5. 

Rate Base Adjustment No. 2 - Removal of a Portion of an Ofice Building Allocated to 

Wustewater 

Q* 

A. 

Q. 

A. 

Q. 
A. 

Did the Company include in Water rate base a portion of an office building that was 

properly allocable to Wastewater plant? 

Yes. The Company allocates an office building between Water and Wastewater. 

Although the Company calculation shows the Wastewater portion of the allocation as 

being removed from Water, Staffs verification of the mathematical calculation revealed 

that the Wastewater portion of the allocation was not in fact removed from Water. 

What is Staff recommending regarding the portion of the Wastewater plant included 

in the Company's proposed Water plant? 

Staff recommends removing the Wastewater portion of the allocated office building from 

the Water plant. 

What is Staff's recommendation? 

Staff recommends the reduction of Water plant in the amount of $121,438, and a 

corresponding reduction in the associated accumulated depreciation of $337, as shown in 

Schedule IvIJR-W~.~ 

rhe amount of accumulated depreciation removed from Water ($1.5 14) does not equal the amount ofaccumulated I 

depreciation recognized in Wastewater ($564) due to differences in the applicable depreciation rates in the various 
plant accounts. 

The proposed Wastewater plant includes the appropriate allocation of the office building. 
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Rate Base Aajustment No. 3 - Removal of 2012 Affiliate Profit Included in Rate Base 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Does the Company’s proposed plant include affiliate profits from transactions with 

affiliates in 2012? 

Yes. 

Is affiliate profit normally included in the calculation of rate base? 

No. The Company has not provided any justification to support an exception to the 

normal ratemaking practice of disallowing affiliate profit in rate base. 

What is Staff recommending regarding the affiliate profit included in plant? 

Staff recommends removing the affiliate profit. 

What is Staffs recommendation? 

Staff recommends the reduction of plant in the amount of $1,708, and a reduction in the 

associated accumulated depreciation of $34, as shown in Schedule MJR-W7. 

Rate Base Aajustment No. 4 -Accumulated Deferred Income Tuxes (l4ADIT’’) 

Q. 

A. 

What is the Company proposing for ADIT? 

The Company is proposing an amount of $405,395 for ADIT. 

Q. What are ADITS? 

A. ADITS are the accumulated temporary tax differences between income taxes calculated for 

rate-making purposes and the actual income taxes that a company pays to the United 

States Treasury and the State of Arizona. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

What is the primary cause of the temporary income tax differences? 

The primary cause of the income tax difference is the straight line depreciation method 

used for ratemaking purposes as compared to the accelerated depreciation method used for 

federal and state income tax reporting purposes. 

The NARUC USOA requires utilities to use straight line depreciation. Straight line 

depreciation, in the early years of an asset’s life, typically results in a lower depreciation 

expense which, in turn, results in a higher income tax. Conversely, the Internal Revenue 

Code allows companies to use accelerated depreciation. Accelerated depreciation, in the 

early years of an asset’s life, typically results in a higher depreciation expense which, in 

turn, results in lower income taxes. In the later years of an asset’s life, the relative 

amounts of book and tax depreciation expense reverse and eventually eliminate the 

temporary differences when the asset is fully depreciated under straight line depreciation. 

Is Staff recommending the same ADIT as requested by the Company? 

No, the ADIT balance changes with adjustments to plant, accumulated depreciation, 

AIAC and CIAC. Staff has recalculated the ADIT balance to reflect its balances for plant, 

accumulated depreciation and CIAC. 

What amount is Staff recommending for the ADIT balance? 

Staff is recommending an increase in ADIT of $16,184, from $405,395 to $421,579, as 

shown in MJR-W8. 
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Rate Base Adjustment No. 5 -Accumulated Depreciation - Fully Depreciated Plant 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Does the Accumulated Depreciation balance proposed by the Company for Water 

include depreciation on plant that was fully depreciated? 

Yes. The Company provided Staff with schedules showing the additions, adjustments, 

and retirements for the intervening years since the last rate case (Le. from December 3 1, 

2008 through February 29, 2012). Those schedules show recognition of depreciation 

expense after the balance in accumulated depreciation equals the plant balance. Thus, the 

Company’s accumulated depreciation balance includes depreciation on fully depreciated 

plant. Recognition of depreciation expense should not continue on plant that is fully 

depreciated. The Company’s recognition of depreciation expense on fully depreciated 

plant results in an overstatement of accumulated depreciation. 

Did Staff calculate Accumulated Depreciation eliminating any depreciation on fully 

depreciated plant? 

Yes. Staff calculated accumulated depreciation beginning with the balance from the prior 

rate case through February 29, 2012. Staff analysis shows that the Company overstated 

accumulated depreciation by $290,873. The excess accumulated depreciation includes 

$289,325 for Electric Pumping equipment account (Acct. No. 31 1) and $1,548 for 

Miscellaneous Equipment account (Acct. No. 347). 

What is Staffs recommendation? 

Staff recommends a $290,873 decrease to accumulated depreciation, from $2,869,270 to 

$2,578,397, as shown in MJR W-9. 
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Rate Base A4ustment No. 6 - Accumulated Amortization of CIAC 

Q. 
A. 

Q. 

A. 

Q. 
A. 

How did the Company calculate its Accumulated Amortization of CIAC balance? 

The Company amortized CIAC annually based on a computation of the ratio of 

depreciation expense to depreciable plant. Since, the Company overstated its depreciation 

expense by recognizing depreciation on h l ly  depreciated plant, as discussed above, its 

CIAC amortization rate, and therefore its accumulated amortization of CIAC, is also 

overstated. 

Did Staff calculate Accumulated Amortization of ClAC using a corrected 

amortization rate? 

Yes. Staff calculated accumulated amortization of CIAC beginning with the balance from 

the prior rate case through February 29, 2012. Staff analysis shows that the Company 

overstated accumulated amortization of CIAC by $104,74 1 . 

What is Staffs  recommendation'! 

Staff recommends a $104,74 1 decrease to accumulated amortization of CIAC, from 

$8,797,261 to $8,692,520, as shown in MJR W-10. 

Rate Base Adjustment No. 7 - Accumulated Depreciation - Affiliate Projt 2009-1 1 

Q. 

A. 

Did the Company include in its application an adjustment to remove the 

accumulated depreciation associated with the plant it removed in a pro forma 

adjustment (shown in Schedule B-2, Page 3.5) to remove capitalized affiliate profit'! 

No. While the Company's application included an adjustment to removc affiliate profit 

recorded in the two months of 2012 that are included in the test year, it did not remove the 

accumulated depreciation associated with the capitalized affiliate profit recorded for the 

years 2009 through 20 1 1 .  
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Q. 

A. 

Q. 
A. 

Did Staff calculate the amount for the accumulated depreciation on capitalized 

affiliate profit for the years 2009 through 201 l? 

Yes. Staff calculated $ 2 3  13 for the accumulated depreciation on capitalized affiliate 

profit recorded for the years 2009 through 201 1. This represents an overstatement of 

accumulated depreciation. 

What is Staffs recommendation? 

Staff recommends a $2,513 decrease to accumulated depreciation, as shown in MJK W- 

11.  

Kate Base Adjustment No. 8 - Plant Retirement 

Q. 

A. 

Q.  
A. 

Q.  
A. 

Do the Company's proposed plant and accumulated depreciation balances properly 

reflect all retirements of plant? 

No. In response to RUCO data request 11.3, the Company noted that it had not recorded 

the retirement of $9,757 from Electric Pumping Equipment (Acct. No. 31 1). 

What adjustments are appropriate to recognize this retirement? 

The balances in Electric Pumping Equipment and Accumulated Depreciation should both 

be decreased by the original cost of the retired plant. 

What is Staff's recommendation? 

Staff recommends a $9,757 decrease to Electric Pumping Equipment (Acct. No. 3 I 1) and 

a $9,757 decrease to accumulated depreciation, as shown in MJR W-12. 
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Rate Base Summary - Wastewater Division 

Q. Please summarize Staffs adjustments to the Company’s rate base shown in 

Schedules MJR-WW3 and MJR-WW4. 

Staffs adjustments to the Company’s rate base resulted in a net increase of $94,163 from 

$4,600,0 12 to $4,694,175. 

A. 

Rate Base Adjustment No. 1 - Reclassification of Plant 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Does the Company’s application propose to segregate the NIWWTP from other 

amounts in Treatment and Disposal Equipment (Acct. No. 380)? If so, why is Staff 

recommending this adjustment? 

Yes. Schedule €3-2, Page 3 of the Company’s application shows a reclassification of 

amounts primarily from Treatment and Disposal Equipment (Acct. No. 380) to the 

Nogales WWTP, Le., NIWWTP. The purpose of the reclassification is to accommodate 

the Company’s proposal to depreciate the NIWWTP at 4.0 percent and to depreciate other 

amounts in Acct. No. 380 at 5.0 percent, as shown in Schedule B-2, Page 3.2 of the 

application. 

Does the Company’s proposed reclassification of amounts to the NIWWTP include 

all capital costs related to it? 

No. Staff identified $1 53,642 of additional costs in Treatment and Disposal Equipment 

(Acct. No. 380) that pertain to the NIWWTP. Staff recommends consistent treatment of 

all the NIWWTP costs. 

What is Staffs  recommendation? 

Staff recommends reclassifying $153,642 from Treatment and Disposal Equipment and an 

additional $15,362 transferred/reclassified from Water (see Water Rate Base Adjustment 
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No. 1) for a total of $169,004 to NlWWTP and adjusting associated accumulated 

depreciation, as shown in Schedule MJR-WWS. 

Rate Base Adjustment No. 2 -Accumulated Depreciution - Account No. 389 

Q. 

A. 

Q. 
A. 

Did Staff identify anything unusual regarding the Company’s proposed accumulated 

depreciation balance for Other Sewer Plant and Equipment (Acct. No. 389)? 

Yes. Schedule B-2, Page 3.5 of the Company’s application shows that the $68,869 

balance in accumulated depreciation for this account exceeds the $64,928 plant balance by 

$3,941. Staff rate base adjustment no. 6 reduces the accumulated depreciation balance for 

this account by $845 to $68,024 or $3,096 greater than the plant balance for Acct. No. 

389. The accumulated depreciation should not exceed the plant balance. 

What is Staff‘s recommendation? 

Staff recommends decreasing accumulated depreciation by the amount of $3,096, as 

shown in Schedule MJR-WW6. 

Rate Rase Adjustment No. 3 - Plunt Retirement 

Q. Do the Company’s proposed plant and accumulated depreciation balances properly 

reflect all retirements of plant? 

No. In response to RUCO data request 1 1.3, the Company noted that it had not recorded 

the retirement of $6,866 from Pumping Equipment (Acct. No. 371). 

A. 

Q. 

A. 

What adjustments are appropriate to recognize this retirement? 

The balances in Pumping Equipment and Accumulated Depreciation should both be 

decreased by the original cost of the retired plant. 
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Q. What is Staff's recommendation? 

A. Staff recommends a $6,866 decrease to Pumping Equipment (Acct. No. 371) and a $6,866 

decrease to accumulated depreciation, as shown in MJR WW-7. 

Rate Base Adjustment No. 4 -Accumulated Deferred Income Taxes 

Q. 
A. 

Q. 
A. 

Q. 
A. 

What is the Company proposing for ADIT? 

The Company is proposing an amount of $244,419 for ADIT. 

Is staff recommending the same ADIT as requested by the Company? 

No, the ADIT balance changes with ad-justments to plant, accumulated depreciation, 

AIAC and CIAC. Staff has recalculated the ADIT balance to reflect its balances for plant, 

accumulated depreciation and CIAC . 

What amount is staff recommending for the ADIT balance? 

Staff is recommending an increase in ADIT of $13,752 to reflect its balances for plant, 

accumulated depreciation and CIAC, as shown in MJR-WW8. 

Rate Base Adjustment No. 5 - Remove 2012 Aflliate Profit Included in Rate Base 

Q. 

A. 

Q. 
A. 

Does the Company's proposed plant include affiliate profits from transactions with 

affiliates in 2012? 

Yes. 

Is affiiiate profit normally included in the calculation of rate base? 

No. 'The Company has not provided any justification to support an exception to the 

normal ratemaking practice of disallowing affiliate profit in rate base. 
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Q. 

A. 

What is Staff recommending regarding the affiliate profit included in plant? 

Staff recommends removing the affiliate profit. 

Q. What is Staffs  recommendation? 

A. Staff recommends the reduction of plant in the amount of $415, and a reduction in the 

associated accumulated depreciation of $4, as shown in Schedule MJR-WW9. 

Rate Base Adjustment No. 6 -Accumulated Depreciation - Ajfiliate Projt 2009-1 I 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Did the Company include in its application an adjustment to remove the 

accumulated depreciation associated with the plant it removed in a pro forma 

adjustment (shown in Schedule B-2, Page 3.5) to remove capitalized affiliate profit? 

No. While the Company’s application included an adjustment to remove affiliate profit 

recorded in the two months of 2012 that are included in the test year, it did not remove the 

accumulated depreciation associated with the capitalized affiliate profit recorded for the 

years 2009 through 201 1. 

Did the Company also remove accumulated depreciation on capitalized affiliate 

profit for the years 2009 through 2011? 

No. The Company did not remove the accumulated depreciation on capitalized affiliate 

profit recorded for the years 2009 through 201 1. 

Did Staff calculate the amount for the accumulated depreciation on capitalized 

affiliate profit for the years 2009 through 201 l? 

Yes. Staff calculated $846 for the accumulated depreciation on capitalized affiliate profit 

recorded for the years 2009 through 201 1. This represents an overstatement of 

accumulated depreciation. 
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Q. What is Staffs recommendation? 

A. Staff recommends an $846 decrease to accumulated depreciation, as shown in MJR WW- 

10. 

Rate Base Adjustment No. 7 - Accumulated Depreciation - Fully Depreciated Plant 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Does the Accumulated Depreciation balance proposed by the Company for 

Wastewater include depreciation on plant that was fully depreciated? 

Yes. ‘The Company provided Staff with schedules showing the additions, adjustments, 

and retirements for the intervening years since the last rate case (Le. from December 3 1, 

2008 through February 29, 201 2). Those schedules show recognition of depreciation 

expense after the balance in accumulated depreciation equals the plant balance. Thus, the 

Company’s accumulated depreciation balance includes depreciation on fully depreciated 

plant. Recognition of depreciation expense should not continue on plant that is fully 

depreciated. The Company’s recognition of depreciation expense on fully depreciated 

plant results in an overstatement of accumulated depreciation. 

Did Staff calculate Accumulated Depreciation eliminating any depreciation on fully 

depreciated plant? 

Yes. Staff calculated accumulated depreciation beginning with the balance from the prior 

rate case through February 29, 2012. Staffs analysis shows that the Company overstated 

accumulated depreciation by $157,686. The excess accumulated depreciation is in 

Pumping Equipment (Acct. No. 371). 

What is Staff recommending? 

Staff recommends a $157,686 decrease to accumulated depreciation, from $1,687,580 to 

$1,529,894, as shown in MJR WW-11. 
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A. The Company amortized CIAC annually based on a computation of the ratio of 

Since, as discussed above, the Company depreciation expense to depreciable plant. 

Rate Base Adjustment No. 8 - Accumulated Amortization of CIAC 

Q. How did the Company calculate its Accumulated Amortization of CIAC balance? 

8 

9 Q. Did Staff calculate Accumulated Amortization of CIAC using a corrected 

5 

6 

20 

21 

overstated its depreciation expense by recognizing depreciation on fully depreciated plant, 

its CIAC amortization rate, and therefore its accumulated amortization of CIAC, is also 

Operating Income Summury - Water Division 

Q. What are the results of Staff's analysis of test year revenues, expenses, and operating 

overstated. II 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

amortization rate? 

Yes. Staff calculated accumulated amortization of CIAC beginning with the balance from 

the prior rate case through February 29, 2012. Staffs analysis shows that the Company 

overstated accumulated amortization of CIAC by $69,228. 

A. 

Q. What is Staff's recommendation? 

A.  Staff recommends a $69,228 decrease to accumulated amortization of CIAC, from 

$2,509,975 to $2,440,747, as shown in MJR WW-12. 

VIII. OPERATING INCOME ADJUSTMENTS 

22 

23 

income? 

As shown in Schedulcs MJR-WI3 and MJR-WI4, Staffs analysis resulted in test year A. 

revenues of$2,854,838, expenses of $2,419,010 and operating income of $435,828. 

25 
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Operating Income Adjustment No. I - Water Testing Expense 

Q* 
A. 

Q. 
A. 

Q.  
A. 

What did the Company propose for water testing expense? 

The Company proposed $28,23 1. 

What adjustment did Staff make? 

Staff adjusted the water testing expense downward by $4,410, from $28,23 1 to $23,821, to 

reflect the on-going average cost. 

What is Staffs recommendation? 

Staff recommends decreasing water testing expense by $4,410, as shown in Schedule 

MJR-W15. 

Operating Income Adjustment No. 2 - APUC Allocated Capital Taxes 

Q- 

A. 

Q. 
A. 

Q. 
A. 

Did the Company include capital taxes in Management Services - Corporate as an 

allocation from APUC? 

Yes. 

Are the Capital Taxes an on-going expense? 

No. In response to RUCO data request 6.2, the Company noted that since the test year the 

capital tax, a Canadian provincial tax, has been eliminated and that the portions allocated 

to Water and Wastewater can be removed. 

What is Staff recommendation? 

Staff recommends decreasing Management Services - Corporate by $2,557 to remove 

capital taxes, as shown in Schedule MJR W-16. 
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Operating Iiicome Adjustment No. 3 - Depreciation Expense 

Q. 
A. 

Q. 

A. 

Q. 
A. 

How did Staff calculate depreciation expense? 

Staff recomputed depreciation expense on a going-forward basis by applying Staffs 

recommended depreciation rates by account to Staffs recommended plant-in-service 

balances and reducing that result by the amortization of contributions-in-aid-of- 

construction (“CIAC”), as shown in Schedule MJR-W 17. 

Did Staffs calculation for depreciation expense agree with the Company’s proposed 

depreciation expense? 

No. Since Staffs plant values differ from the Company’s plant values, Staffs 

depreciation is different. 

What is Staff’s recommendation? 

Staff recommends reducing depreciation expense by $107,176, as shown in Schedule 

MJR-W 17. 

Operating Income Adjustment No. 4 - APUC Cost Allocation 

Q.  Did the Company provide adequate support for the $133,975 of APUC cost allocation 

proposed in its application? 

No. The Company provided detail for approximately $5.1 (Canadian Dollars) in APUC 

costs from which the Company attributed certain costs to APUC, resulting in an APUC 

cost pool of $4,408,412. The Company allocated the APUC cost pool to APCO 

($2,658,416): Liberty Energy ($656,205) and Liberty South ($1,093,791). Then, using a 

conversion factor of 1.05 Canadian Dollars to 1 .OO U.S. Dollars, the Company calculated 

a Liberty (South) allocation amount of $1,041,705 of which $95,892 was allocated to 

Water. Removing $2,557 pertaining to non-recurring capital taxes (see operating 

A. 
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adjustment no. 2 above) results in $93,335 of APUC cost allocations for which the 

Company has provided support to Staff. 

The Company asserts that it has provided support to Staff for the $412,723 it recorded for 

the test year, as shown in Schedule C-1 of the application, to which it has made 

adjustment nos. 11 and 12 resulting in the $133,975 amount requested for recovery and 

that the allocated amounts (the amount Staff recognizes as having been supported) are a 

subset of total claimed APUC cost. However, the Company has not separately identified 

the items of cost that represent the difference between the total requested APUC cost 

allocation ($133,975) and the amount Staff recognizes as having been supported 

($93,335). The NARUC USOA states: 

Each utility shall keep its books of account, and all other books, records, and 
memoranda with support the entries in such books of accounts so as to be 
able to furnish readily full information as to any item included in any 
account. Each entry shall be supported by such detailed information as will 
permit a ready identification, analysis, and verification of all facts relevant 
t h e r e t ~ . ~  

Thc same standard that applies to recorded amounts is appropriately applicable to pro 

forma adjustments proposed by the Company. Although the Company has support for its 

recorded amount, some of those costs are not recoverable, and the Company’s inability to 

segregate the items it is requesting to recover from those it is not requesting to recover 

renders the ability to review the requested items impossible. Despite multiple Staff data 

requests and discussions with Company personnel, the Company has yet to provide Staff 

with adequate support for the Company’s full request. 

National Association of Regulatory Utility Commissioners, Uriiform System ofAccotrntsfbr Ciass A Water Utilities, 
1996, page 14, 
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Q. 
A. 

Q. 
A. 

What time period was covered by the pool of costs? 

The costs in the pool are from the twelve-month period December 1, 2010, through 

November 30, 201 1, i s . ,  the costs are offset by two months from the test year. Staff does 

not take exception with the two-month variance from the test year since overhead 

expenses from APUC are unlikely to have changed significantly in that short period. 

What does Staff recommend? 

Staff recommends a reduction in the proposed APUC Allocated Corporate cost by 

$38,083, as shown in MJR W-18. 

Operating Income - Test Year Property Tax Expense - No Adjustment 

Q. 

A. 

Q. 
A. 

What method has the Commission typically adopted to determine property tax 

expense for ratemaking purposes for Class C and above water utilities? 

The Commission's practice in recent years has been to use a modified ADOR 

methodology for water and wastewater utilities. 

Did Staff calculate property taxes using the modified ADOR method? 

Yes. As shown in Schedule MJR-W19, Staff calculated property tax expense using the 

modified ADOR method for both test year and Staff-recommended revenues. Since the 

modified ADOR method is revenue dependent, the property tax is different for 

recommended revenues. Staff has included a factor for property taxes in the gross revenue 

conversion factor that automatically adjusts the revenue requirement for changes in 

revenue in the same way that income taxes are adjusted for changes in operating income. 
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Q. 

A. 

What does Staff recommend for test year property tax expense? 

Staff recommends no adjustment to property tax expense for the test year, as shown in in 

MJR-W 19. 

Operating Income Adjustment No. 5 - Income Tux Expense 

Q. 
A. 

Q. 

A. 

How did Staff calculate income tax expense for the Company? 

Staff applied the statutory state and federal income tax rates to Staffs taxable income. 

Income tax expenses for the test year and recommended revenues are shown in Schedule 

MJR-W2. Staffs test year income tax expense is different from the Company's due to 

differences in taxable income resulting from differences in operating expenses and 

synchronized interest. 

What adjustment does Staff recommend for test year income tax expense for the 

Company? 

Staff recommends increasing test year income tax expense by $92,330, as shown in 

Schedule M JR- W 20. 

Operating Income Summary - Wastewater Division 

Q. What are the results of StafPs analysis of test year revenues, expenses, and operating 

income? 

As shown in Schedules MJR-WW14 and MJR-WW15, Staffs analysis resulted in test 

year revenues of $1,393,601, expenses of $1,084,668 and operating income of$308,933. 

A. 
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Operating Income Adjustment No. I - Metered Revenues 

Q. 

A. 

0. 
A. 

Q. 
A. 

Has the Company indicated that the adjusted test year Operating Revenues of 

$1,360,583 should be revised? 

Yes. In response to RUCO data requests 4.2 and 9.1, the Company states that its total 

adjusted test year revenues will increase by $33,018, from $1,360,583 to $1,393,601. The 

revenue revision results from an error that occurred in its records while updating those 

records after a broken meter was replaced for its only 6-inch commercial customer. The 

error resulted in a $20,805 understatement of revenues generated by the billing 

determinants and an increase in its “Revenue Accrual Fix, Adjustment No. 5 from $4 1,889 

to $62,694. In turn, the Company’s revenue annualization increases by $12,213, from 

negative $5,207 to positive $$7,006. 

Does Staff agree with the Company’s revisions? 

Yes. 

What is Staffs recommendation? 

Staff recommends increasing test year by $33,018, as shown in MJR WW-15 

Operating Income Adjustment No. 2 - APUC Allocated Capital Taxes 

Q. Did the Company include capital taxes in Contractual Services - Corporate as an 

allocation from APUC? 

A. Yes. 
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Q. 
A. 

Q. 
A. 

Are the Capital Taxes an on-going expense? 

No. In response to RUCO data request 6.2, the Company noted that since the test year the 

capital tax, a Canadian provincial tax, has been eliminated and that the portions allocated 

to Water and Wastewater can be removed. 

What is Staff recommendation? 

Staff recommends decreasing Contractual Services - Corporate by $836 to remove capital 

taxes, as shown in MJR WW-16. 

Operating Income Adjustment No. 3 - Depreciation Expense 

Q. 
A. 

Q. 

A. 

Q. 
A. 

How did Staff calculate depreciation expense? 

Staff recomputed depreciation expense on a going-forward basis by applying Staffs 

recommended depreciation rates by account to Staffs recommended plant-in-service 

balances and reducing that result by the amortization of contributions-in-aid-of- 

construction (“CIAC”), as shown in Schedule MJR-WW 17. 

Did Staffs calculation for depreciation expense agree with the Company’s proposed 

depreciation expense? 

No. Since Staffs plant values differ from the Company’s plant values, Staffs 

depreciation is different. 

What is Staffs recommendation? 

Staff recommends reducing depreciation expense by $135,855, as shown in MJR WW-17. 
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Operating Income Adjustment No. 4 ~ Reclassification of Expenses 

Q. Did Staffs review reveal any expenses that were recorded in incorrect expense 

accounts? 

Yes, the Company recorded $165,896 of costs incurred for wastewater treatment by the 

City of Nogales in the account Contractual Services - Other. The amount is more 

appropriately recorded in the account Purchased Wastewater Treat~nent.~ 

A. 

Q. What does Staff recommend? 

A. Staff recommends reclassifying $1 65,896 from Contractual Services - Other to Purchased 

Wastewater Treatment, as shown in MJR WW- 18. 

Operating Income Adjustment No. 5 - APUC Cost Allocation 

Q. 

A. 

Did the Company provide adequate support for the $59,292 of APUC cost allocation 

proposed in its application? 

No. The Company provided detail for approximately $5.1 (Canadian Dollars) in APUC 

costs from which the Company attributed certain cost to APUC resulting in an APUC cost 

pool of $4,408,412. The Company allocated the APUC cost pool to APCO ($2,658,416), 

Liberty Energy ($656,205) and Liberty South ($1,093,791). Then, using a conversion 

factor of 1.05 Canadian Dollars to 1 .00 U.S. Dollars, the Company calculated a Liberty 

(South) allocation amount of $1,04 1,705 of which $59,292 was allocated to Wastewater. 

Removing $836 pertaining to non-recurring capital taxes (See operating adjustment no. 2 

above) results in $58,456 of APUC cost allocations for which the Company has provided 

support to Staff. 

' According, to the Company's responses to RUCO data requests 2.7 and 2.8, it is in agreement with this 
reclassification. 
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The Company asserts that it has provided support to Staff for the $191,738 it recorded for 

the test year, as shown in Schedule C-1 of the application, to which it has made 

Adjustment Nos. 11 and 12 resulting in the $59,292 amount requested for recovery and 

that the allocated amounts (the amount Staff recognizes as having been supported) are a 

subset of total claimed APUC cost. However, the Company has not separately identified 

the items of cost that represent the difference between the total requested APUC cost 

allocation ($59,292) and the amount Staff recognizes as having been supported ($30,525). 

The NARUC USOA states: 

Each utility shall keep its books of account, and all other books, records, and 
memoranda with support the entries in such books of accounts so as to be 
able to furnish readily full information as to any item included in any 
account. Each entry shall be supported by such detailed information as will 
permit a ready identification, analysis, and verification of all facts relevant 
there to. 

The same standard that applies to recorded amounts is appropriately applicable to pro 

forma adjustments proposed by the Company. Although the Company has support for its 

recorded amount, some of those costs are not recoverable, and the Company's inability to 

segregate the items it is requesting to recover from those it  is not requesting to recover 

renders the ability to review the requested items impossible. Despite multiple Staff data 

requests and discussions with Company personnel, the Company has yet to provide Staff 

with adequate support for the Company's full request. 

Q. 
A. 

What time period was covered by the pool of costs? 

The costs in the pool are from the twelve-month period December 1, 2010, through 

November 30, 201 I, i.e., the costs are offset by two months from the test year. Staff does 

National Association of Regulatory Utility Commissioners, Uniform "ystem of Accountsfor Class A Water Utilifies, 5 

1996, page 14, 
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not take exception with the two-month variance from the test year since overhead 

expenses from APUC are unlikely to have changed significantly in that short period. 

Q. What does Staff Recommend? 

A. Staff recommends a reduction in the proposed APUC Allocated Corporate cost by 

$27,931, as shown in MJR WW-19. 

Operating Income Adjustment No. 6 - Property Tux Expense 

Q. 

A. 

Q. 
A. 

Q. 
A. 

What method has the Commission typically adopted to determine property tax 

expense for ratemaking purposes for Class C and above water utilities? 

The Commission’s practice in recent years has been to use a modified ADOR 

methodology for water and wastewater utilities. 

Did Staff calculate property taxes using the modified ADOR method? 

Yes. As shown in Schedule MJR-WW20, Staff calculated property tax expense using the 

modified ADOR method for both test year and Staff-recommended revenues. Since the 

modified ADOR method is revenue dependent, the property tax is different for test year 

and recommended revenues. Staff has included a factor for property taxes in the gross 

revenue conversion factor that automatically adjusts the revenue requirement for changes 

in revenue in the same way that income taxes are adjusted for changes in operating 

income. 

What does Staff recommend for test year property tax expense? 

Staff recommends an increase in property tax expense for the test year of $1,809, as 

shown in MJR-W20. 
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Operating Income Adjustment No. 7 - Income Tax Expense 

Q. 
A. 

Q* 

A. 

Q. 
A. 

How did Staff calculate income tax expense for the Company? 

Staff applied the statutory state and federal income tax rates to Staffs taxable income. 

Income tax expenses for the test year and recommended revenues are shown in Schedule 

MJR-WW2. Staffs test year income tax expense is different from the Company’s due to 

differences in taxable income resulting from differences in operating expenses and 

synchronized interest. 

What adjustment does Staff recommend for test year income tax expense for the 

Company? 

Staff recommends increasing test year income tax expense by $100,725, as shown in 

Schedule MJR-WW2 1. 

Does this conclude your Direct Testimony? 

Yes, it does. 
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11 ORIGINAL COST RATE BASE ADJUSTMENT # 7 - ACCUM DEPREC AFFILIATE PROFIT 2009-1 1 
12 ORIGINAL COST RATE BASE ADJUSTMENT # 8 - PLANT RETIREMENT 
13 OPERATING INCOME STATEMENT -ADJUSTED TEST YEAR AND STAFF RECOMMENDED 
14 SUMMARY OF OPERATING INCOME STATEMENT ADJUSTMENTS -TEST YEAR 
15 OPERATING INCOME ADJUSTMENT # 1 - WATER TESTING EXPENSE 
16 OPERATING INCOME ADJUSTMENT # 2 - APUC ALLOCATED CAPITAL TAXES 
17 OPERATING INCOME ADJUSTMENT # 3 - DEPRECIATION EXPENSE 
18 OPERATING INCOME ADJUSTMENT # 4 - APUC COST ALLOCATION 
19 OPERATING INCOME- PROPERTY TAX EXPENSE - NO ADJUSTMENT 
20 OPERATING INCOME ADJUSTMENT # 5 - INCOME TAX EXPENSE 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

REVENUE REQUIREMENT 

LINE 
- NO. 

1 

2 

3 

4 

8 

9 

IO 

11 

D ESCRl PTI 0 N 

Adjusted Rate Base 

Adjusted Operating Income (Loss) 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

Gross Revenue Conversion Factor 

Required Revenue Increase (L7 * L6) 

Adjusted Test Year Revenue 

Proposed Annual Revenue 

Required Increase in Revenue (%) 

(A) 
COMPANY 

FAIR 
VALUE 

7,629,607 

375,933 

4.93% 

9.70% 

740,072 

364,139 

1.6589 

604,078 

2,854,838 

3,458,916 

21.16% 

Schedule MJR-WI 

(B) 
STAFF 
FA1 R 

VALUE 

$ 7,665,342 

$ 435,828 

5.69% 

8.40% 

$ 643,889 

$ 208,061 

1.6589 

I %  345.1 55 I 

$ 2,854,838 

$ 3,199,993 

12.09% 

References: 
Column (A): Company Schedule A-1 
Column (B): Staff Schedules MJR-W3 and MJR-W12 



Rio Rico UtiliUes, Inc. - Water Division 
Docket NO. WS-02676A-12-0196 
Test Year Ended February 29,2012 

GROSS REVENUE CONVERSION FACTOR 

Schedule MJR-WZ 

LINE 
- NO DESCRIPTION 

Calculabon of Gross Revenue Conversion Factor 
1 Revenue 
2 Uncoliecib)e Factor 
3 Revenues(L1 L2) 
4 
5 Subtotal (L3 L4) 
6 

Combined Federal and State Income Tax and Property Tax Rate ( l ine 18) 

Revenue Conversion Factor (L1 I LS) 

Caiculafion of UncoNecttibie Factw 
7 Unity 
8 Combined Federal and State Tax Rate (Line 23) 
9 One Minus Combined Income Tax Rate (L7 - L8 ) 
10 Unco\\ectible Rate 
11 Uncollectible Factor (L9 * 110 ) 

Caicu/afion of Effecfive Tax Rate 
12 Operating Income Before Taxes (Anrona Taxable Income) 
13 Anrona State Income Tax Rate 
14 Federal Taxable Income (17 ~ L8) 
15 Applicable Federal Income l a x  Rate (Line 48) 
16 Effective Federal Income Tax Rate (L9 x L10) 
17 Combined Federal and State income Tax Rate (L8 +L11) 

Caiculation of Effective froper7v Tax Factor 

19 Combined Federal and State Income Tax Rate (L12) 
20 One Minus Combined Income Tax Rate (L13-Ll4) 

18 unity 

100 0000% 
0 0000% 

100 0000% 
39 7197% 
60 2803% 
1 658917 

100 0000% 
38 5989% 
61 401 1% 

0 0000% 
0 0000% 

100 0000% 
6 9680% 

93 0320% 
34 0000% 
31 6309% 

38 5989% 

100 0000% 
38 5989% 
61 401 1% 

21 Property Tax Factor (MJR-W17. L27) i a254% 
22 Effective Property Tax Factor (L15'L16) 11208% 
23 Combined Federal and State Income Tax and Property Tax Rate (L12+L17) 39 7197% 

24 Required Operating Income (Schedule MJR-W1, l ine 5) 
25 AdjustedTest Year Operating Income (Loss) (MJR-WT3, L40 
26 Required Increase in Operating Income (L19 - L20) 

27 Income Taxes on Recommended Revenue (Col [C], L52) 
28 Income Taxes on Test Year Revenue (Col [C]. 152) 
29 Required Increase in Revenue to Provide for Income Taxes (122 123) 

30 Recommended Revenue Requirement (Schedule MJR-W1, Line 10) 
31 Uricolleclible Rate 
32 Uncolllectible Expense on Recommended Revenue (L25*L26) 
33 Adjusted Test Year Uncollectible Expense 
34 Required Increase in Revenue to Provide for Uncollectible Exp (L27-L28) 

35 Property Tax with Recommended Revenue (Schedule MJR-W18, L21) 
36 Property Tax on Test Year Revenue (Schedule MJR-W18, Line 17) 
37 Increase in Properly Tax Due to Increase in Revenue (L30-31) 
38 Total Required Increase in Revenue (L21 + L24 + L29 + L32) 

39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 

Caicuiafron of income Tax 
Revenue (Schedule MJR W1, Col [E], Line 9 8 Sch MJR-W1. Col [SI Line 10) 
Operating Expenses Excluding Income Taxes 
Synchronized Interest (157) 
Anzona Taxable Income (L34 - L35 - L36) 
Anzona State Income Tax Rate 
Anzona Income Tax (L37 x L38) 
Federal Taxable Income (L37- L39) 
Federal Tax on First Income Bracket ($1 - $50,000) @ 15% 
Federal Tax on Second Income Bracket ($51.001 - $75,000) @ 25% 
Federal Tax on Third Income Bracket ($75,001 - $100,000) @ 34% 
Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39% 
Federal Tax on Fifth Income Bracket ($335,001 -$lO,OOO,OOO) @ 34% 
Total Federal Income Tax 
Combined Federal and State Income Tax (L39 + L46) 

$ 643,889 
435,828 

$ 208,061 

$ 404,771 
273,977 

130,794 

$ 3,199,993 
0.0000% 

s 

$ 162,106 
155,805 

6,300 
$ 345,155 

Test 
Year 

$ 2,854.838 $ 345, 
$ 2,145,033 
$ 
$ 709,805 

6 9680% 
$ 49,459 
$ 660.346 
$ 7,500 
$ 6,250 
$ 8,500 
$ 91.650 
$ 110,618 
$ 224,518 
$ 273.977 

155 

Staff 
Recommended 
$ 3,199,993 
$ 2,151,333 
$ 
$ 1,048,660 

6 9680% 
$ 73,071 
$ 975,589 
$ 7,500 
$ 6,250 
$ 8,500 
$ 91,650 
$ 217,800 
$ 331 700 
$ 404,771 

53 Applicable Federal Income Tax Rate [Col [C], L46 - Col (A], L46] l [Col [C], 140 - Col [A], L40) 34 0000% 

54 Synchronized Interest Calculation 
55 RateBase 
56 Weighted Average Cost of Debt 
57 Syrtchronized interesf 

$ 7,665,342 
0 00% 

$ 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

Schedule MJR-W3 

RATE BASE - ORIGINAL COST 

(A) (B)  ( C )  
COMPANY STAFF 

AS STAFF AS LINE 
- NO. 

1 
2 
3 

4 
5 
6 

7 

8 

9 

10 

11 

12 

FILED ADJUSTMENTS ADJUSTED 

Plant in Service $ 36,146,217 $ (148,265) $ 35,997,952 
Less: Accumulated Depreciation 
Net Plant in Service 

15,784,381 
$ 20.361.836 

(304,928) 
$ 1 56,664 

15,479,453 
$ 20,518,500 

LESS: 

$ 20,179,119 Contributions in Aid of Construction (CIAC) $ 20,179,119 
Less: Accumulated Amortization 8,797,261 

Net CIAC 11,381,858 

$ 
(1 04,74 1 ) 
104,741 

$ 8,692,520 
!$ 11,486,599 

Advances in Aid of Construction (AIAC) 660,955 660,955 

284,024 

421,579 

Customer Deposits 284,024 

Deferred Income Tax Credits 405.395 16,184 

Working Capital Allowance 

Defered Regulatory Assets 

Original Cost Rate Base $ 7,629,604 $ 35,738 $ 7,665,342 

References: 
Column [A]: Company Application Schedule B-1 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 
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Rio Rico Utilities. Inc - Water Division 
Docket No WS02676A-124196 
Test Year Ended February 29,2012 

LINE ACCT 
NO. NO. DESCRIPTION 

Schedule MJR-W5 

COMPANY STAFF STAFF 
AS FILED ADJUSTMENTS AS ADJUSTED 

(Col A + Col B) 

2 336 Backfiow Prevention Devices 
3 Total 

$ 15,855 $ (9 704j $ 6,151 
$ 384,955 $ (15,362) $ 369,593 

4 Accumulated Depreciation 1415 S (1,415) 0 

References 
Column [A] Company Application Schedule B 2, Page 3 5 
Column [B] Testimony MJR 
Column [C] Column [A] + Column [E] 

Accum Depreciation Adjustment for Plant Transferred 
to NIWWTP 

2009 2010 201 1 201 2 Acc Dep 
2 Mos. 

2009 320 Water Treatment Plant 3 33% Depreciation $ (5,658) $ (94) $ (188) $ (188) $ (31) $ (502) I 2010 336 Back Flow Prevention Devices 6 67 % Deoreciation $ (7 2101 $ (240) $ (481) $ (80) $ 1802) 
201 1 336 Back Flow Prevention Devices 6 67 % Depreciation $ (2 494) $ (83) $ (28) $ (111 

Subtotal $ (15362) 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE ACCT 
NO. NO. 

Schedule MJR-W6 

Plant in 
Plant in Service 
Service Staff Per Staff 

DESCRIPTION Per Company Adjustment (Col A + Col 6) 

RATE BASE ADJUSTMENT NO. 2 - REMOVE A PORTION OF A BUILDING ALLOCATED TO WASTEWATER 

3.31 1,492 1 304 Structures and Improvements $ 3,432,930 $ (121,438) $ 

2 Accumulated Depreciation $ (337) 

References: 
Column [A]: Company Application Schedule 8.2, Page 3.5 
Column (51: Company Testimony 
Column [C]: Column [A] + Column [BJ 

304 Structures and Improvements 
Depreciation rate 1 month Acc Dep 

121.438 3.33% $ 337 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Schedule MJR-W7 

Included in Plant 
Service STAFF 

DESCRIPTION Per Company ADJUSTMENTS 

RATE BASE ADJUSTMENT NO. 3 - REMOVE 2012 AFFILIATE PROFIT 

304 Structures and Improvements 
307 Wells and Springs 
31 1 Electric Pumping Equipment 
331 Transmission and Distribution Mains 

Total Plant Adj 

Accumulated Depreciation Adj 112 year 

304 Structures and Improvements 
307 Wells and Springs 
31 1 Electric Pumping Equipment 
331 Transmission and Distribution Mains 

Total Accum Deprec Ad] 

1363 $ (1,363) 
$ 1,708 $ (1,708)- 

Depr Rate 
3.33% $ I $  (1 ) 
3.33% $ 

12.50% $ 19 $ (19) 
2.00% $ 14 $ (14) 

$ 34 s (34) 

References: 
Column [A]: Company Schedule 8-2, Page 3.4 
Column [B]: Company Response to Staff DRs MJR 1 . I 5  and 2.10 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

RATE BASE ADJUSTMENT NO. 4 -ADIT ADJUSTMENT 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

Schedule MJR-W8 

1 ADIT $ 405,395 $ 16,184 $ 421,579 

References: 
Column [A]: Company Schedule 6.1, Page 1 
Column [B]: Column [C] less Column [A] 
Column [C]: Column [A] + Column [B] 



Rio Rico Utilities, Inc. - Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Schedule MJR-W9 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS ASADJUSTED 

RATE BASE ADJUSTMENT NO. 5 - Accumulated Depreciation - Fully Depreciated Plant 

References: 
Column [A]: Company Schedule 8-2, Page 3.5 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Rio Rico Utilities, lnc. - Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. DESCRIPTION 

Schedule MJR-W10 

COMPANY STAFF STAFF 
AS FILED ADJUSTMENTS AS ADJUSTED 

1 RATE BASE ADJUSTMENT NO. 6 - ACCUMULATED AMORTIZATION OF ClAC I 

1 ClAC Amortization 

References: 
Columns [A]: Company Schedule 8-2, Page 5.1 
Column [El]: Column [C] less Column [A] 
Column [C]: Testimony MJR 

$ 8,797,261 $ (104,741) 8,692,520 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Schedule MJR-W11 

Depreciation Staff Adjustment 
2009-20 1 1 Acc Dep Deprec Prior 

DESCRIPTION Rate Rate Case 3 'fears 

RATE BASE ADJUSTMENT NO. 7 - ACCUMULATED DEPRECIATION AFFILIATE PROFIT 2009-1 1 

I 307 
2 31 1 
3 33 1 
4 339 
5 

Wells & Springs 3.33% $ (4,372) $ 437 

Transmission and Distribution Mains 2.00% (5,568 ) 334 
Electric Pumping Equipment 12.50% (170) 64 

Other Plant & Misc Equip 
Total Plant Adj 

6.67% (8,386) 1,678 
$ (18,496) $ 2,513 $ (2,513) 

References: 
Column [A]: Company Schedule B-2, Page 3.5 
Column [B]: Company Schedule B-2, Page 3.6 
Column [A] x Column [B] x 3 
Column [D]: Testimony MJR 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Schedule MJR-W12 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 8 - PLANT RETIREMENT 

[A] [ B] [C] 
r I I I 1 1 

1 Acct. No. 311 

2 Accumulated Depreciation 

References: 
Column [A]: Company Schedule B-2, Page 3.5 
Column [B]: Company Reponse to RUCO DR 11.3 
Column [C]: Column [A] + Column [B] 

$ 3,147,011 $ (9,757) $ 3,137,254 

$ 9,757 $ (9,757) $ 



Rio Rlco Utilities. Inc. - Water Division 
Docket No. WSd2676A-12-0196 
Test Year Ended Februaw 29,2012 

OPERATING INCOME STATEMENT ~ ADJUSTED TEST YEAR AND STAFF RECOMMENDED 

Schedule MJR-W13 

[A1 
COMPANY 
ADJUSTED 
TEST YEAR 

AS FILED 

P I  

STAFF 
TEST YEAR 

ADJUSTMENTS 

IC1 
STAFF 

TEST YEAR 
AS 

ADJUSTED 

$ 2,811,949 

[Dl 

STAFF 
PROPCSED 
CHANGES 

LINE 
No 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

STAFF 
RECOMMENDED DESCRIPTION 

REVENUES 
Metered Water Sales 
Water Sales-Unmeterea 
Other Water Revenue 
Intentionally Left Blank 
Total Operating Revenues 

OPERATING EXPENSES 
Salaries and Wages 
Purchased Water 
Purchased Power 
Fuel for Power Production 
Chemicals 
Materials and Supplies 
Office Supplies and Expense 
Management Servlces-Liberty Water 
Management Servlces-Corporate 
Management Services-Other 
Outside Services-Accounting 
Outsde Services-Engineering 
Outsde Servlces - Other 
Outside Services - Legal 
Water Testing 
Rents Building 
Rents-Equipment 
Transportation Expenses 
Insurance - General Liability 
Insurance Vehirle 

$ 2,811,949 $ 345.155 $ 3.157.104 

42,889 

$ 3,199,993 

42,889 42.889 

$ 2,854.838 $ 2,854,838 $ 345,155 

$ $ 426,012 

371,378 

$ 426,012 

371,378 

$ 426.012 

371,378 

3.884 
27,517 

3.884 
27,517 

3.884 
27,517 

257,367 
133,975 
15,903 

167 

257,367 
93.335 
15,903 

167 

257,367 
93,335 
15,903 

167 

14,205 
4.690 

23.821 

(40.640) 

14.205 
4.690 

28,231 

14 205 
4,690 

23 821 

3 208 
89 305 
34 100 
7 733 

(4,410) 

3,208 
89,305 
34,100 
7,733 

3 208 
89,305 
34 100 
7 733 

87,500 
85,057 

444,046 

Regulatory Commission Expense 
Regulatory Cornmisson Expense - Rate Case 87.500 
Miscellaneous Expense 85,057 
Bad Debt Expense 
Depreclatiin Expense 551,222 (107,176) 
Amortization of ClAC (incl in Dep Exp) 
Taxes Other than Income 

Income Taxes 181,647 92,330 
Interest on Customer Deposits 
Total Operating Expenses $ 2.478.906 $ (59.896) 
Operating Income (Loss) $ 375,932 $ 59,896 

Property Taxes 155,805 0 

References: 
Column (A): Company Schadule C-I 
Column (8) .  Schedule MJR-W14 
Column (C). Column (A) + Column (8) 
Cdumn (0) Schedules MJR-W1, MJR-W2 and MJR-W19 
Column (El Cdurnn (C) + Cdumn (0)  

87.500 
85,057 

444,046 

155.805 
273.977 

6.300 162.106 
130,794 404,771 

$ 137,095 $ 2.556.104 
$ 208,061 $ 643,889 

$ 2,419,010 
$ 435828 
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Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

’ Line COMPANY STAFF STAFF 
No. Description PROPOSED ADJUSTMENTS RECOMMENDED 

Schedule MJR-W15 

OPERATING ADJUSTMENT NO. 1 - WATER TESTING EXPENSE 

1 Water Testing $ 28,231 $ (4.410) $ 23,821 

References: 
Column [A]: Company Schedule C- I ,  Page 1 
Column [B]: Testimony Staff Engineering Testimony 
Column [C]: Column [A] + Column [B] 



Rio Rico Utilities, Inc. - Water Division 
Docket No. WS-026764A-12-0196 
Test Year Ended: February 29,2012 

Line 
No. Description 

Schedule MJR-WIG 

COMPANY STAFF STAFF 
PROPOSED ADJUSTMENTS RECOMMENDED 

OPERATING ADJUSTMENT NO. 2 - APUC ALLOCATED CAPITAL TAXES 

1 Management Services-Corporate 

References: 
Column (A]: Company Schedule C-1, Page 1 
Column [B]: MJR Testimony 
Column [C]: Column [A] + Column [B] 

$ 133,975 $ (2,557) $ 131,418 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO 

Schedule MJR-W17 

ACCT SERVICE 
NO DESCRIPTION Per Staff 

OPERATING ADJUSTMENT NO. 3 - DEPRECIATION EXPENSE 

[A] 
I i  I 1 PLANTIn 

1 301 
2 302 
3 303 
4 304 
5 305 
6 306 
7 307 

9 309 
10 310 
11 311 
12 320 
13 320 
14 330 
15 330.1 
16 330.2 
17 331 
18 333 
19 334 
20 335 
21 336 
22 339 
23 340 
24 340.1 
25 341 
26 342 
27 343 
28 344 
29 345 
30 346 
31 347 
32 348 
33 

38 
39 
40 
41 
42 
43 
44 

a 308 

Note: 

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 
Distribution Reservoirs 8 Standpipe 
Storage Tanks 
Pressure Tanks 
Transmission and Distribution Mains 
Services 
Meters 
Hydrants 
Backflow Prevention Devices 
Other Plant and Miscellaneous Equipment 
m i c e  Furniture and Fixtures 
Computers and Software per Company C-2' 
Transportation Equipment 
Stores Equipment 
Tools and Work Equipment 
Laboratory Equipment Per Company C-2* 
Power Operated Equipment 
Communications Equipment 
Miscellaneous Equipment 
Other Tangible Plant 
Total Plant 

$ 5,785 
41 7 

44,194 
3,311,457 

562,937 

279,157 
219,360 

3,136,951 
363,442 

759,861 

22,337,893 
2,768,122 
1,010,366 

572,321 
6,151 

123,778 
29,265 
76,919 

142,188 

18,203 
3,061 

212,996 
13.128 

[E] 
NonDepreciable 

or Fully Deprectated 
PLANT 

$ 5,785 
41 7 

44,194 

1,504,181 

76,919 

3,061 

DEPRECIABLE DEPRECIATION 

Col A ~ Col B Col c x Col D 

$ 0 00% $ 

3,311,457 

562,937 

279,157 
219,360 

1,632,770 
363,442 

759,861 

22,337,893 
2,768,122 
1,010,366 

572,321 
6,151 

123,778 
29,265 

142,188 

18,203 

212,996 

0.00% 
0.00% 
3.33% 
2.50% 
2.50% 
3 33% 
6.67% 
2.00% 
5.00% 

12 50% 
3.33% 

20.00% 
2.22% 
2.22% 
5.00% 
2.00% 
3.33% 
8.33% 
2 00% 
6.67% 
6.67% 
6.67% 

20.00% 

4.00% 
5.00% 

10.00% 
5.00% 

10 00% 

2a 00% 

110,272 

18,746 

5,583 
10,968 

204,096 
12,103 

16,869 

446,758 
92,178 
84,163 
11,446 

41 0 
8,256 
1,952 

28,438 

91 0 

21,300 
1,313 13,128 10 00% 

10 00% 
$ 35,997,952 $ 1,634,557 $ 34 363,395 $ 1.075,76" 

ClAC = Depreciation Expense/Depreciable Plant 3 13% 
ClAC Balance $ 20,179.119 

Depreciation Expense Before Amortization of ClAC $ 1,075,761 
Less Amortization of ClAC $ 631,716 

Test Year Depreciatlon Expense - Staf f  $ 444,045 
Depreciation Expense - Company $ 551,221 

Sta f fs  Total Adjustment: f (107,176) 

indicates items that were fully depreciated per Company Schedule C-2 
References: 
Column [A]: Schedule MJR-W4 
Column [E]:  Testimony MJR From Column [A] 
Column [Cl: Column [A] - Column [B] 
Column [D]: Staff Engineering Testimony 
Column [E]: Column [C] x Column [O] 



Rio Rico Utilities, Inc. - Water Division 
Docket No. WS-026764A-12-0196 
Test Year Ended: February 29,2012 

Line 
No. 

Schedule MJR-W 18 

COMPANY STAFF STAFF 
Description PROPOSED ADJUSTMENTS RECOMMENDED 

OPERATING ADJUSTMENT NO. 4 - APUC COST ALLOCATION 

1 Management Services-Corporate $ 133,975 
2 
3 

Less Adjusrnent No. 2 Capital Taxes (2,557) 
Subtotal $ 131,418 $ (38,083) $ 93,335 

References: 
Column [A]: Company Schedule C-I ,  Page 1 
Column [B]: MJR Testimony 
Column [C]: Column [A] + Column [B] 



Rio Rim Ulllitles, Inc. - Water Division 
Oocket No. WSO2676A-12-0186 
l e s t  Year Ended February 29,2012 

. INO 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
1 2  
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 

Property Tax Calculation 

OPERATING INCOME -PROPERTY TAX EXPENSE - NO ADJUSTMENT 

Schedule MJR-Wl9 

Staff Adjusted Test Year Revenues 
Weight Factor 
Subtotal (Line 1 + Line 2) 
Staff Recommended Revenue, Per Schedule JMM-1 
Subtotal (Line 4 + Line 5) 
Number of Years 
Three Year Average (Line 5 / Line 6) 
Department of Revenue Mutilplier 
Revenue Base Value (Line 7 ' Line 8) 
Plus 10% of CWiP. 
Less Net Book Value of Licensed Vehicles 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessment Value (Line 12 Line 13) 
Composite Property Tax Rate (Per Company Schedule) 

Staff Test Year Adjusted Property Tax (Line 14 Line 15) 
Company Proposed Property Tax 

Staff Test Year Adjustment (Line 17-Line 18) 
Property Tax - Staff Recommended Revenue (Line 14 * Line 15) 
Staff Test Year Adjusted Property Tax Expense (Line 17) 
Increase in Property Tax Expense Due to Increase in Revenue Requirement 

Increase to Property Tax Expense 
Increase in Revenue Requirement 
Increase to Property Tax per Dollar Increase in Revenue (Line 25iLine 26) 

References 
Column [A] Company Schedule C-2 Page 3 
Column [B] Testimony MJR 
Column [C] Cdumn [AI + Cdurnn [E] 

$ 2,854,830 
2 

5,709,676 
2,854.838 
8,564,514 

3 

2 
5,709,676 

20,364 
5,689,312 

20 0% 
1,137,862 
13.6927% 

$ 155.805 
155,805 

s 0 

2,854,838 

$ 2,a54.a38 
2 

$ 5,709,676 
$ 3,199,993 

8,909.669 
3 

$ 2,969,890 
2 

$ 5,939,779 

$ 20,364 
$ 5,919,415 

20 0% 

13 6927% 
$ 1,183.aa3 

$ 

$ 162,106 
$ 155,805 
$ 6,300 

$ 6,300 
345,155 

I . a 2 w w ~  



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE COMPANY STAFF 

Schedule MJR-W2O 

STAFF 

OPERATING INCOME ADJUSTMENT NO. 5 - TEST YEAR INCOME TAXES 

References: 
Column (A): Company Schedule C - I  
Column (B): Column [C] - Column [A] 
Column (C): Schedule MJR-W2 



Rlo Rico Utilities, Inc. -Wastewater Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,012 

Direct Testimony of Mary J. Rimback 
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Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2012 

REVENUE REQUIREMENT 

LINE 
_I NO. DESCRIPTION 

I Adjusted Rate Base 

Adjusted Operating Income (Loss) 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

Gross Revenue Conversion Factor 

Required Revenue Increase (L7 * L6) 

Adjusted Test Year Revenue 

10 Proposed Annual Revenue 

11 Required Increase in Revenue (YO) 

(A) 
COMPANY 

FAIR 
VALUE 

4,600,012 

21 3,826 

4.65% 

9.70% 

446,201 

232,375 

1.6939 

393,612 

1,360,583 

1,754,195 

28.93% 

Schedule M J R - W 1  

(B) 
STAFF 
FAIR 

VALUE 

$ 4,694,175 

$ 308,933 

6.58% 

8.40% 

$ 394,31 I 

$ 85,378 

1.6589 

I$  141,635 

$ 1,393,601 

!$ 1,535,236 

1 0.1 6% 

References: 
Column (A): Company Schedule A-I 
Column (B): Staff Schedules MJR-WW3 and MJR-WW13 



Rlo Rico Utllily, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29, 2012 

GROSS REVENUE CONVERSION FACTOR 

Schedule MJR-WW2 

LINE 
m 

1 
2 
3 
4 
5 
6 

7 
8 
9 
10 
11 

7 
8 
9 
10 
11 
12 

13 
14 
15 
16 
17 
18 

19 
20 
21 

22 
23 
24 

25 
26 
27 
28 
29 

30 
31 
32 
33 

34 
35 
36 
37 
38 
39 
40 
41 
42 

DESGRPTION 

Calccdalion of Gross Revenue Conversion Factor 
Revenue 100 0000% 
Uncollecible Factor 0 0000% 
Revenues (L1 - L2) 
Combined Federal and State Income Tax and Property Tax Rate (Line 18) -~ 39 7198% 
Subtotal (L3 - L4) 
Revenue Conversion Factor(L1 I L5) 

Calculafion of Uncoilectfible Factor 
Unity 
Combined Federal and State Tax Rate (Line 23) 
One Minus Combined Income Tax Rate (L7 - L8 ) 
Uncollectible Rate 
Uncollectible Factor (L9 * L10) 

Calculation of EHective Tax Rafe 
Operating Income Before Taxes (Arizona Taxable Income) 
Arizona State Income Tax Rate 
Federal Taxable Income (L7 - L8) 
Applicable Federal Income Tax Rate (Line 48) 
Effective Federal Income Tax Rate (L9 x 110) 
Combined Federal and State Income Tax Rate (L8 +L1 I) 

Calculation of Effectwe Prooertv Tax Factor 
Unity 
Combined Federal and State IncomeTax Rate (LIZ) 
One Minus Combined Income Tax Rate (L13 L14) 

100 000% 
~- ~ 

- 60.2801 % 
1.658922 

100 0000% 
38.5989% 
61 4011% 
0.0000% 
0.0000% 

__-___ 

100.0000/0 
6 9680% 

93 0320% 
34 0000% 
31 6309% 

38 5989% 
-I_ 

100 0000~/" 
38 5989% 
61 4011% 

1 8257% Property Tax Factor (JMM-WW20, L27) 

Combined Federal and State Income Tax and Property Tax Rate (L12tL17) 
1 1210% Effective Property Tax Factor (L15'L16) _._I___..__ ~ 

39 7 199% 

Required Operating Income (Schedule MJR-WWI, Line 5) $ 394,311 
AdjustedTest Year Operating Income (Loss) (MJR-WW14. L35) 308,933 
Required Increase in Operating Income (L19 - 120) $ 85,378 

Income Taxes on Recommended Revenue (Col. [Cl, L47) $ 247,877 
Income Taxes on Test Year Revenue (Col. [A], L47) 194,206 
Required Increase in Revenue to Provide for Income Taxes (122 - L23) 

Recommended Revenue Requirement (Schedule MJR-WW 1, Cine I O )  5 1,535,236 
0 0000% Uncollectible Rate --_______ 

Uncolllectible Expense on Recommended Revenue (L25'126) 
Adjusted Test Year Uncollectible Expense 

53,671 

$ 
3. - 

Required Increase in Revenue to Provide for Uncollectible Exp. (L27-L28) 

Property Tax with Recommended Revenue (Schedule MJR-WW20. L21) $ 78,914 
Property Tax on Test Year Revenue (Schedule MJR-WWZO Line 17) -. 76,329 
Increase in ProperIy Tax Due io Increase in Revenue (L30-31) 
Total Required Increase in Revenue (L21 + L24 + L29 + L32) 

2,586 
$ 141,635 

Test Staff 
Calculalion of income Tax: Year Recommended 
Revenue (Schedule MJR-WWI. Col. IBI. Line 9 & Sch MJR-WWI, Col. IBI Line 101 $ 1,393,601 $ 141,635 $ 1,535,236 
Operating Expenses Excluding Income Taxes 890.462 893.048 $ 1,140,925 

Arizona Taxable Income (L34 - L35 - L36) $ 503,139 642,188 
Synchronized Interest (L51) L. - $-A 

Arizona income Tax (L37 x L38) 44,748 $ 48,339 
Arizona State Income Tax Rate 6 9680% 

Federal Taxable Income (L37- L39) 
Federal Tax on First Income Bracket ($1 - $50,000) @ 15% 
Federal Tax on Second Income Bracket ($51,001 ~ $75,000) @ 25% 

597,440 
7,500 
6,250 
8,500 

91,650 
A9 330 

43 Federal Tax on Third Income Bracket ($75,001 - $100,000) @ 34% 
44 Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39% 
45 Federal Tax on Fifth Income Bracket ($335,001 -$10,000.000) @ 34% 
46 Total Federal Income Tax 
47 Combined Federal and State Income Tax (L39 + L46) 

6 9680% 
$ 35,059 
$ 468,080 

7,500 
6,250 
8,500 

91,650 
45,247 

- 159,147 
$ 194,206 

..,__. 

203,130 $ 219.434 
$ 247,877 $ 247,877 

48 Applicable Federal Income Tax Rate [Col. [Cl, L46 - Col. [A], L461 I [Col. [Cl, L40 - Col [A]. L40] 34.0000% 

Synchronized Interest Calculation 

Rate Base Adjusted to date: 4,694,175 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2012 

Schedule MJR-WW3 

RATE BASE - ORIGINAL COST 

(A) 
COMPANY 

AS 
FILED 

(C) 
STAFF 

AS 
ADJUSTED 

LINE 
- NO. 

STAFF 
ADJUSTMENTS 

$ 8,081 $ 14,249,271 1 Plant in Service $ 14,241,190 
2 Less: Accumulated Depreciation 6,437,304 
3 Net Plant in Service $ 7,a03,886 

LESS: 

(1 69,062) 
$ 177,143 

6,268,242 
$ 7,981,029 

4 Contributions in Aid of Construction (CIAC) $ 5,152,673 $ 5,152,673 
5 Less: Accumulated Amortization 
6 Net CIAC 

$ 2,440,747 
$ 2,711,926 

2,509,975 
2,642,698 

(69,2282 
69.228 

7 Advances in Aid of Construction (AIAC) 293,794 293,794 

8 Customer Deposits 22,963 22,963 

9 Deferred Income Tax Credits 244,419 13,752 258,171 

10 Working Capital Allowance 

11 Defered Regulatory Assets 

12 Original Cost Rate Base $ 4,600,012 $ 4.694.175 $ 94,163 

References: 
Column [A]: Company Application Schedule 8-1 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



w 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2012 

I 

Schedule MJR-WWS 

I I I 1 

RATE BASE ADJUSTMENT NO. 1 - RECLASSIFICATION OF PLANT 

LINE 
NO. 

COMPANY STAFF STAFF 
ACCT AS FILED ADJUSTMENTS AS ADJUSTED 

NO. DESCRIPTION (Col A + Col B) 

LINE 
NO. 

COMPANY STAFF STAFF 
ACCT AS FILED ADJUSTMENTS AS ADJUSTED 

NO. DESCRIPTION (Col A + Col B) 

4 NIWWTP NIWWTP From Water $ - $  1,151 $ 1,151 
5 NIWWTP from acct 380 9,466 9,466 

7 Total Increase in AID $ - $  (564) $ 10.617 
6 380 Treatment and Disposal 11,181 (11.181) 0 

Referents 
Column [A] Company Application Schedule E 2 ,  Page 3 5 
Column [B] MJR Testimony 
Column [C] Column [A] + Column [B] 



Rio Rico Utility, Inc. - Wastewater 
Docket Nos. WSO2676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

RATE BASE ADJUSTMENT NO. 2 -ACCUMULATED DEPRECIATION - ACCT. NO. 389 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS ASADJUSTED . 

Schedule MJR-WW6 

1 Other Plant and Misc. Equipment - Acct. No. 389' 

'After removal of 2008-2012 Affiliate Profit Accum Deo 
Company Schedule 8-2, Page 3.5 68,869 
Staff Rate Base Adjustment No. 6 

Sub-total 
845 

68,024 

References: 
Column [A]: Company Application Schedule 8.2. Page 3.5 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 

$ 68,024 $ (3,096) $ 64,928 



b 

Rio Rico Utility, Inc. -Wastewater 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Schedule MJR-WW7 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 3 - PLANT RETIREMENT 

[A] [E] [C] 

1 Acct. No. 371 

2 Accumulated Depreciation 

$ 1,712,940 $ (6,866) $ 1,706,074 

$ 6,866 $ (6,866) $ 

References. 
Column [A] Company Application Schedule 8.2, Page 3 5 and Response to Staff DR MJR 1.34. 
Column [E]. Testimony MJR 
Column [C] Column [A] + Column [B] 



Rio Rico Utility, Inc. -Wastewater 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

b 

Schedule M J R - W 8  

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 4 - ACCUMULATED DEFERRED INCOME TAXES 

References: 
Column [A]: Company Schedule 6.1, Page 1 
Column [Bj: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Rio Rico Utility, Inc. -Wastewater 

Test Year Ended February 29,2012 
Docket NO. WS-02676A-12-0196 

Included in Plant 
Service 

Per ComDanv 

Schedule MJR-WW9 

STAFF 
ADJUSTMENTS 

RATE BASE ADJUSTMENT NO. 5 - REMOVE 2012 AFFILIATE PROFIT 

LINE 
NO. DESCRIPTION 

~~ ~ 

1 361 Collection Sewers - Gravity $ 415 pg (41 5) 

2 361 Accumulated Depreciation (1/2 year I@ 2.00) $ (4) 

References: 
Column [A]: Company Schedule 8-2, Page 3.4 
Column [B]: Company Response to Staff DRs MJR 1.15 and 2.10 



Rio Rlco Utility, Inc. -Wastewater 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. DESCRIPTION 

Schedule MJR-WW10 

Depreciated Staff Adjustment 
Acc Dep Deprec Prior 2009-201 1 

Rate Rate Case 3 Years 

RATE BASE ADJUSTMENT NO. 6 - ACCUMULATED DEPRECIATION AFFILIATE PROFIT 2009-11 

1 363 Customer Services 
2 
3 Total Plant Adj 

389 Other Sewer and Plant 
1 

(I6! $ 845 (4,221 
846 846 $ ( ) 

2.00% $ 
6.67% 

$ (4,237) $ 

References: 
Column [A]: Cornapany Schedule 8-2. Page 3.5 
Column [E]: Testimony MJR 



4 

LINE COMPANY 
NO. DESCRIPTION AS FILED 

Rio Rico Utility, Inc. - Wastewater 
Docket No. WS-02676A-I 2-0196 
Test Year Ended February 29,2012 

STAFF STAFF 
ADJUSTMENTS AS ADJUSTED 

Schedule MJR-WW1 I 

RATE BASE ADJUSTMENT NO. 7 - ACCUMULATED DEPRECIATION - FULLY DEPRECIATED PLANT 

REFERENCES: 
Column [A]: Company Schedule 8-2, Page 4 
Column [B]: Column [C] less Column [A] 
Column [C]: Testimony MJR 



Rio Rico Utility, Inc. -Wastewater 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Schedule M J R - W 1 2  

2009-201 2 
D ESC RI PTl ON COMPANY STAFF STAFF 

AS FILED ADJUSTMENTS AS ADJUSTED 

RATE EASE ADJUSTMENT NO. 8 -ACCUMULATED AMORTIZATION OF ClAC 

[AI 

1 ClAC Amortization 

REFERENCES: 
Column [A]: Company Schedule 8-2, Page 5.1 
Column [B]: Column [C] less Column [A] 
Column [C]: See testimony MJR 

$ 2,509,975 $ (69,228) $ 2,440,747 
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Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2012 

OPERATING INCOME STATEMENT -ADJUSTED TEST YEAR AND STAFF RECOMMENDED 

Schedule MJR-WW13 

[AI 
COMPANY 
ADJUSTED 
TEST YEAR 
__-_ AS FILED 

PI [GI PI 

STAFF TEST YEAR STAFF 
TEST YEAR AS PROPOSED 

STAFF 

ADJUSTMENTS - ADJJSTED CHANGES 
LINE 
m 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13  
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
29 
30 
31 
32 
33 

STAFF 
RECOMMENDED DESCRIPTION 

REVENUES 
Flat Rate Revenues 
Measured Revenues 
Other Wastewater Revenues 
Intentionally Left Blank 
Total Operating Revenues 

OPERATlNG EXPENSES 
Salaries and Wages 
Purchased Wastewater Treatment 
Sludge Removal Expense 
Purchased Power 
Fuel for Power Production 
Chemicals 
Materials and Supplies 
Management Services Liberty Water 
Contractual Services - Corporate 
Contractual Services - Other 
Contractual Servtces-Engineering 
Water Testing Expense 
Contractual Services Other 
Contractual Services-Legal 
Equipment Rental 
Rents-Building 
Transportation Expense 
Insurance Expense General Liability 
Insurance expense Vehicle 
Regulatory Expense 
Regulatory Expense Rate Case 
Miscellaneous Expense 
Bad Debt Expense 
Depreciation Expense 
Taxes Other than Income 
Property Taxes 
Income Taxes 
Interest on Customer Deposts 
Total Operating Expenses 
Operating Income (Loss) 

$ 
1,360,583 

$ $ $ 
33,018 "1,393,601 141,635 

$ 
1,535,236 

$ 1,360.583 $ 33,018 $ 1,393,601 $ 141,635 $ 1,535,236 

$ 131,547 $ 
165,896 

$ 131,547 $ 
165.896 

$ 131,547 
165,896 

61,290 61,290 

4,907 
4,473 

83,038 
30,525 
6,374 

330 
638 
585 
400 

18.066 
11,302 
2,516 

29,167 
16,111 
23,194 

223,774 

61,290 

4,907 
4,473 

83.038 
59,292 

172,270 

4,907 
4,473 

83,038 
30,525 

6,374 

330 
638 
585 
400 

18,066 
11,302 
2,516 

(28.767) 
(165,896) 

330 
638 
585 
400 

18,066 
11,302 
2,516 

29,167 
16,111 
23,194 

359,629 

74,520 
93,481 

29,167 
16,111 
23.194 

223,774 (1  35,855) 

76 329 2,586 
194,206 53,671 

1.809 
100,725 

78.914 
247.877 

$ 1,146,756 
$ 213,827 

$ 1,084,668 $ 56.257 $ 1,140.925 $ (62,088r 
$ 95,106 $ 308,933 $ 85,378 $ 394,311 

Reference% 
Column (A) Company Schedule C-1 
Column (8) Schedule MJR-WW14 
Column (C) Column (A )  + Column (8 )  
Column (D) Schedules MJR-WWl ,  MJR-WW2 and MJR-WW20 
Column (E)  Column (C) + Column (D) 
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Rio Rico Utilities, Inc. -Wastewater Division 
Docket No. WS-026764A-12-0196 
Test Year Ended: February 29,2012 

Test Year 
Submitted RUCO 4.2 
Company After 6" Meter LINE 

Schedule MJR WW15 

STAFF 

OPERATING ADJUSTMENT NO. 1 - METERED REVENUES 

NO. 

[AI 

Description Bill Counts Correction ADJUSTMENTS 

tc1 

1 Residential 5/8 x 3/4" $ 1,001,239 $ 1,001,239 
2 Residential 5/8 x 3/4" Low Income 26,948 26,948 

5,182 5,182 3 Residential 3/4" 
7,304 7,304 4 Residential 1" 

6 Residential 1 1/2" 
7 Residential 2" 
8 Commercial 518 x 3/4" 
9 Commercial 1" 
10 Commercial 1 112" 
11 Commercial 2" 
12 Commercial 3" 
13 Commercial 4" 
14 Commercial 6" 
15 Industrial 5/8 x 3/4" 
16 Industrial 2" 
17 Multi-family 5/8 x 314" 
18 Multi-family I 112" 

5 Residential 1" Low Income 494 494 

132 
45,467 
54,994 
17,712 
93,658 

4,304 
89,951 
12,213 

132 
45,467 
54,994 
17,712 
93,658 

4,304 
89,951 
33,018 20,805 

4,780 
1.41 1 

4,780 
1,411 

19 Bulk 
20 Fire Lines up to 8 Inches 
21 Revenue Annualization 
22 Bill Count Revenue $ 1,360,582 $ 

(5,207) 7,006 12,213 
1,393,600 $ 33,018 

References: 
Column [A]: Company Schedules H- I ,  Pages 1 and 2 
Column [B]: Testimony MJR 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2012 

Line 
No. 

d 

Schedule MJR WW16 

COMPANY STAFF STAFF 
Description PROPOSED ADJUSTMENTS RECOMMENDED 

OPERATING ADJUSTMENT NO. 2 - APUC ALLOCATED CAPITAL TAXES 

I I I I 

References: 
Column [AI: Company Schedule C-1, Page 1 
Column [E]: OR RUCO 6.2 
Column [C]: Column [A] + Column [E] 



Ria Rico Utility, Inc. -Wastewater 
Docket Nos. WSO2676A-12-0196 
Test Year Ended February 29,2012 

- 
PLANT In 

LINE ACCT SERVICE NonDepreciable 

Schedule MJR-WWl7 

' DEPRECIABLE DEPRECIATION 

PLANT DEPRECIATION EXPENSE 

OPERATING INCOME ADJUSTMENT NO. 3 -DEPRECIATION EXPENSE 

NO NO DESCRIPTION Per Staff PLANT (Col A - Cola) RATE (Col C x Col D )  

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
30 
31 
32 
33 
34 
35 

351 Organization Cost 
352 Franchise Cost 
353 Land and Land Rights 
354 Structures and Improvements 
355 Power Generation Equipment 
360 Collection Sewers - Force 
361 Collection Sewers - Gravity 
362 Special Collecting Structures 
363 Services to Customers 
364 Flow Measuring Devices 
365 Flow Measunng Installations 
370 Receiving Wells 
371 Pumping Equipment 
375 Resuse TBD 
380 Treatment and Disposal Equipment 
381 Pbni  Sewers 
382 Outfall Sewer Lines 
389 Other Plant and Misc. Equipment per company C-2' 
390 Office Furniture and Equipment 
390 Computers 8 Software per company C-2' 
391 Transportation Equipment 
393 Tools, Shop and Garage Equipment per 
394 Laboratory Equipment 
396 Communication Equipment per Company C-2' ~ ._ 

398 Other Tangible Plant 3.91 3 3.913 10.00% 
380 Nogales WW 2,424,604 2,424,604 4.00% 96,984 

Total Plant $ 14,249,271 $ 1,595,002 $ 12,654,269 $ 377,480 

CIAC $ 5,152.673 
Deareciatin Expense Before Amortization of CIAC: $ 377.480 

Less Amortiration of CIAC: $ 153,705 
Test Year Depreciation Expense - Staff $ 223,774 

Depreciation Expense . Company. $ 359,629 

Ratio Depreciation ExpenseiDepreciable Plant 2.983% 

Staff% Total Adjustment: S (135,8551 

$ 5,785 
417 

7,545 
150,294 

$ 5,785 
417 

7,545 

636,023 
5,991,239 

1,204,113 
66,339 

867,120 
1,706,074 

975,033 
13,690 

64,928 
116,937 

4,025 
117 

5,139 

5,936 

1,497,314 

64,928 

4,025 

5,139 

5,936 

150,294 

636,023 
5,991,239 

1.204.1 13 
66,339 

867,120 
208,760 

975,033 
13,690 

116,937 

117 

000% $ 
0.00% 
0 00% 
3 33% 
5.00% 
2.00% 
2.00% 
2.00% 
2.00% 

10.00% 
10.00% 
3.33% 

12.50% 
2.50% 
5 00% 
5.00% 
3.33% 
6.67% 
6.67% 

20.00% 
20.00% 

5.00% 
0.00% 

10.00% 

5,005 

12,720 
119,825 

24,082 
6,634 

28,875 
26,095 

48,752 
685 

7,800 

23 

Note: 

* Indicates items that were fully depreciated per Company Schedule c-2. 
&ferences. 
Column [A]: Schedule MJR-WW4 
Column [B]: Froni Column (A] 
Column IC]. Column [A] -Column 161 
Column ID]. Staff Eogineenng Testimony 
Column [E]: Column [C] x Column [Dl 



Line 
No. 

Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2012 

COMPANY STAFF STAFF 
Description PROPOSED ADJUSTMENTS RECOMMENDED 

Schedule MJR WW18 

Line 
No. 

OPERATING ADJUSTMENT NO. 4 - RECLASSIFICATION OF EXPENSES 

COMPANY STAFF STAFF 
Description PROPOSED ADJUSTMENTS RECOMMENDED 

1 Management Services Other $ 172,270 (165,896) $ 6,374 
165,896 165,896 2 Purchased Waste Water Treatment 

References: 
Column [A]: Company Schedule C-I,  Page 1 
Column [B]: Testimony MJR 
Column [C]: Column [A] f Column [B] 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2012 

Line 
No. Description 

Schedule MJR WW19 

COMPANY STAFF STAFF 
PROPOSED ADJUSTMENTS RECOMMENDED 

OPERATING ADJUSTMENT NO. 5 - APUC COST ALLOCATION 

[AI 

1 Contractual Services - Corporate $ 58,456 $ (27,931) $ 30,525 

Company Proposed is after 
adjustment # 2 which removed 
Capital taxes from Allocations. 

References: 
Column [A]: Company Schedule C- I ,  Page 1 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Rio Rico Utility, inc. -Wastewater 
Docket Nos. WS02676A-I 2-0196 
Test Year Ended February 29,2012 

Schedule MJR-WWZO 

I OPERATING INCOME ADJUSTMENT NO. 6 - PROPERTY TAX EXPENSE 1 

LINE 
NO. Property Tax Calculation 

STAFF STAFF 
AS ADJUSTED 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 

Staff Adjusted Test Year Revenues 
Weight Factor 
Subtotal (Line 1 * Line 2) 
Staff Recommended Revenue, Per Schedule JMM-1 
Subtotal (Line 4 + Line 5) 
Number of Years 
Three Year Average (Line 5 I Line 6) 
Department of Revenue Mutjlpher 
Revenue Base Value (Line 7 * Line 8) 
Plus: 10% of CWlP - 
Less: Net Book Value of Licensed Vehicles 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessment Value (Line 12 Line 13) 
Composite Property Tax Rate (Per Company Schedule) 

Staff Test Year Adjusted Property Tax (Line 14 * Line 15) 
Company Proposed Property Tax 

Staff Test Year Adjustment (Line 17-Line 18) 
Property Tax - Staff Recommended Revenue (Line 14 * Line 15) 
Staff Test Year Adjusted Property Tax Expense (Line 17) 
Increase in Property Tax Expense Due to Increase in Revenue Requirement 

Increase to Property Tax Expense 
Increase in Revenue Requirement 
Increase to Property Tax per Dollar Increase in Revenue (Line 251Line 26) 

$ 1,393,601 
2 

2,787,202 
1,393,601 
4,180,803 

3 
1,393,601 

2 
2,787,202 

2,787,202 
20.0% 

557,440 
13.6927% 

$ 76,329 
74,520 

$ 1,809 

$ 1,393,601 
2 

$ 2,787,202 
$ 1,535,236 

4,322,438 
3 

$ 1,440,813 
2 

$ 2,881,625 

$ 
$ 2,881,625 

20.0% 
$ 576.325 

13.6927% 
$ 

$ 78,914 
$ 76,329 
$ 2,586 

$ 2,586 
141,635 

1.825693% 

References 
Column [A] Company Schedule C-2, Page 3 
Column [B]. Testimony MJR 
Column [C] Column [A] + Column [B] 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WSO2676A-12-0196 
Test Year Ended February 29,2012 

COMPANY STAFF LINE 

Schedule MJR-WW21 

STAFF 

OPERATING INCOME ADJUSTMENT NO. 7 -TEST YEAR INCOME TAXES 

NO DESCRIPTION TEST YEAR ADJUSTMENTS RECOMMENDED 

References 
Column (A), Company Schedule C-1, Page 1 
Column (6) Column [C] ~ Column [A] 
Column (C) Schedule MJR-WW2 





BEFORE THE ARIZONA CORPORATION COMMISSION 

BOB STUMP 

GARY PIERCE 

BRENDA BURNS 

BOB BURNS 

SUSAN BITTER SMITH 

Chairman 

Commissioner 

Commissioner 

Commissioner 

Commissioner 

IN THE MATTER OF THE APPLICATION OF 
RIO RICO UTILITIES INC. FOR A 
DETERMINATION OF THE F A X  VALUE OF 
ITS UTILITY PLANT AND PROPERTY AND 

) DOCKET NO. WS-02676A-12-0196 
1 

FOR AN INCREASE IN ITS WATER AND ) 
WASTEWATER RATES AND CHARGES 1 

) 
) 

FOR UTILITY SERVICE BASED THEREON ) 

SURREBUTTAL 

TESTIMONY 

OF 

MARY J. RIMBACK 

PUBLIC UTILITIES ANALYST 

UTILITIES DIVISION 

ARIZONA CORPORATION COMMISSION 

FEBRUARY 19,2013 

EXHIBIT [FJ 



TABLE OF CONTENTS 

I . INTRODUCTION ................................................................................................................... 1 

II . PURPOSE OF THE SURREBUTTAL TESTIMONY ........................................................... 1 

I11 . SUMMARY OF RECOMMENDATIONS ............................................................................. 2 

IV . RESPONSE TO REBUTTAL TESTIMONY OF MR . THOMAS J . BOURASSA ............... 4 
Depreciation Expense and Accumulated Depreciation (Water and Wastewater Divisions) .................................... 4 
Metered Revenue (Water Division) ............................................................. 
Declining Usage (Water and Wastewater Divisions) ................................. 
Purchased Power (Water and Wastewater Divisions) ................................ 
Miscellaneous Expense (Water Division) .................................................... 

Rate Design (Water and Wastewater Divisions) ...................................... 

..................................... 14 
................... 

Algonquin Power & Utilities Corp (‘‘APUC’Y Cost Allocation (Water a 
Salaries and Wages - Employee Benefits Expense (Water and Wastewat 

..................................... 16 

V . RESPONSE TO REBUTTAL TESTIMONY OF MR . GREG SORENSEN ....................... 19 
Salaries and Wages . Employee Benefits Expense (Water and Wastewater Divisions) ......................................... 19 

SCHEDULES 

RIO RICO UTILITIES. INC . - WATER DIVISION 

Revenue Requirement ........................................................................................................ .MJ R.W 1 

Gross Revenue Conversion Factor ...................................................................................... MJR-W2 

Summary of Original Cost Rate Base Adjustments ............................................................ MJR-W4 

Rate Base Adjustment No . 1 - Reclassification of Water Plant to Wastewater ................. MJR-W5 

Rate Base - Original Cost ................................................................................................... MJR-W3 

Rate Base Adjustment No . 2 - Remove Wastewater Allocation of Building from Water.MJR-W6 

Rate Base Adjustment No . 3 - Remove 2012 Affiliate Profit ............................................ MJR-W7 

Rate Base Adjustment No . 4 - Accumulated Deferred Income Taxes ............................... MJR-W8 

Rate Base Adjustment No . 5 - Accumulated Depreciation .............................................. ..MJ R-W9 

Rate Base Adjustment No . 7 - Accumulated Depreciation Affiliate Profit 2009-1 1 ....... MJR-W11 
Rate Base Adjustment No . 6 - Accumulated Amortization of CIAC .............................. MJR-W10 

Rate Base Adjustment No . 8 - Plant Retirement .............................................................. MJR-W12 

Operating Income Statement - Adjusted Test Year and Staff Recommended ............... ..MJ R-W 13 

Summary of Operating Income Statement Adjustments . Test Year ............................... MJR-W 14 



Operating Income Adj . No . 1 -Water Testing Expense ................................................... MJR-W15 

Operating Income Adj . No . 2 - Corporate Allocation Remove Capital Taxes ................ MJR-Wl6 

Operating Income Adj . No . 4 - APUC Corporate Allocation .......................................... MJR-W18 

Operating Income No Adj . 5 - Property Tax Expense ..................................................... MJR-W19 

Operating Income Adj . No . 3 - Depreciation Expense .................................................... MJR-W17 

Operating Income Adj . No . 6 - Income Tax Expense ...................................................... MJR-W20 

Operating Income Adj . No . 7 -Bulk Sales Revenue ....................................................... M.JR-W21 

Operating Income No Adj . 8 - Purchase Power .............................................................. MJR-W22 

Operating Income Adj . No . 9 - Miscellaneous Expense ................................................. .MJ R-W23 

Kate Design ....................................................................................................................... MJR-W24 

Typical Bill Analysis ........................................................................................................ MJR-W25 

N O  RICO UTILITIEC. INC . - WASTEWATER DIVSION 

Revenue Requirement ..................................................................................................... MJR-WW 1 

Cross Revenue Conversion Factor .................................................................................. MJR-WW2 

Summary of Original Cost Rate Base Adjustments ........................................................ MJR-WW4 

Rate Base Adjustment No . 1 - Reclassification of Plant to NlWWTP .......................... MJR-WWS 

Rate Base Adjustment No . 2 - Accumulated Depreciation Acct 389 ............................ MJR-WW6 

Rate Base Adjustment No . 3 -Plant Retirement ............................................................ MJR-WW7 

Rate Base Adjustment No . 4 - Accumulated Deferred Income Taxes ........................... MJR-WW8 

Rate Base Adjustment No . 5 - Remove 20 12 Affiliate Profit ....................................... .MJ R-WW9 

Rate Base Adjustment No . 6 - Accumulated Depreciation Affiliate Profit 2009-1 1 ... MJR-WW10 

Kate Base Adjustment No . 7 - Accumulated Depreciation .......................................... MJR-WW11 

Rate Base Adjustment No . 8 - Accumulated Amortization of CIAC .......................... MJR-WW 12 

Operating Income Statement - Adjusted Test Year and Staff Recommended ............. MJR-WW13 

Summary of Operating Income Statement Adjustments - Test Year ........................... MJR-WW14 

Operating Income Adj . No . 1 - Metered Revenues ...................................................... MJR-WW1S 

Operating Income Adj . No . 2 - Corporate Allocation-Capital Taxes Expense ............ MJR-WW16 

Operating Income Adj . No . 3 - Depreciation Expense on Test Year Plant .................. MJR-WW17 

. .  Rate Base - Onginal Cost ............................................................................................... MJR-WW3 



Operating Income Adj . No . 4 - Management Services ................................................ MJR-WW18 

Operating Income Adj . No . 5 - APUC Corporate Allocation ........................ , ............. MJR-WW19 

Operating Income Adj . No . 6 - Property Tax Expense ................................................ MJR-WW20 

Operating Income Adj . No . 7 - Income Tax Expense .................................................. MJR-WW21 

Operating Income Adj . No . 8 - Purchased Power ........................................................ MJR-WW22 

Rate Design ................................................................................................................... MJR-WW23 

Typical Bill Analysis .................................................................................................... MJR-WW24 



EXECUTIVE SUMMARY I 

RIO RICO UTILITIES, INC. 
DOCKET NO. WS-02676A-12-0196 

The Surrebuttal Testimony of Staff witness Mary J. Rimback addresses the issues of rate 
base, operating income revenue requirement, and rate design for Rio Rico Utilities, Inc. (“RRUI” 
or “Company”). 

The Company’s Rebuttal Testimony for the water division requests an increase in 
revenue of $581,865 (20.94 percent) over test year revenue of $2,778,765. The total annual 
revenue of $3,360,630 produces an operating income of $725,084 for a 9.38 percent rate of 
return on fair value rate base (“FVRB”), which is also its original cost rate base (“OCRI3”) of 
$7,730,108. 

The Company’s Rebuttal Testimony for the waste water division requests an increase in 
revenue of $235,540 (17.19 percent) over test year revenue of $1,370,130. The total annual 
revenue of $1,605,670 produces operating income of $444,161 for a 9.38 percent rate of return 
on FVlU3 which is also its OCRB, of $4,735,192. 

StafFs surrebuttal for the water division recornmends an increase in revenue of $257,875 
(9.00 percent) over test year revenue of $2,864,823. The total annual revenue of $3,122,698 
produces operating income of $628,558 for an 8.2 percent rate of return on Staff-adjusted FVRB 
of $7,665,343. Staffs surrebuttal revenue requirement represents a $77,295 decrease from its 
Direct Testimony. Staffs recommended rates would increase the typical 5/8 x 3/4-inch meter 
residential water bill with median usage of 6,000 gallons by $3.69 (15.06 percent), from $24.51 
to $28.20. 

Staffs surrebuttal for the wastewater division recommends an increase in revenue of 
$120,034 (8.56 percent) over test year revenue of $1,402,843. The total annual revenue of 
$1,522,877 produces an operating income of $384,922 for an 8.2 percent rate of return on Staff 
adjusted FVRB of $4,694,175. Staffs surrebuttal revenue requirement represents a $12,359 
decrease from its Direct Testimony. Staffs recommended rates would increase the mica1 
residential wastewater bill $4.52 (9.85 percent), from $45.88 to $50.40. 
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I. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

11. 

Q. 
A. 

INTRODUCTION 

Please state your name, occupation, and business address. 

My name is Mary J. Rimback; I am a Public Utilities Analyst employed by the Anzona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff”). 

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

Are you the same Mary J. Rimback who previously submitted Direct Testimony in 

this case? 

Yes, I am. 

How is your testimony organized? 

My testimony is presented in five Sections. Section I is this introduction. Section I1 

provides the purpose of the testimony. Section I11 is a summary of recommendations. 

Section IV presents Staffs response to the Rebuttal Testimony of Mr. Thomas J. Bourassa 

(“Bourassa Rebuttal”). Section V presents Staffs response to the Rebuttal Testimony of 

Mr. Greg Sorensen (“Sorensen Rebuttal”). 

PURPOSE OF THE SURREBUTTAL TESTIMONY 

What is the purpose of your Surrebuttal Testimony in this proceeding? 

The purpose of my Surrebuttal Testimony in this proceeding is to respond, on behalf of 

Staff, to the Rebuttal Testimony of Rio Rico Utilities, Inc. (‘‘RJXUI’’ or “Company”) 

witnesses Mr. Thomas J. Bourassa and Mr. Greg Sorensen and to present Staffs 

Surrebuttal position regarding rate base, operating income, revenue requirement and rate 

design issues. 
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Q. 

A. 

Q. 
A. 

111. 

Q. 
A. 

Do you attempt to address every issue raised by the Company in its Rebuttal 

Testimony? 

No. My silence on any particular issue raised in the Company’s Rebuttal Testimony does 

not indicate that Staff agrees with the Company’s rebuttal position on that issue. I rely on 

my Direct Testimony unless modified by this Surrebuttal Testimony. 

What issues will you address? 

My surrebuttal addresses the following issues: 

Bourassa Rebuttal: 

1) 

2) Metered Revenues 

3) Declining Usage Adjustment 

4) Purchased Power 

5 )  Miscellaneous Expenses 

6) APUC Corporate Costs 

7) Rate Design 

8) 

Depreciation Expense and Accumulated Depreciation 

Salaries and Wages (Revised Benefits Plan) 

Sorenson Rebuttal: 

1) Salaries and Wages (Revised Benefits Plan) 

SUMMARY OF RECOMMENDATIONS 

What rebuttal revenue requirement is RRUI proposing? 

For the water division, the Company’s Rebuttal Testimony requests total operating 

revenue of $3,360,360, a $581,865 (20.94 percent) increase, over the test year revenue of 
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$2,778,766, to provide a $725,084 operating income and a 9.38 percent rate of return on a 

proposed $7,730,108 fair value rate base (“FVl2B”) which is also the proposed original 

cost rate base (“OCRB”). 

For the wastewater division, the Company’s Rebuttal Testimony requests total operating 

revenue of $1,605,670, a $235,540 (17.19 percent) increase, over the test year revenue of 

$1,370,130, to provide a $444,161 operating income and a 9.38 percent rate of return on a 

$4,735,192 FVRB which is its OCRB. 

Q- 
A. 

Please provide a summary of Staff‘s surrebuttal recommendations. 

For the water division, Staffs surrebuttal revenue requirement of $3,122,698 represents an 

increase of $257,875 (9.00 percent) over test year revenue of $2,864,823 to provide a 

$628,558 operating income for an 8.20 percent rate of return on a Staff-adjusted FVRB of 

$7,665,343. Staffs surrebuttal revenue requirement represents a $77,295 decrease from 

its Direct Testimony. Staff‘s recommended rates would increase the typical 5/8 x 3/4-inch 

meter residential water bill with median usage of 6,000 gallons by $3.69 (15.06 percent), 

from $24.51 to $28.20. 

For the wastewater division, Staffs surrebuttal revenue requirement of $1,522,877 

represents an increase of $120,034 (8.56 percent) over test year revenue of $1,402,843 to 

provide a $384,922 operating income for an 8.20 percent rate of return on a Staff-adjusted 

FVRB of $4,694,175. Staffs surrebuttal revenue requirement represents a $12,359 

decrease from its Direct Testimony. Staffs recommended rates would increase the typical 

residential wastewater bill $4.52 (9.85 percent), from $45.88 to $50.40. 
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IV. 

Depreciation Expense and Accumulated Depreciation (Water and Wastewater Divisions) 

RESPONSE TO REBUTTAL TESTIMONY OF MR. THOMAS J. BOURASSA 

Q. 

A. 

Q. 

A. 

Does the Bourassa Rebuttal propose different amounts for depreciation expense for 

the water and wastewater divisions than the Company proposed in its initial 

application? 

Yes. For the water division, the Company’s proposed rebuttal depreciation expense 

decreased by $109,788 compared to its initial filing, from $551,222 to $441,434. For the 

wastewater division, the Company’s proposed rebuttal depreciation expense decreased by 

$155,665 compared to its initial filing, from $359,629 to $203,964. 

How do the magnitudes of the Company’s revisions to depreciation expense compare 

to the proposed revenue increases and test year revenue proposed by the Company in 

its initial filing for the water and wastewater divisions? 

For the water division, the Company’s $109,788 downward adjustment to proposed 

depreciation expense represents 18.2 percent of the $604,078 requested increase and 3.8 

percent of the $2,854,838 test year revenue. For the wastewater division, the Company’s 

$1 55,665 downward adjustment to proposed depreciation expense represents 39.5 percent 

of the $393,612 requested increase and 11.4 percent of the $1,360,583 test year revenue. 

Since the revenue requirement increases and decreases in dollars equal to the change in 

depreciation expense,’ the Company’s initial filing would have reflected a $109,788 (3.8 

percent) lower revenue requirement for the water division and a $155,665 (11.4 percent) 

lower revenue requirement for the wastewater division had the Company used its rebuttal 

amounts for depreciation expense in its initial application.2 

Ignoring the relatively insignificant gross-up for property taxes, 
These amounts do not recognize any offsetting changes to accumulated depreciation. 

1 
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Q. 

A. 

Q. 

A. 

Why is the magnitude of the Company’s revision to its proposed depreciation 

expense important? 

The revisions are quite large, and they show the importance of properly capturing all of 

the parameters (e.g. plant values, depreciation rates, depreciation methodologies - 

including retirement practices) that relate to depreciation in the ratemaking process. 

Adopting an appropriate depreciation method and applying that method accurately by 

maintaining good records is a critical component in achieving that outcome. The 

circumstances that lead to the need for such large revisions should be remedied. 

Please describe some of the concerns Staff has with the Company’s depreciation 

expense and accumulated depreciation. 

Schedules in the Company’s initial application that support its plant and accumulated 

depreciation balances have obvious, unexpected inconsistencies. For example, in the 

wastewater division “Account No. 389 - Other Sewer Plant and Equipment” had a 2012 

plant balance of $64,928 and an accumulated depreciation balance of $68,869. The excess 

of accumulated depreciation over the plant balance reflects that depreciation had been 

taken on fully depreciated plant. In a second example, also in the wastewater division, 

“Account No. 371 - Pumping Equipment, ” had $1,588,356 in 2010 for both the plant and 

accumulated depreciation balances indicating that the account was fully depreciated at that 

time. The Company made additions to “Account No. 371 - Pumping Equipment, ” in 

2010, 2011 and 2012. For each of these years, the Company recognized depreciation 

expense by applying the authorized depreciation using the half-year convention in the year 

of an addition as it should have, but then inappropriately recognized depreciation expense 

equal to the remaining net book value of the addition in the following year. Thus, each 

addition was fully depreciated in two years even though the authorized annual 

depreciation rate is only 12.5 percent, reflecting an eight-year expected life. 
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It appeared to Staff that for “Account No. 371- Pumping Equipment, ” this excess 

depreciation occurred because the Company applied a peculiar group depreciation method 

that applies the depreciation rate to a pool of costs that combines the fully depreciated 

plant from years prior to 2010 to the plant additions in subsequent years. Arizona 

Administrative Code (“A.A.C.”) R14-2-102(B)(3) requires public service corporations to 

use a rational and systematic method of distributing the cost of depreciable plant over its 

estimated service life. The method that Staff understood the Company to have used in its 

initial application does not meet that standard. It simply is not rational to have plant with 

an 8-year life (12.5 percent depreciation rate) become fully depreciated in two years. 

Such a method results in inaccurate depreciation expense as well as the associated 

accumulated depreciation balance. Use of such a method could result in inappropriate 

conclusions regarding depreciation expense and accumulated depreciation and ultimately 

the revenue requirement which is a partial comprise of these components. 

Staff found similar inconsistencies in the water division. In short, the Company’s 

application shows inconsistencies in the depreciation accounts from year-to-year and from 

account-to-account resulting in depreciation of fully depreciated plant and balances in 

accumulated depreciation that exceed the plant balances for some accounts. The apparent 

method applied does not comply with A.A.C., National Association of Regulatory Utility 

Commissioners (“NARUC”), Uniform System of Accounts (“USoA”) or generally 

accepted accounting principle requirements for a depreciation method that is both 

systematic and rational. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Does the Bourassa Rebuttal have a different explanation for the inconsistencies Staff 

identified in the Company’s depreciation method and accumulated depreciation 

balances? 

Yes. The Bourassa Rebuttal (at page 5 )  attributes the inconsistencies to the Company 

depreciating plant that should have been retired. 

Is the Company’s explanation that retirement omissions could have caused the 

inconsistencies identified by Staff plausible? 

Yes. However, it would have required the Company to have overlooked obvious red flags 

(e.g., accumulated depreciation exceeding plant balances) in its accounting records for 

multiple years as well as in the preparation of its rate application. 

Is the group method of depreciation described in the Bourassa Rebuttal an  

appropriate depreciation method? 

Yes. The account group method as described in the Bourassa Rebuttal is effectively the 

same as the vintage group method Staff advocates, and it produces the same depreciation 

expense and net plant with one exception. The exception is when to recognize plant 

retirements. 

What is the retirement method described in the Bourassa Rebuttal? 

The Bourassa Rebuttal proposes to retire plant that becomes fully depreciated regardless 

of whether the plant remains in service. 

What reasons are cited by the Company for its proposed method of retiring plant? 

The Company refers NARUC USoA accounting instruction 27.B (2) and the Commission 

Decision for Bella Vista Water Company to support its position. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Do either of these references cited by the Company support its position regarding the 

timing for recording a retirements? 

No. 

Does the NARUC USoA Accounting instruction 27.B (2) address the issue of when to 

retire plant? 

No. NARUC USoA Accounting instruction 27.B (2) only addresses the issue of the 

amount removed from plant accounts and accumulated depreciation when an asset 

retired, not the timing of retirements. 

Was the timing of the recording of retirements the issue in the Bella Vista Water 

Company rate case. 

No. The issue in the Bella Vista Water Company case concerned how to address 

deficiencies in the accounting to recognize that some plant that remained recorded on the 

books was no longer in service. The issue of whether to retire plant that remains in 

service was not an issue in the Bella Vista Water Company case. 

How does the NARUC USoA describe “Property retired”? 

According to the NARUC USoA, “Property retired,” as applied to utility plant, means 

property which has been removed, sold, abandoned, destroyed, or which for any cause has 

been permanently withdrawn from service. Accordingly, the Company’s proposal to retire 

plant based on its accumulated depreciation status is a variance from that contemplated by 

the USoA. Plant should be retired when it is removed from service, not when the 

recordkeeping reflects that it is fully depreciated. The Company’s proposed retirement 

method also introduces a distortion in its balance sheet, i.e., plant and accumulated 

depreciation would be understated and would not reflect the true status of useful plant. 
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Q. 
A. 

Does Staff have any comment regarding Bourassa Rebuttal Exhibit TJB-RB2? 

Yes. Bourassa Rebuttal Exhibit TJB-RB2 is a copy of Liberty Water’s Asset Retirement 

Policy. The policy has multiple deficiencies, e.g., the Description states, 

From time to time assets are removed from plant or replaced prior to the 
end of their useful liJe. The policy governs the accounting for asset 
retirements and how they are to be recorded on the utility books. 

The statement clearly refers to the retirement of plant removed from service prior to the 

end of its expected life, but it is unclear whether is applies to plant that remains in service 

affer its expected life. The latter is the issue that has caused errors in the Company’s 

accounting for depreciation expense and accumulated depreciation. 

Further, Bourassa Rebuttal Exhibit TJB-Rl32 shows three accounting entries, Le., the 

accounts to be debited and credited. The first and second entries are described as tracking 

accounts used for statistical purposes. The third entry is to be recorded on the books and 

the end of the calendar year. The instruction for the third entry is: 

At the end of every year, a manual adjusting enter must occur to 
depreciation expense in the amount of the total debits or total credits in the 
“Depreciation Expense - retired plant” account. The entry shall be 

Dr. Accumulated Depreciation -plant 
Cr. Depreciation Expense 

The only reference to “Depreciation Expense - retired plant” is the second entry: 

Dv. Depreciation expense - retired plant 
Cr. Depreciation expense - retired plant 
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Since the debit and credits in the second entry are to the same account and no other 

accounts are affected, this account would have no net debit or credit balance. The third 

entry is dependent upon the outcome of the second entry that has no net balance. Thus, 

the third entry is presumed to never occur. What is clear about the Company’s asset 

retirement policy is that it is not clear. 

Q. 
A, 

Does Staff have any comment regarding Bourassa Rebuttal Exhibit TJB-RBl? 

Yes. Bourassa Rebuttal Exhibit TJB-REI 1 shows three different depreciation 

methodologies: individual asset, vintage year and asset group in which the depreciation 

and accumulated depreciation are identical for three $100 assets acquired in 1998, 1999 

and 2000. The exhibit serves to show that the depreciation expense and accumulated 

depreciation amounts are identical regardless of the method used. However, the exhibit 

includes one critical quality that is absent from the Company’s methodology - proper 

recordkeeping. As discussed above, deficiencies in the Company’s recordkeeping were 

such that the method that the Company claims to have used was not even recognizable, 

and it caused the Company to revise its rebuttal amounts for depreciation expense and 

accumulated depreciation by large amounts. While any depreciation method can be 

misapplied, the Company’s method appears to be open to an unusual level of inaccuracies, 

does not recognize retirements in accordance with the NARUC USoA and is applied via 

unclear policies. While Staff prefers that water and wastewater utilities use the vintage 

year group depreciation method, the account group depreciation method the Company 

claims to have used can also be systematic and rational when properly implemented. 

RRUI practice does not meet this standard. Accordingly, Staff concludes that the 

Commission should direct RRUI to revise its written policies regarding recording of 

depreciation, accumulated depreciation, retirements and other related accounts and to 

provide adequate training to employees and to provide oversight of its related practices to 
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ensure accuracy and compliance with the NARUC USoA in its recorded accounts and 

submissions before the Commission, and should place RRUI on notice that deficiencies in 

compliance may result in fines and other sanctions as determined by the Commission. 

Q- 

A. 

Q. 

A. 

Is there any significant difference in the cost or difficulty of using the vintage year 

account group method of depreciation advocated by Staff versus the account group 

depreciation used by the Company? 

Although there are minor differences, none is significant for professional accountants 

using modem computers and sofhvare. Each method requires tracking the plant additions 

by account, year placed in service, historical depreciation rates and the accumulated 

depreciation balances for each year. The primary difference relates to tracking of fully 

depreciated plant. Assuming the Company's method is modified to properly account for 

retirements when plant items are removed from service versus when they are h l ly  

depreciated, in practice, the methods are essential the same. 

Does Staff have any correction to the depreciation expense presented in its Direct 

Testimony? 

Yes. Due to incorrect links in a spreadsheet, Schedule MJR-W17 for the water division 

showed incorrect amounts for fully depreciated plant for Account No. 311, Electric 

Pumping Equipment and Account No. 347 Miscellaneous Equipment. For Electric 

Pumping Equipment, the incorrect amount ($1,504,18 1 j is replace by $2,47 1,20 1 and for 

Miscellaneous Equipment, the incorrect amount ($0) is replaced by $7,531, as shown in 

Surrebuttal Schedule MJR-W17. 
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Q. 
A. 

What amount is Staff recommending for depreciation expense? 

Staff recommends $377,485 for the water division depreciation expense and $223,774 for 

the wastewater division depreciation expenses, as shown in Surrebuttal Schedules MJR- 

W14 and MJR-WW14, respectively. Staff also recommends that the Commission direct 

RRUI to revise its written policies regarding the recording of depreciation, accumulated 

depreciation, retirements and other related accounts, to provide adequate training to 

employees and to provide oversight of its related practices to ensure accuracy and 

compliance with the NARUC USoA in its recorded accounts and submissions before the 

Commission, Staff further recommends that RRUI be put on notice that deficiencies in 

compliance may result in fines and other sanctions as determined by the Commission. 

Metered Revenue (Water Division) 

Q. 

A. 

What are Staff comments on the Company’s rebuttal adjustment number 4 to 

increase test year revenue by $1,203 due to a change in the Company’s revenue 

annualization for billing for Morning Star Ranch, a 6-inch metered bulk water 

customer? 

During the test year, Morning Star Ranch (“MSR”) made purchases only in the last four 

months. The RRUI’s initial application did not annualize the revenue for MSR due to 

insufficient data and uncertainty regarding MSR being an on-going customer. However, 

MSR has continued as a customer, and the Company is now recognizing MSR by 

annualizing its revenue and proposing a $1,203 annualization adjustment to recognize 

twelve months of billings for MSR using the most recent twelve months of data. The 

Company recorded $29,625 of revenue from sales to MSR in the test year. Staff has 

calculated an annualized MSR revenue using the twelve-month period (October 20 1 1 

through November 2012), as shown in Surrebuttal Schedule MJR-W21, and it is $39,907, 

an increase of $9,985 over the actual test year revenue. 
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Q. 

A. 

What does Staff recommend for Metered Water Revenue? 

Staff recommends an increase in test year Metered Water Revenue by $9,985, fiom 

$2,811,949 to $2,821,934, as shown in Surrebuttal Schedule MJR-W21. 

Declining Usage (Water and Wastewater Divisions) 

Q. 

A. 

What are Staffs comments regarding Bourassa Rebuttal adjustment number 3 to 

reduce test year revenue by ($77,275 for the water division and $32,715 for the 

wastewater division) due projected declining usage? 

First, the Company did not introduce this adjustment until its Rebuttal Testimony, thus 

limiting Staffs ability to evaluate the Company's proposal. That proposal is based on the 

assumption that historical trends for water consumption will continue linearly over a 

three-year period following the authorization of rates in this proceeding. Any historical 

reductions in consumption indicate that customers have already made adjustment in their 

lifestyles to more efficiently use water. Customers are likely to make the largest and most 

convenient lifestyle change first. At some point customers will have made all reasonable, 

significant reductions in their consumption. The Company 's assumption that customers 

will continue to reduce consumption at historical rates is not known and measurable or 

even logical. Accordingly, Staff recommends denial of any adjustment to water division 

revenue to recognize declining water consumption after the test year and denial of any 

corresponding adjustment to the wastewater revenue. 
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Purchased Power (Water and Wastewater Divisions) 

Q. 

A. 

What are Staffs comments regarding Bourassa Rebuttal adjustment number 6 to 

increase Purchased Power Expense by 4.6 percent ($17,083 for the water division 

and $2,819 for the wastewater division) due to the rate increase request by RRUI’s 

electric power provider Tucson Electric Power “TEP”)? 

RRUI’s pro forma adjustment is based on the assumption that the Commission will grant 

TEP its proposed 4.6 percent overall revenue increase and that the resulting TEP tariff for 

water utilities will also increase by 4.6 percent. As this time the change, if any, in TEP’s 

rates charged to RRUI are not known and measurable. However, there is a reasonable 

expectation that the outcome of the TEP rate case will become known before the RRUI 

rate case is decided. Accordingly, Staff is provisionally adopting RRUI’s pro forma 

adjustment to purchased power. The ultimate purchased power expense adopted in this 

case should only reflect any known and measurable change in TEP’s rates for water 

utilities. Accordingly, RRUI should provide an update to its pro forma adjustment if and 

when the Commission makes a final decision authorizing new rates for TEP. Staffs 

adjustment is shown in water division and wastewater division Surrebuttal Schedules 

MJR-W22 and MJR-WW22, respectively. 

Miscellaneous Expense (Water Division) 

Q. 

A. 

Has Staff adopted a $1,804 adjustment to reduce Miscellaneous Expense for  the 

water division to conform with the amount adopt by RRUI and the Residential 

Utility Consumer Office (“RUCO”)? 

Yes. Staffs adjustment is shown in Surrebuttal Schedule MJR-W23. 
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Algonquin Power & Utilities Corp (‘‘APUC’Y Cost Allocation (Water and Wastewater Divisions) 

0. 

A. 

Does Staff have any comments regarding the Bourassa Rebuttal pertaining to the 

issue of APUC allocations? 

Yes. The Bourassa Rebuttal suggests that Staff does not recognize that its proposed 

allocated costs not only include allocations fiom APUC but also other corporate cost 

allocations including amounts allocated from Liberty Utilities Company Canada and 

Liberty’s Avondale office in addition to direct charges. It also implies that the large 

volume (reported as 1,500 pages of supporting documentation) provide to Staff justifies 

recovery of its requested cost allocations. Further, it asserts that Staff did not express 

disagreement over the support provided to the $4 12,723 or $19 1,73 8 amounts presented in 

the C-1 schedules for the water division and wastewater divisions, respectfully. 

In response, Staff was fully aware that the proposed cost allocations ($133,975 for the 

water division and $59,292 for the wastewater division) represent amounts in addition to 

those from APUC. Staff agrees that the Company provided a large volume of support for 

the $4,696,412 (Canadian Dollars) total pool from which the proposed cost were allocated. 

RRUI also provide support for amounts the Company removed from that pool. Staff did 

inform the Company that its support was insufficient because it did not identify the 

components of the total pool of costs that the Company is requesting to recover. The 

Company’s replied that it had already provided all the necessary information in a 

combination of documents and Excel spreadsheets. Instead of identifylng the costs it 

requests for recovery, the Company provided a large volume of data for the total pool of 

costs and for another pool of costs that it removed and expected Staff to segregate the 

amounts the Company was requesting to recover. Staff does not consider such indirect 

representation of requested costs to be adequate. Further, the supporting documentation 
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was not well organized and required sorting through many pages to identify calculations 

provided on cover sheets. 

Q. 
A. 

What does Staff recommend for APUC allocations? 

Staff recommends a $38,083 reduction in the proposed APUC allocated corporate cost in 

the water division, as shown in Surrebuttal Schedule MJR-W 18, and a $27,93 1 reduction 

in the wastewater division, as shown in Surrebuttal Schedule MJR-WW19. 

Salaries and Wages - Employee Benefits Expense (Water and Wastewater Divisions) 

Q. What are Staff’s comments regarding Bourassa Rebuttal adjustment number 9 to 

increase Salaries and Wages expense by ($31,891 for the water division and $11,811 

for the wastewater division) to recognize revised employee benefits? 

Staff recommends denial of this pro forma adjustment related to a revision in the 

Company’s employee benefit plan. The reasons for Staffs recommendation are discussed 

below in Staffs response to Mr. Sorensen. 

A. 

Rate Design (Water and Wastewater Divisions) 

Q. Does Staff have any comments regarding the portion of the Bourassa Rebuttal 

Testimony pertaining to the issue of rate design? 

Yes. For the water division, the Bourassa Rebuttal Testimony identifies several issues of 

contention regarding Staffs water rate design including: (1) an assertion the Staffs rate 

design does not propose a single tier commodity rate for the 6-inch bulk meter c~storner ;~ 

(2) an assertion that Staffs recommended rates produce $19,000 less than its 

recommended revenue req~irement;~ (3) an assertion that Staffs rate structure creates 

revenue volatility due to a transfer of revenue from the first tier commodity rate to the 

A. 

’ Bourassa Rebuttal at page 50. 
Bourassa Rebuttal at page 5 1. 
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higher tiers;5 (4) an assertion that the Company proposes to discontinue and Staff proposes 

to continue the $40 Service Call per hodafter  hour charge; and (5) an assertion that the 

Company proposes a $50 Service Charge - after hours and Staff recommended $40 for the 

after-hour service. 

Schedule MJR-W1 attached to Staff Direct Testimony for rate design shows that Staff did, 

in fact, recommend a single tier commodity rate for the 6-inch bulk meter. Thus, Staff and 

the Company are in agreement on this issue. 

Staff has found no basis for the Company’s an assertion that Staffs recommended rates 

produce $19,000 less than its recommended revenue requirement. Staff notes that the 

Company proposes an $1 8,23 1 downward revenue annualization adjustment that Staff is 

not adopting because there is no support to suggest that the end of year customer counts 

the Company uses for its adjustment are more representative of the on-going number of 

customers than the actual test year customers. The premise of the Company’s revenue 

annualization adjustment is not consistent with the typical seasonal customer variations 

experienced by utilities in h z o n a .  

The Bourassa Rebuttal states that all inverted tier commodity rate structures are inherently 

volatile, and expresses concern that Staff proposes to lower the first tier commodity rate 

and states that reducing the first tier commodity rate sends the wrong conservation signal 

to customers - that water is ~ h e a p e r . ~  While it is generally recognized that transferring 

revenue attributed to a lower rate commodity tier to a higher rate commodity tier is 

associated with greater revenue variances, the notion that transferring revenues attributed 

Bourassa Rebuttal at page 5 1. 
Bourassa Rebuttal at page 5 5 .  ’ Bourassa Rebuttal at page 5 1. 
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to the first commodity rate tier to higher commodity rate tiers by reducing the former and 

increasing the latter sends an inappropriate conservation signal to customers overlooks the 

most salient feature of a rate structure that encourages efficient use of water. Since water 

is a necessity, customers have minimum consumption requirements that are non- 

discretionary. Non-discretionary water is not price sensitive. However, discretionary use 

will be more sensitive to price signal. Thus, redirecting a portion of the revenue from 

non-discretionary use to discretionary use is the primary economic feature of a rate 

structure with aspirations of encouraging efficient use of water. Since discretionary versus 

non-discretionary use is a fundamental key in a rate structure intended to send appropriate 

consumption signals to customers, the gallons in the first commodity rate tier should 

reflect an estimate for non-discretionary use. While a rate structure with large variances 

among commodity rate tiers may persistently have greater variances above and below an 

average, over time as customers achieve their particular efficient usage levels, overall 

system consumption should stabilize, i.e., the average consumption and sales by tier 

should no longer experience the reduced consumption experienced in the early years of a 

conservation oriented rate design. In other words, customers cannot continue perpetually 

to consume less. 

Staff agrees with the Company's proposal to discontinue the $40 Service Call per 

houriafter hour charge and to establish a $50 After Hours Service Charge for both the 

water and wastewater divisions. Staff had intended to make this recommendation in its 

Direct Testimony. The omission was an inadvertent oversight. 
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For the wastewater division, the Bourassa Rebuttal notes that the rate structures proposed 

by all of the parties are similar,* but also asserts that Staffs recommended rates produce 

$34,000 less revenue than its revenue requirement.’ 

As with the water division discussion above, Staff has found no basis for the Company’s 

assertion that Staffs recommended rates for the wastewater division produce $34,000 less 

than its recommended revenue requirement. However, unlike the water division, Staffs 

rejection of the Company’s $5,207 downward revenue annualization adjustment for the 

wastewater division does not explain the discrepancy asserted by the Company. 

V. 

Salaries and Wages - Employee Benefits Expense (Water and Wastewater Divisions) 

Q. 

RESPONSE TO REBUTTAL TESTIMONY OF MR. GREG SORENSEN 

Please summarize the Sorensen Rebuttal Testimony regarding the revised employee 

benefit costs. 

The Sorensen Rebuttal Testimony explains that RRUI’s parent company, Liberty, changed 

its employee benefit plan. The change is based on the outcome of an analysis by a 

benefits consultant hired by Liberty to help standardize its national benefits plan across all 

all of its water, sewer, gas and electric utilities in the United States. Liberty informed the 

Company of the change during the final quarter of 2012, a date subsequent to the rate case 

filing. Approximately 75 percent of costs relate to employees working directly for RRUI 

and 25 percent pertain to employees providing administrative support from the Avondale 

office. The Company asserts that the change is known measurable and is a normal cost of 

A. 

service required to attract and retain talented employees. 

While the rate structures are similar, the rates and revenues produced by RRUI’s and Staffs rate designs differ in 

Bourassa Rebuttal at page 55. 
accordance with their respective revenue requirements. 
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Q. 

A. 

Q. 
A. 

Does Staff have concerns regarding the Company’s request to include the 

incremental costs of the revised employee benefits in this rate case? 

Yes. Introducing these incremental costs in Rebuttal Testimony does not allow Staff 

sufficient time to adequately examine various aspects of the costs. Several concerns 

immediately come to mind including: (1) Why the Company did not broach this issue with 

Staff when it became known in the fourth quarter of 2012; (2) Why the Company did not 

provide calculations for support the requested amount; (3) Whether it is appropriate to 

assume that benefits should be standardized across the United States as opposed to 

regionalized; (4) Whether the cost to hire employees in RRUI’s service temtory are 

greater than, less than or equal to those in other parts of the country; ( 5 )  Whether 

employee benefits should be standardized across water, sewer, gas, and electric utilities; 

(6) Whether the consultant’s study is available for review; (7) Whether additional benefits 

are being provided; and (8) why RRUI believes it must provide incremental benefits to 

attract talented employees in a high unemployment economic environment. Under these 

circumstances, Staff does not agree that the proposed incremental employee benefit costs 

are a known and measurable change that the Company has demonstrated are necessary for 

the provision of service. 

Does this conclude your Surrebuttal Testimony? 

Yes, it does. 
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REVENUE REQUIREMENT 

LINE 
NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

DESCRIPTION 

Adjusted Rate  B a s e  

Adjusted Operating Income (Loss) 

Current Rate  of Return (L2 / L1) 

Required Rate  of Return 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

Gross Revenue Conversion Factor 

Required Revenue Increase (L7 * L6) 

Adjusted Test Year  Revenue 

Proposed Annual Revenue  

Required Increase in Revenue (%) 

References:  
Column (A): Company Schedule  A-I 

Surrebut ta l  Schedule MJR-W1 

(A) 
COMPANY 

FA1 R 
VALUE 

7,629,607 

375,933 

4.93% 

9.70% 

740,072 

364,139 

1.6589 

604,078 

2,854,838 

3,458,916 

21.16% 

(B) 
STAFF 

FAIR 
VALUE 

$ 7,665,343 

$ 473,110 

6.17% 

8.20% 

$ 628,558 

$ 155,448 

1.6589 

I $  257.875 I 

$ 2,864,823 

$ 3,122,698 

9.00% 

Column (B): Staff 'Schedules MJR-W3 and MJR-W12 
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GROSS REVENUE CONVERSION FACTOR 

Surrebuttal Schedule MJR-WZ 

LINE ~ 

- NO 

1 
2 
3 
4 
5 
6 

7 
8 
9 
10 
11 

12 
13 
14 
15 
16 
17 

18 
19 
20 
21 
22 
23 

24 
25 
26 

27 
28 
29 

30 
31 
32 
33 
34 

35 
36 
37 
38 

39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 

DESCRIPTION 

Calculation of Gross Revenue Conversion Factor 
Revenue 100 0000% 
Uncollecible Factor 0 0000% 
Revenues (L1 - U )  100 0000% 
Combined Federal and State Income Tax and Property Tax Rate (Line 18) 39 71 96% 
Subtotal (L3 - L4) 60.2804% 
Revenue Conversion Factor (L1 I L5) 1658915 

Calculation of Uncollecfflble Factor: 
Unity 
Combined Federal and State Tax Rate (Line 23) 
One Minus Combined Income Tax Rate (17 - L8 ) 
Uncollectible Rate 
Uncollectible Factor (L9 * L10 ) 

Calculation of Effective Tar Rate: 
Operating Income Before Taxes [Arizona Taxable Income) 
Arizona State income Tax Rate 
Federal Taxable Income (L7 - L8) 
Applicable Federal income Tax Rate (Line 48) 
Effective Federal Income Tax Rate (L9 x L10) 
Combined Federal and State Income Tax Rate (LE +L11) 

100.0000% 
36.5989% 
61.4011% 
0.0000% 
0.0000% 

Calcuiation of Effective Prooerh/ Tax Factor 
Unity 100.0000% 
Combined Federal and State income Tax Rate (112) 

Property Tax Factor (MJR-W17, L27) 
Effective Property Tax Factor (L15T16) 

38.5989% 
61.401 1% 

1.8253% 
One Minus Combined Income Tax Rate (113-114) 

1.1208% 
Combined Federal and State income Tax and Property Tax Rate (L12+L17) 

Required Operating Income (Schedule MJR-W1, Line 5) $ 628,558 
AdjustedTest Year Operating Income (Loss) (MJR-W13, L40 473,110 
Required Increase in Operating Income (119 - L20) $ 155,448 

income Taxes on Recommended Revenue (Col. [C], L52) $ 395,133 
Income Taxes on Test Year Revenue (Col. [C], L52) 297.413 
Required Increase in Revenue to Provide for Income Taxes (L22 - LZ3) 

Recommended Revenue Requirement (Schedule MJR-W1, Line 10) $ 3,122,698 
Uncollectible Rate 0.0000% 
Uncolllectible Expense on Recommended Revenue (L25V6) 
Adjusted Test Year Uncollectible Expense 

39.71 96% 

97,720 

$ 
$ 

Required increase in Revenue to Provide for Uncollectible Exp. (127-LZ8) 

Property Tax with Recommended Revenue (Schedule MJR-W18, L21) $ 161,059 
Property Tax on Test Year Revenue (Schedule MJR-Wl8, Line 17) 156,352 
Increase in Property Tax Due to Increase in Revenue (L30-31) 
Total Required Increase in Revenue (L21 + L24 + LZ9 + L32) 

4,707 
$ 257,875 

Calculabon of Income T a r  
Revenue (Schedule MJR-W1, Col [B], Line 9 8 Sch MJR-W1, Col [B] Line 10) 
Operatmg Expenses Excluding Income Taxes 
Synchronized Interest (L57) 
Anzona Taxable Income (L34 - L35 - L36) 
Anzona State Income Tax Rate 
Anzona income Tax (L37 x L38) 
Federal Taxable Income (L37- L39) 
Federal Tax on First Income Bracket ($1 - $50,000) @ 15% 
Federal Tax on Second Income Bracket ($51,001 - $75,000) @ 25% 
Federal Tax on Third Income Bracket ($75,001 - $100,000) @! 34% 
Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39% 
Federal Tax on Fifth Income Bracket ($335,001 -$lO,OOO,OOO) @ 34% 
Total Federal Income Tax 
Combined Federal and State Income Tax (L39 + 146) 

Test Staff 
Year Recommended 

$ 2,864,823 $ 257.875 $ 3,122,698 
$ 2,094,299 $ 2,099,006 
$ $ 
$ 770,523 $ 1,023,692 

6.9680% 6.9680% 
a 53,690 $ 71.331 
$ 716.833 $ 952,361 
$ 7,500 $ 7,500 
$ 6,250 $ 6,250 
$ 8,500 $ 8,500 
$ 91,650 $ 91,650 
$ 129,823 $ 209,903 
$ 243,723 $ 323,803 
$ 297.413 $ 395,133 

53 Applicable Federal Income Tax Rate [Col. [C], 146 - Col. [A], 1461 / [Col. [C], L40 - Col. [A], L40] 

54 Synchronized Interest Calculation 
55 RateBase 
56 Weighted Average Cost of Debt 
57 Svnchronized Interest 

34.0000% 

. $ 7,665.343 
0.00% 

c 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29;2012 

RATE BASE - ORIGINAL COST PROPOSED 

LINE 
- NO. 

1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

Surrebuttal Schedule MJR-W3 

(A) (8) (C) 
COMPANY STAFF 

A S  STAFF AS 
FILED ADJUSTMENTS ADJUSTED 

$ 36,146,217 $ (148,265) $ 35,997,952 

156,664 $ 20,518,500 $ 20,361,836 $ 
15,784,381 (304.928) 15,479,453 

LESS: 

$ 20,179,119 
5 Less: Accumulated Amortization 8,797,261 (1 04,741 ) $ 8,692,520 
6 Net CIAC 11,381,858 104,741 $ 11,486,599 

4 Contributions in Aid of Construction (CIAC) $ 20,179,119 $ 

7 

8 Customer Deposits 

9 Deferred Income Tax Credits 

Advances in Aid of Construction (AIAC) 660,955 

284,024 

405,395 16,184 

660,955 

284,024 

421,579 

10 Working Capital Allowance 

1 I Defered Regulator)/ Assets 

12 Original Cost Rate Base $ 7,629,604 $ 35,739 $ 7,665,343 

References: 
Column [A]: Company Application Schedule B-I 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 





Rio Rico Utilities, lnc. -Water Division 
Docket No. WS02676A-22-0196 
Test Year Ended February 29,2012 

COMPANY STAFF STAFF 
LINE ACCT AS FILED ADJUSTMENTS AS ADJUSTED 

NO. NO. DESCRIPTION (Col A + Col 6 )  . 

RATE BASE ADJUSTMENT NO. 1 - RECLASSIFICATION OF NET PLANT TO WASTEWATER 

Accurn Depreciation Adpstment for Plant Transferred 
to NIWWTP 

2011 2012 Acc Dep 
2 Mos 

2009 2010 

2009 320 Water Treatment Plant 3 33% Depreciation $ (5.658) $ (94) $ (188) $ (188) $ (31) $ (502) 
2010 336 Back Flow Prevention Devices 6 67 % Depreciation $ (7,210) $ (240) $ (481) $ (80) $ (802) 

Subtotal $ (15,362) $ (1,415) 
201 1 336 Back Flow Prevention Devlces 6.67 % Depreciatlon $ (2,494) $ (83) $ (28) $ (1111 

1 320 Water Treatment Plants 
2 336 Backflow Prevention Devices 
3 Total 

4 Accumulated Depreciation 

$ 369,100 $ (5,658) $ 363,442 
$ 75.855 $ (9,704) $ 6,151 
$ 384,955 $ (15,362) $ 369,593 

1415 $ (I ,415) 0 

Sunebutal Schedule MJR-W5 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
T e s t  Year Ended February 2 9 , 2 0 1 2  

Surrebuttal Schedule MJR-W6 

RATE BASE ADJUSTMENT NO. 2 - REMOVE A PORTION OF A BUILDING ALLOCATED TO WASTEWATER 

1 304 Structures and improvements 3,432,930 $ (121,438) $ 3.31 1,492 

2 Accumulated Depreciation $ (337) 

References: 
Column [A]: Company Application Schedule 8.2, Page 3.5 
Column iB1: Comoanv Testimonv 
Column is: Column iA] + Colurh [B] 

304 Structures and Improvements $ 
Depreciation rate 1 month Acc Dep 

337 121,438 3.33% $ 



Rio R i m  Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29, 2012 

LINE 
NO 

Surrebuttal Schedule MJR-W7 

inciuded in Piant 
Service STAFF 

DESCRIPTION Per Comoany ADJUSTMENTS 

RATE BASE ADJUSTMENT NO. 3 - REMOVE 2012 AFFILIATE PROFIT 

i t  I I I 

1 304 Structures and imorovements 
2 307 Wells and Springs 
3 
4 

31 1 Eiectric Pumping Equipment 
331 Transmission and Distribution Mains 

Total Plant Adj 

Accumulated Depreciation Adj 112 year 

304 Structures and Improvements 
307 Wells and Springs 
31 1 Eiectric Pumping Equipment 
331 Transmission and Distribution Mains 

Total Accum Deprec Adj 

35 $ ' (35) 
7 $ (7) 

303 $ (303) 
1363 $ (1,363) 

$ 1,708 $ (1,708) 

Depr Rate 
3.33% $ I $  (1) 
3.33% $ 

12.50% $ 19 $ (19) 

$ 34 $ (34) 
2.00% $ 14 $ (14) 

References: 
Column [A]: Company Schedule B-2, Page 3.4 
Column [B]: Company Response to Staff DRs MJR 1.15 and 2.10 



Rio Rico Utilities, inc. - Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Surrebuttal Schedule  MJR-W8 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS ASADJUSTED 

RATE BASE ADJUSTMENT NO. 4 - ADIT ADJUSTMENT 

1 ADIT $ 405,395 $ 16,184 $ 421,579 

References: 
Column .[A]: Company Schedule B.1, Page 1 
Column [B]: Column [C] less Column [A] 
Column [C]: Column [A] + Column [B] 



Rio Rico Utilities, Inc. - Water Division 
Docket N 0. WS-0267 6A- 1 2-0 1 96 
Test Year Ended February 29,2012 

LINE 
NO. 

Surrebuttal Schedule MJR-W9 

COMPANY STAFF STAFF 
DESCRIPTION A S  FILED ADJUSTMENTS ASADJUSTED 

RATE BASE ADJUSTMENT NO. 5 -.Accumulated Depreciation - Fully Depreciated Pfant 

1 Accumulated Depreciation 

References: 
Column [A]: Company Schedule B-2, Page 3.5 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 

$ 2,869,270 $ (290,873) $ 2,578,397 



Rio Rico Utilities, Inc. - Water Division 
Docket No. WS-02676A-12-0196 
Test  Year Ended February 29 ,2012  

Surrebuttal Schedule MJR-W1 0 

LINE 
NO. 

I W T E  BASE ADJUSTMENT NO. 6 - ACCUMULATED AMORTIZATION OF ClAC 1 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS ASADJUSTED 

1 ClAC Amortization 

References: 
Columns [A]: Company Schedule 8-2, Page 5 1  
Column [B]: Column [C] less Column [A] 
Column [C]: Testimony MJR 

$ 8,797,261 $ (104,741) 8,692,520 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. DESCRIPTION 

Surrebuttal Schedule MJR-W1 I 

Depreciation Staff Adjustment 
Deprec Prior 2009-201 1 Acc Dep 

Rate Rate Case 3 Years 

RATE BASE ADJUSTMENT NO. 7 -ACCUMULATED DEPRECIATION AFFILIATE PROFIT 2009-1 1 

1 307 Wells & Springs 3.33% $ (4,372) $ 437 

3 331 Transmission and Distribution Mains 2.00% (5,568) 334 
2 31 1 Electric Pumping Equipment 12.50% (1 70) 64 

4 339 Other Plant & Misc Equip 6.67% (8,386) 1,678 
5 Total Plant Adj $ (18,496) $ 2,513 $ (2,513) 

References: 
Column [A]: Company Schedule B-2, Page 3.5 
Column [B]: Company Schedule 8-2, Page 3.6 
Column [C]: Column [A] x Column [B] x 3 
Column [D]: Testimony MJR 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test  Year Ended February 2 9 , 2 0 1 2  

LINE C 0 MPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 8 - PLANT RETIREMENT 

Surrebuttal Schedule MJR-W12 

References: 
Column [A]: Company Schedule 8-2, P a g e  3.5 
Column [B]: Company Reponse to RUCO DR 11.3 
Column [C]: Column [A] + Column [Bl 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

OPERATING INCOME STATEMENT -ADJUSTED TEST YEAR AND STAFF RECOMMENDED 

Surrebuttal Schedule MJR-W13 

[Dl 

STAFF 
PROPOSED 
CHANGES 

[AI 
COMPANY 
ADJUSTED 
TEST YEAR 

DESCRIPTION AS FILED 

REVENUES' 
Metered Water Sales $ 2,811,949 
Water Sales-Unmetered 
Other Water Revenue 42.889 
Intentionally Lefl Blank 
Total Operating Revenues $ 2,854,838 

P I  

STAFF 
TEST YEAR 

ADJUSTMENTS 

[CI 
STAFF 

TEST YEAR 
AS 

ADJUSTED 
LINE 
NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

- 
STAFF 

RECOMMENDED 

$ 2.821.934 

42.689 
. -  

$ 257.875 $ 3,079,609 ' 

42,889 

$ 3,122,698 $ 2,864,823 $ 257,875 

$ 426.012 

371.378 

OPERATING EXPENSES 
Salaries and Wages 
Purchased Water 
Purchased Power 
Fuel for Power Production 
Chemicals 
Materials and Supplies 
Office Supplies and Expense 
Management Services-Liberty Water 
Management Services-Corporate 
Management Services-Other 
Outside Services-Accounting 
Outside Services-Engineering 
Outside Services - Other 
Outside Services - Legal 
Water Testing 
Rents-Building 
Rents-Equipment 
Transportation Expenses 
Insurance - General Liability 
Insurance - Vehicle 
Regulatory Cornmission Expense 
Reguiatory Commission Expense - Rate 
Miscellaneous Expense 
Bad Debt Expense 
Depreciation Expense 
Amorhzation of CIAC (incl in Dep Exp) 
Taxes Other than income 
Property Taxes 
Income Taxes 

$ 

17,063 

$ 426,012 

388,461 

$ 426.012 

388,461 

3.884 
27,517 

255,563 
93,335 
15,903 

167 

3.884 
27,517 

3,884 
27,517 

(1,804) 
(40,640) 

257,367 

15,903 
167 

133,975 
255,563 
93,335 
15,903 

167 

14,205 
4.690 

28,231 

14,205 
4,690 

23.821 

14,205 
4,690 

23.821 

3.208 
89,305 
34,100 

7.733 

(4,410) 

3.208 
89,305 
34,100 
7.733 

Case 87,500 
85,057 

551,222 

155,805 
181.647 

3.208 
89,305 
34,100 
7.733 

87,500 
85,057 

87,500 
85.057 

377,486 

161,059 
395,133 

$ 2,494140 
$ 628.558 

(173,736) 

547 
115,766 

377.486 

156,352 
297,413 

4,707 
97,720 

$ 102.427 
$ 155,448 

Interest on Customer Deposits 

Operating Income (Loss) 
Total Operating Expenses $ 2. 

$ 
P 

$ (87,193) 
$ 87,193 

$ 2,391,713 
$ 473,110 

References' 
Coiurnn (A): Company Schedule C-1 
Coiumn (B): Schedule MJR-W14 
Column (C): Column (A) + Coiumn (8) 
Column (D): Schedules MJR-W1, MJR-W2 and MJR-W19 
Column (E): Column (C) + Column (D) 





Kio Kico Utilities, inc. - Water Division 
Docket No. WS-02676A-12-0196 
Test  Year Ended February 29,2012 

Line COMPANY STAFF 
No. Description P R O P O S E D  ADJUSTMENTS 

Surrebuttal Schedule MJR-W15 

STAFF 
RECOMMENDED 

OPERATING ADJUSTMENT NO. I - WATER TESTING EXPENSE 

1 W a t e r  Testing $ 28,231 $ (4,410) $ 23,821 

References:  
Column [A]: Company Schedule  C-1, Page 1 
Column [B]: Testimony Staff Engineering Testimony 
Column IC]: Column [A] + Column [B] 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-026764A-12-0196 
Test  Year Ended: February 29 ,2012 

Line 
No. 

Surrebuttal Schedule MJR-WIG 

STAFF STAFF COMPANY 
Description PROPOSED ADJUSTMENTS RECOMMENDED 

OPERATING ADJUSTMENT NO. 2 - APUC ALLOCATED CAPITAL TAXES 

1 Management Services-Corporate $ 133,975 $ (2,557) $ 131,418 

References: 
Column [A]: Company Schedule C-I, Page 1 
Column [B]: MJR Testimony 
Column [C]: Column [A] + Column [E] 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

PLANT In NonDepreciable DEPRECIABLE 
LINE ACCT SERVICE or Fully Depreciated PLANT DEPRECIATION 

Surrebuttal Schedule MJR-W17 

DEPRECIATION 
. EXPENSE 

.. 

40 
41 
42 
43 
44 

Note: 

Depreciation Expense Before Amortization of CIAC. $ 954.130 
Less Amorbzabon of ClAC $ 576,645 

Test Year Depreciation Expense - Staff $ 377,485 
Depreciation Expense - Company. $ 551.221 

Staffs Total Adjustment: $ (173,736) 

* Indicates items that were fully depreciated per Company Schedule '2-2. 
References: 
Column [A]: Schedule MJR-W4 
Column p]: Testimony MJR From Column [A] 
Column [C]: Column [A] - Column IB] 
Coiumn IO]: Staff Engineering Testimony 
Column [a: Column [C] x Column ID] 



Rio Rico Utilities, Inc. -Water  Division 
Docket No. WS-026764A-I 2-01 96 
Test  Year Ended: February 29,2012 

Line COMPANY 
No. DescriDtion PROPOSED 

Surrebuttal Schedule MJR-W18 

STAFF STAFF 
ADJUSTMENTS RECOMMENDED 

OPERATING ADJUSTMENT NO. 4 - APUC COST ALLOCATION 

3 Management Services-Corporate $ 133,975 
2 Less Adjusment No. 2 Capital Taxes (2,557) 
3 Subtotal $ 131,418 $ (38,083) $ 93,335 

References: 
Column [A]: Company Schedule C-I, Page 1 
Column [B]: MJR Testimony 
Column [C]: Column [A] + Column [B] 



Rio Rico Utilities, inc. -Water Divislon 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29, 2012 

LINE 

Surrebuttal Schedule MJR-W19 

STAFF 

OPERATING INCOME - PROPERTY TAX EXPENSE - NO ADJUSTMENT 

NO Property Tax Caiculation 

1 
2 
3 
4 
5 
6 

' 7  
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 

Staff Adjusted Test Year Revenues 
Weight Factor 
Subtotal (Line 1 * Line 2) 
Staff Recommended Revenue, Per Schedule JMM-1 
Subtotal (Line 4 + Line 5) 
Number of Years 
Three Year Average (Line 5 I Line 6) 
Department of Revenue Mutilplier 
Revenue Base Value (Line 7 *Line 8) 
Plus: 10% of CWlP - 
Less: Net  Book Value of Licensed Vehicles 
Full Cash Value (Line 9 + Line 10 -Line 11) 
Assessment Ratio 
Assessment Value (Line 12 * Line 13) 
Composite Property Tax Rate (Per Company Scheduie) 

StaffTest Year Adjusted Property Tax (Line 14 * Line 15) 
Company Proposed Property Tax 

Staff Test Year Adjustment (Line 17-Line 18) 
Property Tax - Staff Recommended Revenue (Line 14 Line 15) 
Staff Test Year Adjusted Property Tax Expense (Line 17) 
Increase in Property Tax Expense Due to Increase in Revenue Requirement 

Increase to Property Tax Expense 
increase in Revenue Requirement 
increase to Property Tax per Dollar Increase in Revenue (Line 25iLine 26) 

References: 
Coiumn [A]: Company Schedule C-2. Page 3 
Column [E]: Testimony MJR 
Column [C]: Column [A] + Coiumn [E] 

$ 2,864,823 
2 

5,729,645 
2,864,823 
8,594,468 

3 
2,864,823 

2 
5,729,645 

20,364 
5,709,281 

20.0% 
1,141,856 
13.6927% 

$ 156,352 
155,805 

$ 2,864,823 
2 

$ 5,729,645 
$ 3,122.698 

8,852,343 
3 

$ 2,950,781 
2 

$ 5,901,562 

$ 20,364 
$ 5,881,198 

20.0% 
$ 1,176,240 

13.6927% 
$ 

$ 547 
$ 161,059 
$ 156,352 
$ 4.707 

$ 4,707 
257,875 

1.825306% 

I 



Rio Rico  Utilities, Inc. - W a t e r  Division 
Docket  No. WS-02676A-12-0196 
T e s t  Year Ended February 29,2012 

OPERATING INCOME ADJUSTMENT NO. 5 - TEST YEAR INCOME TAXES 

Surrebuttal Schedule MJR-W2O 

1 income Tax Expense 

References: 
Column (A): Company Schedule C-I 
Column (B): Column [C] - Column [A] 
Column (C): Schedule MJR-W2 

$ 181,647 $ 115,766 $ 297,413 



Rio Rico Utilities, Inc. -Wate r  Division 
Docket No. WS-02676A-12-0196 
Tes t  Year Ended February 29,2012 

Surrebuttal Schedule  MJR-W21 

OPERATING ADJUSTMENT NO. 6 - MISSING BILL COUNTS BULK SALES 6-INCH METER 

No. I Description I PROPOSED I ADJUSTMENTS I RECOMMENDED I 
1 6-Inch Meter $ 29,923 $ 9,985 $ 39,907 

References: 
Column [A]: Company Schedule H-I, Page 1 
Column [B]: Ruco DR 12.1 
Column [C]: Column [A] + Column [B] 

Minimum Monthly Commodity rate per 
Charge 1,000 G a I I o n s 

Dec-11 $ 
Jan-I2 $ 
Feb-12 $ 
Mar-I2 $ 
Apr-12 $ 
May-I2 $ 
Jun-12 $ 
JuI-12, $ 

Aug-12 $ 
Sep-12 $ 
Oct-12 $ 
NOV-12 $ 

549 $ 
549 $ 
549 $ 
549 $ 
549 $ 
549 $ 
549 $ 
549 $ 
549 $ 
549 $ 
549 $ 
549 $ 

4.79 
4.79 
4.79 
4.79 
4.79 
4.79 
4.79 
4.79 
4.79 
4.79 
4.79 
4.79 

Subtotal 

541,000 $ 3,140 
404,000 2,484 
462,000 2,762 
275,000 1,866 
578,000 3,318 
709,000 3,945 

1,017,000 5,420 
554,000 3,203 
465,000 2,776 
61 6,000 3,500 
642,000 3,624 
693,000 3,868 

$ 39,907 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,201 2 

LINE 
NO. 

Surrebuttal Schedule MJR-WZ2 

COMPANY STAFF STAFF 
DESCRIPTION TEST YEAR ADJUSTMENTS RECOMMENDED 

OPERATING INCOME ADJUSTMENT NO. 7 - PURCHASED POWER 

1 Purchased Power $ 371,378 $ 17,083 $ 388,461 

References: 
Column (A): Company Schedule C-I 
Column (8): Column [C] - Column [A] 
Column (C): Schedule MJR-Surrebuttal Testimony 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE COMPANY STAFF 
NO. DESCRIPTION - TEST?(EAR ADJUSTMENTS 

Surrebuttal Schedule MJR-W23 

STAFF, 
RECOMMENDED 

OPERATlNG4NCOME ADJUSTMENT NO. 8 - MISCELLANEOUS EXPENSES 

1 Management Services-Liberty Watei $ 257,367 $ (1,804) $ 255,563 

References: 
Column (A): Company Schedule C-I 
Column (B): Column [C] - Column [A] 
Column (C): Schedule MJR-Surrebuttal Testimony 



Ro Rso Ubliber Inc.-WaQr Dlvuon 
Domkel No Ws(f2676A-12-0196 
TestYearEnded Fabmav29, 2012 

Monthly Usage Chams Prerant 

Mslsr Sbs i A l  Ckusrl. 
518 I 314 Inch 
516 x 314 Inch &ow Income) 
314 Inch 
1 I"& 
1 Inch (Low Inmma) 
1 In Inch 
2 Inch 
3 inch 
4 Inch 
6 Inch 
6 Inch 
10 Inch 
12 hrh 

10.9 
9.3 

1 6 4  
27.4 
23.3 
54.0 

175.6 
274.58 
549.01 
878.4, 

1,282.71 
2.360.71 

87.8 

518' i 314' Meter 
Fint 3.000 g d m s  
3.001 ls Q.000 galions 
owr 9,000 eabn. 

314' Meter 
First 6.000 gaRons 
Owr6,ODO galbna 

Fin1 4.500 gabns 
Over 4.500 eanons 

1' Malar 
kn! 15,000 gallons 
owr 15,000 gauonr 

Firat 22.500 gallons 
OwrZ2500 galions 

1 IR' Malar 
First 20.000 ualons 
Ovsr 20.000 8a11006 

FrsI45.000 gallons 
Over 45.000 rraliona 

2' Melar 
R n : 5 7 , O O D  rralbns 
owr 57.000 gsllonl 

Rnt 72.000 galions 
Owi 72.000 d o n s  

3" Mela 
Fmml57.000 gaUms 
ow 57.ooo gallons 

Flrst 144.000 galions 
Over 144.DOO eallons 

8' Metsr 
Firs: 125,000 gallonr 
Over 125.000 gallons 

Fin1 720.000 aalbns 
hsr 720.000 galians 

1O'Maler 
Fwst 125.000 gsbnh 
~ v e r  i ~ 5 . 0 0 0 ~ n o n .  

Flrst 1.035.000 gslDm 
Owr 1.035.000 aaHona 

12' Malw 
id 125,000 ealbnr 
Over 'I25.000 ealions 

Fart 1.935.000 gabnr 
Owi  1,935,000 ~iallons 

Firs Lines: 
- UD lo 8' 

10' 
1 2- 

5 1.5901 
2 9201 
3.6401 

2.9201 
3.6401 

NII 
NIl 

2.9201 
3.6401 

NII 
NII 

2.9201 
3.MOl 

NIP 
NIP 

2.9201 
3.6401 

NIP 
NIP 

2.020c 
3.64OC 

NIP 
NIP 

2.920C 
3.640C 

NIP 
N I A  

2.920C 
3.8400 

NIh 
NIA 

NIh 

2.9200 
3.6400 

NIA 
NIh 

29200 
3.6400 

NIh 
NIA 

2.9200 
3.6400 

NIA 
NIh 

Par Rule' 
Per Rule' 
Per Rule- 

Rale Design 

Company 
Proposed Rates 

17 2 
14 6 
25 6 
430 
36 5 
86.18 

137.71 
275.5 
430.51 
661.01 

1.980.31 
3.702.31 

1.377.61 

1.6201 
3.0201 
3.8701 

Nil 
NII 

3.020( 
3.67Oi 

NII 
W I  

' 3.0201 
3.5701 

NIP 
NIP 

3.020C 
3.670c 

NIP 
NIP 

3 020c 
3.670C 

NIP 
NIP 

3 020c 
3.670C 

NIP 
NIP 

Nlh 
NIA 

NIh 
NIA 

3.0200 
3.6700 

NIA 

NIA 
NIA 

3.0200 
3.8700 

NIA 
NIA 

3.0200 
3 6700 

NIA 
NIA 

3.0200 
3.6700 

NIA 
NlA 
NIA 

Staff 
Recommended Rales 

15.00 
1275 
z2.50 
31.50 
31.88 
75.00 

120.00 
240 00 
375 00 
750.00 

1200.00 
1,725.00 
3.225 w 

1.5W 
2.9W 
3 400 

NIh 
NIA 

2.900 
3 400 

NIh 
Nlh 

2.900 
3400 1 

2.000 
3400 I 

2.900 
3.400 I 

NIA 
NIA 1 

2.900 

NIh 
NIh I 

2.900 
3400 I 

NIA 
NIA 1 

3400 1 2.900 

4.780 

2.000 
3 400 

NIh 
NlA 

2.000 
3 400 

NIA 
NIA 

2.900 
3 4000 

Per Rule' 
Per Rule' 
Par RuW 

Sunebutta! Schaduk MJR-W24 
Page 1 of 2 



ma b o  U&ilicr tnc -Water Diwnion 
Dacnetfvc WM2676A-124196 
icr:Ysar h o e d  ieoruary29. 2012 

lacornmended 
S a ~ c a  Line 

At Cost 
At C a d  
At Carl 
A t C a d  
A t C o d  
AI  Cant 
At Cost 
AtCart 
At Cost 
AI  Cad 
At Cost 

Rate Design 

Recammendei 
Meter tnsalkboi 

At Cosl 
AtCost 
At Cost 
AtCoal 
AtCart 
At Cost 
At Cos1 
AtCasI 
At Cor1 
At Cos1 
At Corl 

Deposit Inle-t 
Raerbblmmsnt (whm 12 monhrl 
NSF Check 
isle Pamant Fsnaltv 
Deferred Pawent  
M o m g  Meler atcurtornsr Request 
Samce C a k  - Per HourIAfter hourslal 
Ahar Hovn S e ~ c a  Chams 

f 15.0f 
I 25.0: 
6 150C 
f 25.0: 
6 15.0C 

. Par COmmsssIon Rub AA.C. R-lf-2403181 .. Per Commiunn Rule A.A.C. R-14-2403iB1 - Pcr Cornmiaton Rub A.4 C. R-14-240310) - Months off tho system h e  

la1 No chams for Y I M ~ ~  calk dunnil normal wohinq hours 

In addibn b the solectian of w l a l  rates Ihe UWitvwlI coiled from lis cue11 
pnwlsge. =)as. Y P ~ .  and fmnshlsc tu Fer m m m s ~ o n  wie 14ZdoDDf5 i  

Srnw~ce and Mslertnstallation Chargss 
I Total Fiessr 
1 Chame 

samcasue Yg' At Cort 
314' At Cost 
1' At Cost 

1.10' AtCoat 
2' At Cost 
3' At Cost 
4' At Cost 
6- At Cost 
8' At Cost 
1D' At Cost 
12' At Cost 

I 15.00 
I 25.00 
S 15.00 
6 25.00 
f 15.00 

... 
6 15.00 
1.5% ~ a i m o n l  
1.5% per mmU 

At Cost 
I 40.00 

NK 

he manlhlyminlmum. 

- 
PropoJad 

SeMGe L,ne 
At Can 
At Con 
AI Cast 
At C o d  
At Cad 
At Cart 
AI Cost 
At Cart 
At Cost 
AI Cost 
AI  Cost 

__ 
PmpOxi  

At Cos: 
At Cos: 
At Cod 
At Cost 
At Cor! 
At Cost 
At Cost 
A! Cost 
At Cor! 
At Cost 
At Cart 

ioblPmporsd 
Chsme 
At Cost 
At Coat 
At C o d  
At Cost 
At C o d  
At Cod 
At Cosl 
At Cost 
At Cost 
At Cost 
At h o s t  

6 15.00 
f 25.00 
s 7500 

NK 
I 15.00 

- I  
15.00 

1.5% sermonlh 
1.5+~armanlhl 

At Cost 
NK 

50.00 

iota1 
Recommended 

At Carl 
A! Cos1 
AI Cost 
AI Coal 
At Corl 
At Carl 
At Cost 
At Cost 
At Cart 
At Cast 
AI Cort 

Sumbuttat Schedule MJR-WZ4 
Page 5 of 2 



Rio Rico Utilities, Inc. -Water Division 
Docket No. WS-02676A-12-0196 
Test Year Ended: February 29,2022 

Surrebuttal Schedule MJR-W25 

Typical Bill Analysis 
General Service 5/8 x 3/4-lnch Meter 

Present Proposed Dollar Percent 
Increase Company Proposed Gallons Rates Rates Increase 

Average Usage 9,061 $ 33.49 $ 41.02 $ 7.53 22.49% 

Median Usage 6,000 . 24.51 31.74 $ 7.23 29.50% 

Staff Recommended 

Average Usage 9,061 $ 33.49 $ 37.11 $ 3.62 10.79% 

Median Usage 6,000 24.51 28.20 $ 3.69 15.06% 

Present & Proposed Rates (Without Taxes) 
General Service 5/8 x 3/4-lnch Meter 

Company Staff 
Gallons Present Proposed % Recommended % 
Consumption Rates Rates Increase Rates Increase 

$ 10.98 $ 17.22 56.83% $ 15.00 36.61% 
1,000 12.57 19.04 51.47% 16.50 3 1.26% 

27.12% 2,000 14.16 20.86 47.32% 18.00 
3,000 15.75 22.68 44.00% 19.50 23.81% 
4,000 18.67 25.70 37.65% 22.40 19.98% 
5,000 21.59 28.72 33.02% 25.30 17.18% 
6,000 24.51 31.74 29.50% 28.20 15.06% 
7,000 27.43 34.76 26.72% 31.10 13.38% 
8,000 30.35 37.78 24.48% 34.00 12.03% 
9,000 33.27 40.80 22.63% 36.90 10.91 % 

10,000 36.91 44.47 20.48% 40.30 9.18% 
11,000 40.55 48.14 18.72% 43.70 7.77% 
12,000 44.19 51.81 17.24% 47.10 6.59% 
13,000 47.83 55.48 15.99% 50.50 5.58% 
14,000 51.47 59.15 14.92% 53.90 4.72% 
15,000 55.1 1 62.82 13.99% 57.30 3.97% 
16,000 58.75 66.49 13.17% 60.70 3.32% 

18,000 66.03 73.83 11.81% 67.50 2.23% 
17,000 62.39 70.16 12.45% 64.10 2.74% 

19,000 69.67 77.50 1 1.24% 70.90 1.77% 
20,000 73.31 81.17 10.72% 74.30 1.35% 
25,000 91.51 99.52 8.75% 91.30 -0.23% 
30,000 109.71 117.87 7.44% 108.30 -1.29% 
35,000 127.91 136.22 6.50% 125.30 -2.04% 
40,000 146.11 154.57 5.79% 142.30 -2.61% 
45,000 164.31 172.92 5.24% 159.30 -3.05% 
50,000 182.51 191.27 4.80% 176.30 -3.40% 
75,000 273.51 283.02 3.48% 261.30 -4.46% 

100,000 364.51 374.77 2.81% 346.30 -5.00% 



Rio Rico Utilities, Inc. - Wastewater Division 
Docket No.  WS-02676A-12-0296 
Test  Year Ended February 29,012 

Surrebuttal Testimony of Mary J. Rirnback 

TABLE OF CONTENTS TO SCHEDULES 

SCH# 

MJR-WW 
MJR-WW 
MJR-WW 
MJR-WW 
MJR-WW 
MJR-WW 
MJR-WW 
MJR-WW 
M J R-WW 
M JR-WW 
M J R-WW 
MJR-WW 
M J R-WW 
M J R-WW 
M J R-WW 
MJR-WW 
MJR-WW 
M J R - W  
M J R-WW 
MJR-WW 
MJR-WW 
M J R-WW 
MJR-WW 
MJR-WW 
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2 
3 
4 
5 
6 
7 
8 
9 

1 0  
11 
12  
13 
1 4  
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SUMMARY OF ORIGINAL COST RATE BASE ADJUSTMENTS 
ORIGINAL COST RATE BASE ADJUSTMENT #I - RECLASSIFICATION OF PLANT 
ORIGINAL COST RATE BASE ADJUSTMENT #2 -ACCUMULATED DEPRECIATION - ACCT. NO. 389 
ORIGINAL COST RATE BASE ADJUSTMENT #3 - PLANT RETIREMENT 
ORIGINAL COST RATE BASE ADJUSTMENT #4 -ACCUMULATED DEFERRED INCOME TAXES 
ORIGINAL COST RATE BASE ADJUSTMENT #5 - REMOVE 2012 AFFILIATE PROFIT 
ORIGINAL COST RATE BASE ADJUSTMENT #6 - ACCUMULATED DEPRECIATION AFFILIATE PROFIT 2009-1 1 
ORIGINAL COST RATE BASE ADJUSTMENT #7 -ACCUMULATED DEPRECIATION - FULLY DEPRECIATED PLANT 
ORIGINAL COST RATE BASE ADJUSTMENT #8 -ACCUMULATED AMORTIZATION OF ClAC 
OPERATING INCOME STATEMENT - ADJUSTED TEST YEAR AND STAFF RECOMMENDED 
SUMMARY OF OPERTING INCOME STATEMENT ADJUSTMENTS - TEST YEAR 

RATE BASE - ORIGINAL COSTS 

1 5  OPERATING INCOME ADJUSTMENT #I - METERED REVENUES 
16  OPERATING INCOME ADJUSTMENT #2 - APUC ALLOCATED CAPITAL TAXES 
17  OPERATING INCOME ADJUSTMENT #3 - DEPRECIATION EXPENSE 
1 8  OPERATING INCOME ADJUSTMENT #4 - RECLASSIFICATION OF EXPENSES 
19  OPERATING INCOME ADJUSTMENT #5 - APUC COST ALLOCATION 
20 OPERATING INCOME ADJUSTMENT #6 - PROPERTY TAX EXPENSE 
21 OPERATING INCOME ADJUSTMENT #7 - INCOMETAX EXPENSE 
22 OPERATING INCOME ADJUSTMENT #8 - PURCHASED POWER 
23 RATE DESIGN 
24 TYPICAL BILL ANALYSIS 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Tes t  Year Ended February 2 9 , 2 0 1 2  

REVENUE REQUIREMENT 

NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

I 1  

DESCRIPTION 

Adjusted Rate  Base  

Adjusted Operating Income (Loss) 

Current Rate  of Return (L2 I L1) 

Required Rate  of Return 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

Gross  Revenue  Conversion Factor 

Required Revenue Increase (L7 * L6) 

Adjusted Tes t  Year Revenue 

Proposed Annual Revenue 

Required Increase in Revenue (%) 

References:  
Column (A): Company Schedule A-I 

LINE 

Column .(B): Staff 'Schedules MJR-WW3 and MJR-WW13 

Surrebuttal Schedule MJR-WWI 

(A) 
COMPANY 

FA1 R 
VALUE 

4,600,012 

21 3,826 

4.65% 

9.70% 

446,201 

232,375 

1.6939 

393,612 

1,360,583 

1,754,195 

28.93 Oh 

(B) 
STAFF 
FA1 R 

VALUE 

$ 4,694,175 

$ 31 2,566 

6.66% 

8.20% 

$ 384,922 

$ 72,356 

1.6589 

IS 120,034 

$ 1,402,843 

$ 1,522,877 

8.56% 



Rio R i m  Utility, Inc. -Wastewater 
Docket Nos. WSO2676A-124196 

Test Year Ended February 29,2012 

GROSS REVENUE CONVERSION FACTOR 

Surrebuttal Schedule M J R - W Z  

LINE 
- NO. 

1 
2 
3 
4 
5 
6 

7 
8 
9 
10 
11 

7 
8 
9 
10 
11 
12 

13 
?4 
15 
16 
17 
18 

19 
20 
21 

22 
23 
24 

25 
26 
27 
28 
29 

30 
31 
32 
33 

34 
35 
36 
37 
38 
39 
40 
41 
42 
43 

DESCRIPTION 

Calculation of Gross Revenue Conversion Factor: 
~~ ~~ 

Revenue 100 0000% 
Uncoliecible Factor 0 0000% 
Revenues (L1 - L2) 100.0000% 
Combined Federal and State income Tax and Property Tax Rate (Line 18) 39.7199% 
Subtotal (L3 - 14) 60.2801% 
Revenue Conversion Factor (L1 I L5) 1.658922 

Calculafion of Uncollecthble Factor 
Unrty 
Combined Federal and State Tax Rate (Line 23) 
One Minus Combined Income Tax Rare (L7 - 18 ) 
Uncollecbble Rate 
Uncollecbble Factor (L9 * L10 ) 

Calculation of Effectwe Tax Rate 
Operatmg Income Before Taxes (Anzona Taxable Income) 
Amona State Income Tax Rate 
Fedeial Taxable income (L7 - LE) 
Applicabie Federal Income Tax Rate (Line 48) 
Effective Federal Income Tax Rate (L9 x 110) 
Combined Federal and State Income Tax Rate (L8 +L11) 

Calculahon of€ffectwe Propertv Tax Factor 
Unity 
Comoined Feoeral and State Income Tax Rate (Ll2) 
One Minus Combined Income Tax Rate (L13-114) 

100.0000% 
38.5989% 

100.0000% 
6.9680% 

93.0320% 
34.0000% 
31.6309% 

38.5989% 

100.0000% 
38.5989% 
61.401 1 % 

Property Tax Factor (JMM-WW20, L27) 

Combined Federal and State Income Tax and Property Tax Rate (L12+L17) 

1.8257% 
Effective Property Tax Factor (L15'L16) 1.121 0% 

39.7 199% 

Required Operating Income (Schedule MrlR-WW1, Line 5) $ 384,922 
AdjustedTest Year Operating Income (Loss) (MJR-WWl4, L35) 312,566 
Required Increase in Operating Income (L19 - L20) $ 72,356 

Income Taxes on Recommended Revenue (Col. [C], L47) $ 241.976 
Income Taxes on Test Year Revenue (Col. [A], L47) 196,430 
Required Increase in Revenue to Provide for income Taxes (L22 - 123) 45,486 

Recommended Revenue Requirement (Schedule MJR-WWI, Line 10) $ 1,522,877 
Uncollectible Rate 0.0000% 
Uncolllectible Exoense on Recornmended Revenue (L25'L26) $ 
Adjusted Test Year Uncollectible Expense s 
Required Increase in Revenue to Provide for Uncollectible Exp. (L27-L28) 

Property Tax witk Recommended Revenue (Schedule MJR-WW20, 121) $ 79,026 
Propem Tax on Test Year Revenue (Schedule MJR-WW20 Line 17) 76,835 
increase in Property Tax Due to increase in Revenue (L30-31) 
Total Required Increase in Revenue (L21 + 124 + 129 + L32) 

2,191 
$ 120.034 

Test 
Calculation of income Tax: Year 
Revenue (Schedule MJR-WW1. Coi. PI, Line 9 8 Sch. MJR-WW1, Col. P1 Line 10) $ 1,402,843 $ 
Operating Expenses Excluding Income Taxes 
Synchronized Interest (L51) $ 

893,787 

Amona Taxable income (L34 - L35 - L36) $ 509,056 
Anzona State Income Tax Rate 
Arizona Income Tax (L37 x L38) ?i 35,471 

Federal Tax on First Income Bracket ($1 - $50,000) @ 15% 7,500 
Federal Tax on Second Income Bracket 1551.001 - $75,000) @ 25% 6.250 

6.9680% 

Federal Taxable income (L37- L39) - $ 473,585 

Federal Tax on Third Income Bracket ($75,001 - $100,000) @34% 
44 Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39% 
45 Federal Tax on F& Income Bracket ($335,001 -$lO.OOO.OOO) @ 34% 
46 Total Federal Income Tax 
47 Combined Feaeral and State income Tax (L39 + L46) 

8.500 
91,650 
47,119 

161.019 
$ 196.490 

Staff 
Recommended 

120,034 $ 1,522,877 
895,979 $ 1,137,954 

5 
$ 626,898 

$ 43.682 $ 48,339 
$ 583,216 

7,500 
6,250 
8,500 

91,650 
84,393 

6.9680% 

198.293 $ 219,434 
$ 241.976 $ 241,976 

48 Applicable Federal Income Tax Rate [Col. [C], 146 - Coi. [A], L46] / [Col. [C], L40 - Col. [A], 1401 34.0000% 

Synchronized Interest Calculation 

Rate Base Adjusted to date: $ 4,694,175 



Rio Rico Utility, inc. -Wastewater 
Docket Nos. WSO2676A-12-0196 
Test Year Ended February 29,2012 

RATE BASE - ORIGINAL COST PROPOSED 

LINE 
- NO. 

I Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

Surrebuttal Schedule MJR-WW3 

(C) 
STAFF 

(4 (5 )  
COMPANY 

AS STAFF AS 
FILED ADJUSTMENTS ADJUSTED 

$ 14,241,190 $ 8,081 $ 14,249,271 
6,437,304 (I 69,062) 6,268,242 

$ 7,803,886 $ 177,143 $ 7,981,029 

LESS: 

4 Contributions in Aid of Construction (CIAC) $ 5,152,673 $ $ 5,152,673 
5 Less: Accumulated Amortization 2,509,975 (69,228) $ 2,440,747 
6 Net CIAC 2,642,698 69,228 $ 2,711,926 

7 

8 Customer Deposits 

9 Deferred Income Tax Credits 

Advances in Aid of Construction (AIAC) 293,794 

22,963 

244,419 13,752 

293,794 

22,963 

258,171 

10 Working Capital Allowance 

11 Defered Regulatory Assets 

12 Original Cost  Rate Base $ 4,600,012 $ 94,163 $ 4,694,175 

References: 
Column [A]: Company Application Schedule B-1 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 
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Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2072 

COMPANY 
LINE ACCT AS FILED 
NO. NO. DESCRIPTION 

Surrebuttal Schedule M J R - W 5  

STAFF STAFF 
ADJUSTMENTS AS ADJUSTED 

(Col A + Col B) 

COMPANY 
LINE ACCT AS FILED 
NO. NO. DESCRIPTION 

STAFF STAFF 
ADJUSTMENTS AS ADJUSTED 

(Col A + Col B) 

1 NIWWTP $ 2,255,600 $ 169,004 $ 2,424,604 
2 380 Treatment and Disposal Equipment 1,128,675 (153,642) 975,033 
3 Total Increase in Plant $ 3,384,275 $ 15,362 $ 3,399,637 

COMPANY 
LINE ACCT AS FILED 
NO. NO. DESCRIPTION 

STAFF 
ADJUSTMENTS 

4 NIWWTP NIWWTP From Water 
5 NIWWP from acct 380 
6 
7 

380 Treatment and Disposal 
Total Increase in AID 

- $  1,151 
9,466 

STAFF 
AS ADJUSTED 

$ 1,151 
9,466' 

11,181 (1 1 , I  81) 0 
$ - $  (564) $ 10,617 

References: 
Column [A]:' Company Application Schedule 8.2, Page 3.5 
Coiumn p]: . MJR Testimony 
Column [C]: Column [A] + Column [B] 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WSO2676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Surrebuttal Schedule  M J R - W 6  

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS A S  ADJUSTED 

RATE BASE ADJUSTMENT NO. 2 - ACCUMULATED DEPRECIATION - ACCT. NO. 389 

'After removal of 2008-2012 Affiliate Profit Accurn Dep 
Company Schedule 8-2, Page 3.5 
Staff Rate Base Adjustment No. 6 

68,869 
a45 

Sub-total 68,024 

References: 
Column [A]: Company Application Schedule B.2, Page 3.5 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Rio Rico Utility, Inc. -Wastewater  
Docket No. WS-02676A-12-0196 
Tes t  Year  Ended February 2 9 , 2 0 1 2  

LINE 
NO. 

Surrebuttal Schedule MJR-WW7 

COMPANY STAFF STAFF 
DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 3 - PLANT RETIREMENT 

References: 
Column [A]: Company Application Schedule  B.2, P a g e  3.5 and Response  to Staff DR MJR 1.34 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Rio Rico Utility, Inc. -Wastewater 
Docket No. WS-02676A-12-0196 
Test Year Ended February 2 9 , 2 0 1 2  - 

LINE COMPANY STAFF 
NO. DESCRIPTION A S  FILED ADJUSTMENTS 

Surrebuttal Schedule MJR-WW8 

STAFF 
AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 4 -ACCUMULATED DEFERRED INCOME TAXES 

1 ADIT 

References:  
Column [A]: Company Schedule  B.l ,  P a g e  1 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 

$ 244,419 $ 13,752 258,171 I 



Rio Rico Utility, Inc. - Wastewater 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Surrebuttal Schedule M JR-WW9 

Included in Plant 
Service STAFF 

DESCRlPTlON P e r  Company ADJUSTMENTS 

RATE BASE ADJUSTMENT NO. 5 - REMOVE 2012 AFFILIATE PROFIT 

2 361 Accumulated Depreciation (112 year @ 2.00) $ (4) 

References:  
Column [A]: Company Schedule B-2, Page. 3.4 
Column [B]: Company Response  to Staff DRs  MJR 1 .I 5 and 2.1 0 



Rio Rico Utility, Inc. -Wastewater 
Docket No. WS-02676A-12-0196 
Test Year Ended February 29,2012 

LINE 

iurrebuttal Schedule M JR-WW10 

Depresiated Staff Aajustrnent 
Deprec Prior 1 2009-2011 1 Acc Dep 1 

RATE BASE ADJUSTMENT NO. 6 - ACCUMULATED DEPRECIATION AFFILIATE PROFIT 2009-11 

1 NO.  DESCRIPTION 1 Rate 1 Rate Case 1 3Years I I 
1 363 Customer Services 
2 
3 Total Plant Adj 

389 Other Sewer and Plant 6.67% (4,221) a45 
$ (4,237) $ 846 $ (846) 

References: 
Column [A]: Cornapany Schedule 5 2 ,  Page 3.5 
Column [B]: Testimony MJR 



Rio Rico Utility, Inc. -Wastewater 
Docket No. WS-02676A-12-0196 
Test  Year Ended February 29,2012 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS A S  ADJUSTED 

Surrebuttal Schedule MJR-WWI 1 

, 

RATE BASE ADJUSTMENT NO. 7 - ACCUMULATED DEPRECIATION - FULLY DEPRECIATED PLANT 

1 ACCUMULATED DEPRECIATION $ 1,687,580 $ (157,686) $ 1,529,894 

REFERENCES: 
Column [A]: Company Schedule B-2, Page 4 
Column [B]: Column [C] less Column [A] 
Column [C]: Testimony MJR 



Rio Rico Utility, lnc. -Wastewater 
Docket No. WS-02676A-12-0196 
Test  Year Ended February 29 ,2012 

LINE 
NO. 

Surrebuttal Schedule MJR-WW12 

DESCRIPTION COMPANY STAFF STAFF 
AS FILED ADJUSTMENTS A S  ADJUSTED 

RATE BASE ADJUSTMENT NO. 8 -ACCUMULATED AMORTIZATION OF ClAC 

I 2009-2012 I 

1 ClAC Amortization $ 2,509,975 $ (69,228) $ 2,440,747 

REFERENCES: 
Column [A]: Company Schedule B-2, Page 5.1 
Column [B]: Column [C] less Column [A] 
Column IC]: See testimony MJR 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WSO2676A-12-0196 
Test Year Ended February 29,2012 

OPEMTING INCOME STATEMENT - ADJUSTED TESTYEAR AND STAFF RECOMMENDED 

Surrebuttal Schedule MJR-WW13 

LINE 
NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
29 
30 
31 
32 
33 

PI BI IC1 PI 19 
COMPANY STAFF 
ADJUSTED STAFF TEST YEAR STAFF 
TEST YEAR TEST YEAR AS PROPOSED STAFF 

DESCRIPTION AS FILED ADJUSTMENTS ADJUSTED CHANGES RECOMMENDED 

REVENUES: 
Flat Rate Revenues 
Measured Revenues 1,360,583 42,260 1,402,843 120,034 1,522,877 
Other Wastewater Revenues 
Intentionally Left Blank 
Total Operating Revenues $ 1,360,583 $ 42,260 $ 1,402.843 $ 120,034 $ 1,522,877 

OPERATlNG EXPENSES: 
Salaries and Wages 
Purchased Wastewater Treatment 
Sludge Removal Expense 
Purchased Power 
Fuel for Power Production 
Chemicals 
Materials and Suppiies 
Management Services Liberty Water 
Contractual Services - Corporate 
Contractual Services - Other 
Contractual Services-Engineering 
Water Testing Expense 
Contractual Services Other 
Contractual Services-Legal 
Equipment Rental 
Rents-Building 
Transportation Expense 
insurance Expense General Liability 
Insurance expense Vehicle 
Regulatory Expense 
Regulatory Expense-Rate Case 
Miscellaneous Expense 
Bad Debt Expense 
Depreciation Expense 
Taxes Other than Income 
Property Taxes 
Income Taxes 
Interest on Customer Deposits 
Total Operating Expenses 
Operating Income (Loss) 

$ 131,547 

6 1,290 

4,907 
4,473 

83,038 
59,292 

172,270 

330 
638 

400 

18,066 
1 1,302 
2,516 

29,167 
16,111 
23,194 

359,629 

74,520 
93,481 

585 

$ 
165,896 

2,819 

(28,767) 
(165,896) 

(1 35,855) 

2,315 
103,009 

$ 131,547 
165,896 

64,109 

4,907 
4,473 

83,038 
30,525 
6,374 

330 
638 

400 
585 

18,066 
11,302 
2,516 

29,167 
16,111 
23,194 

223.774 

76,835 
196,490 

$ -  $ 

2,191 
45,486 

131,547 
165,896 

64,109 

4,907 
4,473 

83,038 
30,525 
6,374 

330 
638 
585 
400 

18,066 
11,302 
2,516 

29,167 
16,111 
23,194 

223,774 

79,026 
241,976 

$ 1,146,756 $ (56,4791 $ 1,090,277 $ 47,677 $ 1,137,954 
$ 213,827 $ 98,739 $ 312,566 $ 72,356 $ 384,922 

References: 
Column (A): Company Schedule C-I 
Column (B): Schedule MJR-WW14 
Column (C): Column (A) + Column (B) 
Column (D): Schedules MJR-WW1, MJR-WW2 and MJR-WW20 
Column (E): Column (C) + Column (D) 



69 

69 



Rio Rico Utilities, Inc. -Wastewater Division 
Docket No. WS-026764A-12-0196 
Test  Year Ended: February 29,2012 

Test  Year 
Submitted ' RUCO 4.2 Rebuttal 

LINE Company After 6" Meter Test  Year 
NO. Description Bill Counts Correction Bill Counts 

Surrebuttal Schedule MJR W 1 5  

STAFF 
ADJUSTMENTS 

OPERATING ADJUSTMENT NO. I - METERED REVENUES 

[AI P I  

1 
2 
3 
4 
5 
6 
7 
8 
9 
I. 0 
I 1  
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

Residential 5/8 x 3/4" 
Residential 5/8 x 3/4" Low Income 
Residential 3/4" 
Residential 1 " 
Residential 1" Low Income 
Residential 1 1/2" 
Residential 2" 
Commercial 5/8 x 314" 
Commercial 1" 
Commercial 1 1/2" 
Commercial 2" 
Commercial 3" 
Commercial 4" 
Commercial 6" 
Industrial 5/8 x 3/4" 
Industrial 2" 
Multi-family 5/8 x 3/4" 
Multi-family I 1/2" 
Bulk 
Fire Lines up to  8 Inches 
Revenue  Annualization 
Bilt Count Revenue 

$ 1,001,239 $ 
26,948 

5,182 
7,304 

494 

132 
45,467 
54,994 
17,712 
93,658 
4,304 

89,951 
12,213 

1,001,239 
26,948 

5,182 
7,304 

494 

132 
45,467 
54,994 
17,712 
93,658 
4,304 

89,951 
33,018 

$ 1,001,239 $ 
$ 26,948 
$ 5,182 
$ 7,304 
$ 494 
$ 
$ 132 

46,018 
56,409 
17,712 
94,925 
5,376 

89,951 
33,018 

551 
1,415 

1,267 
1,072 

20,805 

4,780 4,780 4,780 
1,411 1,411 1,411 

(5,207) 7,006 11,943 17,150 
$ 1,360,582 $ 1,393,600 $ 1,402,842 $ 42,260 

0 

References: 
Column [A]: Company Schedules  H-1 , P a g e s  1 and 2 
Column [B]: Testimony MJR 
Column [D]: Column [C] - Column [A] 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2012 

Line 
No. 

Surrebuttal Schedule MJR WWI6 

~~ ~~~~ ~ - 

COMPANY STAFF STAFF 
Description PROPOSED ADJUSTMENTS RECOMMENDED 

OPERATING ADJUSTMENT NO. 2 - APUC ALLOCATED CAPITAL TAXES 

References: 
Column [A]: 
Column [B]: 
Column [C]: 

Company Schedule C-I, Page 1 
DR RUCO 6.2 
Column [A] + Column [B] 



Surrebuttal Schedule MJR-WW17 

LINE ACCT 

NO. NO. 

PLANT In DEPRECIABLE DEPRECIATION 

SERVICE NonDepreciable PLANT DEPRECIATION EXPENSE 
DESCRIPTION Per Staff PLANT (Col A - Col 8) RATE (Coi C x Coi 0 )  

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
30 
31 
32 
33 
34 
35 

351 
352 
353 
354 
355 
360 
36 1 
362 
363 
364 
365 
370 
371 
375 
380 
381 
382 
389 
390 
390 
391 
393 
394 
396 
398 
380 

Organization Cost 
Franchise Cost 
Land and Land Rights 
Sbuctures and Improvements 
Power Generation Equipment 
Collection Sewers - Force 
Collection Sewers - Gravity 
Special Collecting Structures 
Services to Customers 
Flow Measuring Devices 
Flow Measuring Installations 
Receiving Wells 
Pumping Equipment 
Resuse TBD 
Treatment and Disposal Equipment 
Plant Sewers 
Outfall Sewer Lines 
Other Plant and Misc. Equipment per company C-2' 
Office Furniture and Equipment 
Computers & Soitware per company C-2' 
Transportation Equipment 
Tools, Shop and Garage Equipment per 
Laboratory Equipment 
Communication Equipment per Company C-2' 
Other Tangible Plant 
Nogales WW 
Total Plant 

CIAC $ 5,152,673 
Depreciation Expense Before Amortization of CIAC: $ 377,480 

Less Amortization of CIAC: $ 153,705 
Test Year Depreciation Expense -Staff: $ 223,774 

Depreciation Expense - Company: $ 359,629 
Staffs Total Adjustment: $ (135,855) 

Ratio Depreciation ExpenseDepreciabIe Plant ~~ 

Note: 

Indicates items that were fully depreciated per Company Schedule C-2. 
References: 
Column [A], Schedule MJR-WW4 
Column p]: From Column [A] 
Column [C]: Column [A] - Column [B] 
Column [D]: Staff Engtneenng Teshmony 
Coiumn E]: Column [C] x Column p ]  

$ 5,785 
41 7 

7,545 
150,294 

636,023 
5,991,239 

1,204,113 
- 66,339 

867,120 
1,706,074 

975,033 
13,690 

64,928 
116,937 

4,025 
117 

5,139 

5,936 
3,913 

2,424,604 2,424,604 4.00% 96.984 
$ 14,249,271 $ 1,595,002 $ 12,654.269 $ 377.480 

2.983% 

$ 5,785 
417 

7,545 

1,497,314 

64,928 

4,025 

5,139 

5,936 
3,913 

$ 

150,294 

636,023 
5,991,239 

1,204,113 
66,339 

867,120 
208,760 

975,033 
13,690 

116,937 

117 

0.00% 
0.00% 
0.00% 
3:33% 
5.00% 
2.00% 
2.00% 
2.00% 
2.00% 

10.00% 
10.00% 
3.33% 

12.50% 
2.50% 
5.00% 
5.00% 
3.33% 
6.67% 
6.67% 

20.00% 
20.00% 

5.00% 
0.00% 

10.00% 
10.00% 

5,005 

12,720 
1 19,825 

24,082 
6,634 

28,875 
26,005 

48,752 
685 

7,800 

23 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29,2012 

Line COMPANY 
No. Description PROPOSED 

Surrebuttal Schedule MJR WW18 

STAFF STAFF 
ADJUSTMENTS RECOMMENDED 

OPERATING ADJUSTMENT NO. 4 - RECLASSIFICATION OF EXPENSES 

1 Management Services Other $ 172,270 (165,896) $ 6,374 
2 Purchased Waste Water Treatment 165,896 165.896 

References: 
Column [A]: Company Schedule C-I, Page 1 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Rio Rico Utility, Inc. -Was tewa te r  
Docket Nos. WS02676A-12-0196 
Test  Year  Ended February 29,2012 

Line 
No. Description 

Surrebuttal  S c h e d u l e  MJR WWl9 

COMPANY STAFF STAFF 
PROPOSED ADJUSTMENTS RECOMMENDED 

OPERATING ADJUSTMENT NO. 5 - APUC COST ALLOCATION 

[AI PI [CI 

1 Contractual Services - Corporate $ 58,456 $ (27,931) $ 30,525 

Company Proposed is after 
adjustment # 2 which removed 
Capital taxes from Allocations. 

References: 
Column [A]: Company Schedule C-I, Page I 
Coiurnn [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WS02676A-12-0196 
Test Year Ended February 29, 2012 

Surrebuttal Schedule MJR-WW20 

LINE 

I OPERATING INCOME ADJUSTMENT NO. 6 - PROPERTY TAX EXPENSE 

STAFF 
RECOMMENDED 

STAFF 
NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 

Property Tax Calculation AS ADJUSTED 

Staff Adjusted Test Year Revenues 
Weight Factor 
Subtotal (Line 1 + Line 2) 
Staff Recommended Revenue, Per Schedule JMM-1 
Subtotal (Line 4 + Line 5) 
Number of Years 
Three Year Average (Line 5 / Line 6) 
Department of Revenue Mutilplier 
Revenue Base Value (Line 7 Line 8) 
Plus: 10% of CWlP - 
Less: Net Book Value of Licensed Vehicles 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessment Value (Line 12 * Line 13) 
Composite Property Tax Rate (Per Company Schedule) 

Staff Test Year Adjusted Property Tax (Line 14 * Line 15) 
Company Proposed Property Tax 

Staff Test Year Adjustment (Line 17-Line 18) 
Property Tax - Staff Recommended Revenue (Line 14 Line 15) 
Staff Test Year Adjusted Property Tax Expense (Line 17) 
Increase in Property Tax Expense Due to Increase in Revenue Requirement 

Increase to Property Tax Expense 
Increase in Revenue Requirement 
Increase to Property Tax per Dollar Increase in Revenue (Line 25/Line 26) 

$ 1,402,843 
2 

2,805,686 
1,402,843 
4,208,529 

3 
1,402,843 

2 
2,805,686 

2,805,686 
20.0% 

561,137 
13.6927% 

$ 1,402,843 
2 

$ 2,805,686 
$ 1,522,877 

4,328,563 
3 

$ 1,442,854 
2 

$ 2,885,708 

$ 
$ -  2,885,708 

20.0% 
$ 577,142 

13.6927% 
$ 

$ 76,835 
74,520 

$ 2,315 
$ 79,026 
$ 76,835 
$ 2,191 

$ 2,191 
120,034 

1.825693% 

References: 
Column [A]: Company Schedule C-2. Page 3 
Column p]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Rio Rico Utility, Inc. -Wastewater 
Docket Nos. WSO2676A-12-0196 
Test Year Ended February 29,2012 

LINE 
NO. 

Surrebuttal Schedule MJR-WW21 

COMPANY STAFF STAFF 
DESCRIPTION TEST YEAR ADJUSTMENTS RECOMMENDED 

OPERATING INCOME ADJUSTMENT NO. 7 -TEST YEAR INCOME TAXES 

References: 
Column (A), Company Schedule C-I, Page 1 
Column (6): Column [C] -Column [A] 
Column (C): Schedule MJR-WW2 



Rio Rico Utility, Inc. -Wastewater  
Docket Nos. WS02676A-12-0196 
Tes t  Year Ended February 29,2012 

LINE 
NO. DESCRIPTION 

Surrebuttal Schedule  MJR-WW22 

STAFF STAFF 
D JUSTMENT RECOMMENDED 

OPERATING INCOME ADJUSTMENT NO. 8 - PURCHASED POWER COST RATE INCREASE 

1 Purchased Power $ 61.290 $ 2,819 !$ 64,109 

References: 
Column (A), Company Schedule C-I , Page 1 
Column (B): Column [C] - Column [A] 
Column (C): Schedule MJR Surrebuttal Testimony 



Rio Rico Utilitis, inc -Wastewater Division 
Docket No. WS-02676A-12-0196 
Test Year Ended: February29.2012 

Monthly Usage Charge Present 

$ 45.88 
39.00 
52.88 
84.64 
54.94 
95.44 

132.38 
230.62 
341.83 
649.58 
944.45 

1.415.24 
2,012.57 

Rate Design 

Company 
Proposed Rates 

$ 60.01 
51.01 
69.17 
84.55 
71.67 

124.84 
. 173.1: 

301.65 
447.11 
849.65 

1.235.34 
1.851.13 
2.632.44 

Meter Size (All Classesb 
518 x 3/4 Inch 
518 x 3/4 Inch Low lnwme 

(a) No charge for service calls dunng normal working hours. 

Service Line Installation Charges 

3 4  Inch 
1 inch 
1 Inch Low inwme 
1 1R inch 
2 Inch 
3 inch 
4 Inch 
6 inch 
8 inch 
10 Inch 
12 Inch 

Commodity Charge - Per 1.000 

Commercial and Multi-tenant Onlv 
0 galions to 7,000 gallons 
over 7,000 galions 

s 
5.44 

Other Service Chapes I 
Establishment 
Eslabllshment (After Hours) 
Reconnectson (Delinquent) 
Reconnection (Delinquent) ~ Afler HOUK 
Deposit 
Deposit interest 
Reestablishment (wilhin 12 months) 
NSF Check 
Late Payment Penalv 
Deferred Payment 
Service Calis - Per HoudAfter Hours(a) 
After Hours SeMce Charge 

$ 15.00 
$ 25.00 
s 15.00 
$ 25.00 

... 
$ 25.00 

1.5 percent per month 
1.5 percent per month 

$ 40.00 
NIT 

$ 15.00 
$ 25.00 
$ 15.00 
I 25.00 

.. 
f.. 

$ 25.00 
1.5 percent per month 
1.5 percent per month 

% 40.00 
Nm 

Service tine Size 
4 Inch 
,6 inch 
8 inch 
10 inch 
12 Inch 

At Cost 
At Cost 
AI Cost 
At Cost 
At Cost 

At Cost 
At Cosl 
At Cost 
At Cost 
At Cosl 

Surrebudal ScheduleMJR-WW23 

Page 1 of 1 

SWff 
Recommended Rates 

$ 50.40 
42.84 
58.10 
71.00 
60.35 

104.80 
145.40 
253.20 
375.30 
71320 

1 D57.78 
1,585.07 
2254.08 

P' 

9 - I  
5.10 

$ 15.00 
NIT 

$ 15.00 
N n  

... 
5 25.00 

1.5 percent per month 
1.5 percent per month 

N I l  
5 50.00 

At Cost 
At Cosl 
At Cost 
At Cost 
At Cost 



Rio Rico Utilities, Inc. -Wastewater Division 
Docket No. WS-026764A-12-0196 
Test Year Ended: February 29, 2012 

Surrebuttal Schedule MJR-WW24 

Typical Bill Analysis 
General Service 5/8 x 314-Inch Meter 

Present Proposed Dollar Percent 
Company Proposed Gallons Rates Rates Increase Increase 

Average Usage $ 4588 $ 6001 $ 14 13 30 80% 

Median Usage 45 88 6001 $ 14 13 30 80% 

Staff Recommended 

Average Usage $ 45.88 $ 50.40 $ 4.52 9.85% 

Median Usage 45.88 50.40 $ 4.52 9.85% 

Present & Proposed Rates (Without Taxes) 
General Service 518 x 3/4-inch Meter 

Gallons Present 
Consumotion Rates 

$ 45.88 
1,000 45.88 

3,000 45.88 
4,000 45.88 
5,000 45.88 
6,000 45.88 
7,000 45.88 
8,000 45.88 
9,000 45.88 

10,000 45.88 
11,000 45.88 
12,000 45.88 
13,000 45.88 
14,000 45.88 
15,000 45.88 
16,000 45.88 
17,000 45.88 
18,000 45.88 
19,000 45.88 
20,000 45.88 
25,000 45.88 

35,000 45.88 
40,000 45. 88 
45,000 I 45.88 
50,000 45.88 
75,000 45.88 

100,000 45.88 

2,000 45.88 

30,000 45.88 

Company Staff 
Proposed % Recommended 

Rates increase Rates 
$ 60.01 30.80% $ 50.40 

60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 
60.01 

30.80% 
30.80% 
3 o . a o ~ ~  
30.80% 
30.80% 
3 o . a o ~ ~  
30.80% 
30.80% 
3 0 . 8 0 ~ ~  
30.80% 
3 0 . 8 0 ~ ~  
30.80% 
30.80% 
30.80% 

30.80% 

30.80% 
30.80% 
30.80% 
3 0 . 8 0 ~ ~  
30.80% 
30.80% 

30.80% 
30.80% 
3o.80~~ 

30.80% 
30.80% 

30.80% 

30.80% 

50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50 40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 
50.40 

% 
Increase 

9.85% 
9.85% 
9.85% 
9.85% 

9.85% 
9.85% 
9.85% 
9.85% 

9.85% 
9.85% 
9.85% 
9.85% 

9.85% 

9.85% 
9.85% 
9.85% 
9.85% 
9.85% 

9.85% 
9.85% 
9.85% 
9.85% 
9.85% 

9.85% 

9.85% 
9.85% 

9.85% 

9.85% 

9.85% 
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Direct Testimony of Jian W. Liu 
Docket No. WS-02676A-12-0196 
Page 1 

INTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please state your name and business address. 

My name is Jim W. Liu. My business address is 1200 West Washington Street, Phoenix, 

Arizona 85007. 

By whom and in what position are you employed? 

I am employed by the Arizona Corporation Commission (“Commission” or “ACC”) as a 

Utilities Engineer - WaterIWastewater in the Utilities Division. 

How long have you been employed by the Commission? 

I have been employed by the Commission since October 2005. 

What are your responsibilities as a Utilities Engineer - Watermastewater? 

My main responsibilities are to inspect, investigate and evaluate water and wastewater 

systems. This includes obtaining data, preparing reconstruction cost new and/or original 

cost studies, investigative reports, interpreting rules and regulations, and to suggest 

corrective action and provide technical recommendations on water and wastewater system 

deficiencies. I also provide written and oral testimony in rate cases and other cases before 

the Commission. 

How many companies have you analyzed for the Utilities Division? 

I have analyzed more than 40 companies fulfilling these various responsibilities for 

Utilities Division Staff (“Staff ’). 

Have you previously testified before this Commission? 

Yes, I have testified on numerous occasions before this Commission. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

What is your educational background? 

I am a Ph.D. Candidate in Geotechnical Engineering from Arizona State University 

(“ASU”). I have a Master of Science Degree in Natural Science from ASU and a Master 

of Science Degree in Civil Engineering from Institute of Rock & Soil Mechanics 

(“IRSM”), Academy of Sciences, China. 

Briefly describe your pertinent work experience. 

From 1982 to 2000, I was employed by IRSM, SCS Engineers, and URS Corporation as a 

Civil and Environmental Engineer. In 2000, I joined the Arizona Department of 

Environmental Quality (“ADEQ”). My responsibilities with ADEQ included review and 

approval of water distribution systems, sewer distribution systems, and on-site wastewater 

treatment facilities. I remained with ADEQ until transferring to the Commission in 

October 2005. 

Please state your professional membership, registrations, and licenses. 

I am a licensed professional civil engineer in the State of Arizona. 

PURPOSE OF TESTIMONY 

Q. 

A. My assignment was to provide Staffs engineering evaluation of the subject rate 

proceeding. I reviewed the Rio Rico Utilities, Inc.’s (“Rio Rico Utilities” or “Company”) 

application and responses to data requests, and I inspected the water and wastewater 

systems. This testimony and its attachnients present Staffs engineering evaluation. The 

findings of my engineering evaluation are contained in the Engineering Reports that I have 

prepared for this proceeding. The reports are included as Exhibits JWL-1 and JWL-2 in 

this pre-filed testimony. 

What was your assignment in this rate proceeding? 
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ENGlNEERING REPORTS 

Q. 

A. The Reports are divided into three general sections: 1) Executive Summary; 2)  

Engineering Report Discussion, and 3) Engineering Report Exhibits. The Discussion 

section for the Water System can be further divided into ten subsections: A) Location of 

Company; B) Description of the Water System; C) Maricopa County Environmental 

Services Department (“MCESD”) Compliance or ADEQ Compliance; D) ACC 

Compliance; E) Arizona Department Of Water Resources (“ADWR,) compliance; F) 

Water Testing Expenses, G) Water Usage, H) Growth; I) Depreciation Rates; J) Other 

Issues. The Discussion section for the Wastewater System is divided into eight 

subsections: A) Location of Company; B) Description of the Wastewater System; C) 

Wastewater Flow; D) Growth; E) ADEQ Compliance; F) ACC Compliance; G) 

Depreciation Rates; H) Other Issues. 

Please describe the information contained in your Engineering Reports. 

RECOMMENDATIONS AND CONCLUSIONS 

Q. What are Staffs conclusions and recommendations regarding the Company’s 

operations? 

Staffs conclusions and recommendations regarding the Company’s operations are listed 

below. 

A. 

CONCLUSIONS: 

Rio Rico Utilities, Inc. - Water 

1, Arizona Department of Environmental Quality (“ADEQ”) regulates Rio Rico’s 

Water System under ADEQ Public Water System (“PWS”) No. 12-0 1 1 .  Based on 

compliance information submitted by the Company, the system has no deficiencies 

and ADEQ has determined that the system is currently delivering water that meets 
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2. 

3 .  

4. 

5 .  

6. 

7. 

water quality standards required by Arizona Administrative Code, Title 18, and 

Chapter 4. (ADEQ report dated November 6,2012). 

Rio Rico Utilities is located within the Santa Cruz Active Management Area 

(“AMA”) and is subject to its AMA reporting and conservation requirements. 

Staff received an Arizona Department of Water Resources (“AD WR’) compliance 

status report on November 6, 2012. ADWR reported that Rio Rico Utilities is 

currently in compliance with departmental requirements governing water providers 

and/or community water systems. 

Staff concludes that the Company has adequate production capacity and storage 

capacity to serve the existing customer base and reasonable growth. 

A check with the Utilities Division Compliance Section showed no delinquent 

compliance items for Rio Rico Utilities. (ACC Compliance Section Email dated 

11/05/12). 

Rio Rico Utilities has approved Curtailment Plan and Backflow Prevention Tariffs 

on file with the Commission. 

Rio Rico Utilities has ten approved Best Management Practice tariffs on file with 

the Commission. 

The Company reported 807,8 17,000 gallons pumped, 678,845,000 gallons sold, 

and 48,8 I0,OOO gallons used for flushing lines, construction, backwashing and fire 
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suppression resulting in a water loss of 9.92% for the test year ending February 29, 

2012. 

RECOMMENDATIONS: 

1. 

2. 

3. 

4. 

In the prior rate case, the Company adopted Staffs typical and customary water 

depreciation rates. These rates are presented in Table B and it is recommended 

that the Company continue to use these depreciation rates by individual National 

Association of Regulatory Utility Commissioners category. 

Staff recommends the annual water testing expense of $23,821 be used for 

purposes of this application. 

The Company has not requested any changes in its service line and meter 

installation charges that were approved in its last rate application. Therefore, Staff 

recommends continued use of the Company’s current meter and service line 

ins tal 1 at ion charges. 

Staff recommends that the Company file documentation showing the specific 

procedures followed by its operations staff and the steps taken to ensure that there 

is an accurate accounting of the amount of water actually used for “Authorized 

Use” purposes. This documentation should be filed as compliance item with 

Docket Control within 60 days of the effective date of the Commission Decision in 

this matter. 
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5. Staff recommends that if the water used by “Authorized Use” in one month is 

more than 5,000,000 gallons the Company shall explain in detail the reason(s) for 

this use in its annual water loss compliance reporting per Decision No. 72059. 

6.  Staff recommends that the Company continue to record and monitor monthly water 

losses and repair any leak as soon as it is discovered. 

7. Staff further recommends that the Company provide its DISC eligible projects and 

the associated supporting documentation in the form outlined in Attachment A. 

CONCLUSIONS: 

Rio Rico Utilities, Inc. - Wastewater 

1. 

2. 

3. 

ADEQ regulates the Rio Rico Utilities wastewater treatment plants under Permit 

No. 14919 and 52015. Per the November 10, 2012 Compliance Status Reports 

issued by ADEQ, the systems are in compliance with ADEQ requirements. 

A check with the Utilities Division Compliance Section showed no delinquent 

compIiance items. (ACC Compliance Section Email dated 1 1/05/12). 

Staff concludes that Rio Rico Utilities has adequate wastewater treatment capacity 

to serve the existing customer base and reasonable growth for both wastewater 

systems. 

RECOMMENDATIONS: 

1. In the prior rate case, the Company adopted Staffs typical and customary 

depreciation rates. These rates are presented in Table G-1 and it is recommended 
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that the Company continue to use these depreciation rates by individual National 

Association of Regulatory Utility Commissioners category, 

2. The Company has not requested any changes in its service line installation charges 

that were approved in its last rate application. Therefore, Staff recommends 

continued use of the Company’s current service line installation charges. 

3. Staff recommends that Rio Rico Utilities be required to provide separate 

wastewater descriptions for its major wastewater system (wastewater flows to 

Nogales International wastewater treatment facility) and small wastewater system 

with an aerobic stabilization pond in future Commission Annual Reports, 

beginning with the 201 3 Annual Report filed in 2014. 

Q- 
A. 

Does this conclude your Direct Testimony? 

Yes, it does. 
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EXECUTIVE SUMMARY 

CONCLUSIONS: 

Engineering Report for: 
Rio Rico Utilities, Inc. 
Docket No. WS-02676A-12-0196 (Rates) 

By: Jian W Liu 
Utilities Engineer 

December 5,2012 

1. Arizona Department of Environmental Quality (“ADEQ”) regulates Rio Rico Utilities, 
Inc. (“Rio Rico Utilities” or “Company”)’s Water System under ADEQ Public Water 
System (“PWS”) No. 12-01 1. Based on compliance information submitted by the 
Company, the system has no deficiencies and ADEQ has determined that the system is 
currently delivering water that meets water quality standards required by Arizona 
Administrative Code, Title 18, and Chapter 4. (ADEQ report dated November 6,2012). 

2. Rio Rico Utilities is located within the Santa Cruz Active Management Area (“AMA”) 
and is subject to its AMA reporting and conservation requirements. Staff received an 
Arizona Department of Water Resources (“ADWR”) compliance status report on 
November 6, 2012. ADWR reported that Rio Rico Utilities is currently in compliance 
with departmental requirements governing water providers and/or community water 
systems. 

3. Staff concludes that the Company has adequate production capacity and storage capacity 
to serve the existing customer base and reasonable growth. 

4. A check with the Utilities Division Compliance Section showed no delinquent 
compliance items for Rio Rico Utilities. (ACC Compliance Section Email dated 
I1105112). 

5 .  Rio Rico Utilities has approved Curtailment Plan and Backflow Prevention Tariffs on file 
with the Commission. 

6. Rio Rico Utilities has ten approved Best Management Practice tariffs on file with the 
Commission. 

7. The Company reported 80731 7,000 gallons pumped, 678,845,000 gallons sold, and 
48,8 10,000 gallons used for flushing lines, construction, backwashing and fire 



suppression resulting in a water loss of 9.92 percent for the test year ending February 29, 
2012. 

RECOMMENDATIONS 

1. 

2. 

3. 

4. 

5 .  

6. 

7. 

In the prior rate case, the Company adopted Staffs typical and customary water 
depreciation rates. These rates are presented in Table B and it is recommended that the 
Company continue to use these depreciation rates by individual National Association of 
Regulatory Utility Commissioners category. 

Staff recommends the annual water testing expense of $23,821 be used for purposes of 
this application. 

The Company has not requested any changes in its service line and meter installation 
charges that were approved in its last rate application. Therefore, Staff recommends 
continued use of the Company’s current meter and service line installation charges. 

Staff recommends that the Company file documentation showing the specific procedures 
followed by its operations staff and the steps taken to ensure that there is an accurate 
accounting of the amount of water actually used for “Authorized Use” purposes. This 
documentation should be filed as compliance item with Docket Control within 60 days of 
the effective date of the Commission Decision in this matter. 

Staff recommends that if the water used by “Authorized Use” in one month is more than 
5,000,000 gallons the Company shall explain in detail the reason(s) for this use in its 
annual water loss compliance reporting per Commission Decision No. 72059. 

Staff recommends that the Company continue to record and monitor monthly water losses 
and repair any leak as soon as it is discovered. 

Staff further recommends that the Company provide its DISC eligible projects and the 
associated supporting documentation in the form outlined in Attachment A. 
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A. LOCATION OF COMPANY 

75 650 603 12 8 1970 
200 975 605 16 10 2003 
250 I300 650 16 10 2005 

1 

Rio Rico Utilities, Inc. (“Rio Rico Utilities” or “Company”) is an Arizona public service 
corporation authorized to provide water and wastewater service within portions of Santa Cruz 
County, Arizona. On May 31, 2012, the Company filed an application with the Arizona 
Corporation Commission (“Commission” or “ACC”) to increase its rates for water service. The 
Company’s existing CC&N for water service covers an area totaling approximately 89 square 
miles. Rio Rico Utilities provided water service to approximately 6,700 customers as of the test 
year ending February 29, 2012. Figure 1 shows the location of Rio Rico Utilities within Santa 
Cruz County and Figure 2 shows the certificated area. 

B. DESCRIPTION OF THE WATER SYSTEM 

The plant facilities were visited on November 8,  2012, by Jian Liu, Staff Utilities 
Engineer, in the accompaniment of Christopher D. Krygier, and Martin Garlant of the Company. 

The drinking water system serving the community of Rio Rico is divided geographically 
by the Santa Cruz River, which runs south to north. Twelve inch and sixteen inch transmission 
mains cross the Santa Cruz River and allow the east and west sections of the water system to 
operate as a single unit. The terrain is very hilly and consequently the water system is divided 
into seven pressure zones at 150 feet intervals and dotted with about 26 small pressure tank and 
booster stations, which are in addition to the major pumping and storage facilities. Six 
groundwater wells provide the water source and feed into a lower pressure zone. All 
groundwater is disinfected with elemental chlorine. Staff concludes that Rio Rico Utilities has 
adequate production capacity and storage capacity to serve the existing customer base and 
reasonable growth. 

(Tabular Description of Water System) 

Well Data (active wells only) 

ADWR ID No. 

- ~~~ 

Note: GPM = gallons per minute. 
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Storage Tanks 
Capacity Quantity 
(gallons) 

Pressure Tanks Booster Pumps 
Capacity Quantity Capacity Quantity 
(gallons) (W 

200,000 
150,000 
100,000 

10,000 
1,000,000 

Total 2,130,000 

’ I  

1 5,000 11 30 8 
1 3,000 1 25 13 
1 1,500 4 20 8 
4 1,000 5 15 10 
1 200 4 10 3 

7.5 9 
3 2 

1 
1.5 17 
2 54 
3 23 
4 6 
6 1 

________---- 

92 

C. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY COMPLIANCE 
(“ ADEQ”) 

ADEQ regulates the Company’s Water System under ADEQ Public Water System 
(“PWS”) #12-011. Based on compliance information submitted by the Company, the system has 
no deficiencies and ADEQ has determined that the system is currently delivering water that 
meets water quality standards required by Arizona Administrative Code, Title 18, and Chapter 4. 
(ADEQ report dated November 6,201 2). 

D. ARIZONA CORPORATION COMMISSION (“ACC”) COMPLIANCE 

A check with the Utilities Division Compliance Section showed no delinquent 
compliance items for the Company. (ACC Compliance Section Email dated 11/05/12). 
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E. ARIZONA DEPARTMENT OF WATER RESOURCES (“ADWR”) 
COMPLIANCE 

Rio Rico Utilities is located within the Santa Cruz Active Management Area (“AM,”) 
and is subject to its AMA reporting and conservation requirements. Staff received an ADWR 
compliance status report in November 6, 2012. ADWR reported that Rio Rico Utilities is 
currently in compliance with departmental requirements governing water providers and/or 
community water systems. 

F. WATER TESTING EXPENSES 

The Company reported a total water testing expense of $10,590 during the test year. Rio 
Rico Utilities proposed an adjustment of $17,641 and requested $28,23 1 annual water testing 
expense for purposes of this application. The Company explained the sampling costs are directly 
tied into the sampling compliance cycle. The compliance cycle consists of three, three year 
periods for a total of a nine year cycle. 201 1 was a year with light sampling requirements, mainly 
bacteriological sampling and a few others. 2012 costs increased due to additional sampling 
required, with 20 1 3 being a very heavy sampling year. 

Rio Rico Utilities estimates that annual water testing expense for next 3 years: 

Table A. Water Testing Cost 

Year 2012 $37,600 
Year 2013 $39,662 
Year 2014 $7,430 

Therefore, average annual water testing expense from 201 1 to 2014 is $23,820.50. Staff 
reviewed these expenses and supporting documentation provided by the Company. Staff 
recommends the annual water testing expense of $23,821 be used for purposes of this 
application. 

G. WATERUSE 

Water Sold 

Based on the information provided by the Company, water use for the test year ending 
February 29,2012 is presented below. The high monthly domestic water use was 360 gal/day per 
service connection in June and the low monthly domestic water use was 212 gallday per service 
connection in December. The average annual use was 277 gal/day per service connection. 
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Non-account Water 

Non-account water should be 10 percent or less and never more than 15 percent. It is 
important to be able to reconcile the difference between water sold and the water produced by the 
source. A water balance will allow a water company to identify water and revenue losses due to 
leakage, theft, and flushing. The Company reported 807,8 1 7,000 gallons pumped, 678,845,000 
gallons sold, and 48,8 10,000 gallons used for flushing lines, construction, backwashing and fire 
suppression resulting in a water loss of 9.92 percent for the test year ending February 29, 2012. 
According to the Company the amount of water used in each category of “Authorized Use” (for 
flushing lines, construction, backwashing and fire suppression) is obtained from operations staff, 
or in the case of fire suppression and fire training, from the local fire departments. Staff is 
concerned that approximately six percent of the water produced is used for these purposes which 
apparently are not metered. The Company’s reply was not clear when Staff asked how the 
amount of water used in each category is determined. Therefore, Staff recommends that the 
Company file documentation showing the specific procedures followed by its operations staff 
and the steps taken to ensure that there is an accurate accounting of the amount of water actually 
used for “Authorized Use” purposes. This documentation should be filed as a compliance item 
with Docket Control within 60 days of the effective date of the Commission Decision in this 
matter. 
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Staff recommends that if in a given category of “Authorized Use” the water used in one 
month is more than 5,000,000 gallons the Company shall explain in detail the reason(s) for this 
use in its annual water loss compliance reporting per Commission Decision No. 72059. 

Staff recommends that the Company continue to record and monitor monthly water losses 
and repair any leak as soon ‘as it is discovered. 

Rio Rico Utilities has ten approved Best Management Practice tariffs on file with the 
Commission. 

In its application Rio Rico Utilities has requested approval of a Sustainable Water Loss 
Improvement Program (“SWIP”). The SWIP according to the Company is “intended to support 
investment in infrastructure that has the greatest likelihood of reducing non-revenue water”. 
Staff in this case (see testimony of Staff member James R. Armstrong) proposes establishment of 
a Distribution System Improvement Charge (cLDSIC”) type program instead. Under Staffs DSIC 
type proposal “qualifying capital projects must be for the replacement of existing facilities that 
have worn out or are in deteriorated condition and thus contributing to excessive water loss”. If 
Staffs recommended DSIC type program is approved, the Company will be required to provide a 
list of eligible projects and supporting documentation (See Attachment A). Attachment A is 
designed to provide Engineering Staff with the information it will need to review to determine if 
a project qualifies for Staffs proposed DSIC type program. 

Staff further recommends that the Company provide its DISC eligible projects and the 
associated supporting documentation in the form outlined in Attachment A. 

H. GROWTH 

In this changing economic climate it is hard for Staff to predict what level of growth is 
reasonable. The company expects the customer base to grow at approximately 1% (60 to 70 
connections) per year for the next five years. 

1. DEPRECIATION RATES 

In the prior rate case, the Company adopted Staffs typical and customary water 
depreciation rates. These rates are presented in Table B and it is recommended that the Company 
continue to use these depreciation rates by individual National Association of Regulatory Utility 
Commissioners category. 
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Table B. Depreciation Rates 

1 304 1 Structures & Improvements I 30 
3 05 Collecting & Impounding Reservoirs 40 
306 Lake, River, Canal Intakes 40 

I 307 I Wells & Springs I 30 
H 308 I Infiltration Galleries I 15 

348 1 Other Tangible Plant ---- 
NOTES: 

2.50 I 
3.33 a 
6.67 1 
2.00 I 
5.00 n 

2.00 il 
3.33 1 
8.33 1 
2.00 8, 
6.67 1 

1 .  These depreciation rates represent average expected rates. Water companies may experience different rates 
due to variations in construction, environment, or the physical and chemical characteristics of the water. 

2. Acct. 348, Other Tangible Plant may vary from 5% to 50%. The depreciation rate would be set in 
accordance with the specific capital items in this account. 
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J. CURTAILMENT PLAN AND BACKFLOW PREVENTION TARIFF 

Rio Rico Utilities has approved Curtailment Plan and Backflow Prevention Tariffs on file 
with the Commission. 

K. METER AND SERVICE LINE INSTALLATION CHARGES 

The Company has not requested any changes in its service line and meter installation 
charges that were approved in its last rate application. Therefore, Staff recommends continued 
use of the Company’s current meter and service line installation charges. 
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FIGURE 1: COUNTY MAP 
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QUALIFYING INVESTMENT GUIDELINES 

DISC Eligible Plant by NARUC Acct 

Supply Mains Acct 309 

e Supply Mains installed as replacements for existing facilities that have worn out or are in 
deteriorating condition and contributing to excessive water loss a t  no fault of the company and 
that have been documented and presented with valid water use data showing that the company 
has a history of excessive water loss 

Transmission & Distribution Mains Acct 331 

e T & D Mains and fittings installed as replacements for existing facilities that have worn out or 
are in deteriorating condition and contributing to  excessive water loss a t  no fault of the 
company and that have been documented and presented with valid water use data showing 
that the company has a history of excessive water loss 

Services Acct 333 

0 Services installed as replacements for existing facilities that have worn out or are in 
deteriorating condition and contributing to excessive water loss a t  no fault of the company and 
that have been documented and presented with valid water use data showing that the company 
has a history of excessive water loss 

Meters Acct 334 

0 Meters installed as replacements for existing facilities that have worn out or are in deteriorating 
condition and contributing to excessive water loss at  no fault of the company and that have 
been documented and presented with valid water use data showing that the company has a 
history of excessive water loss 



QUAL1 FY 1 NG INVESTMENT G Ul DELlN ES (Con’t) 

FilinE Requirements for DISC Eligible Projects Notification (information to  be provided bv Public Water 

System1 

0 Documentation demonstrating current compliance with regulatory agencies 

0 Documentation including valid Water Use Data showing that the water system has a history of 
excessive water loss 

0 Detailed project description showing that the replacement infrastructure investments are 
necessary and benefit existing customers 

0 Detailed project information, identifying the most critical areas, the quantity of aging 
infrastructure that need to be replaced, detailed estimated associated replacement cost and 
estimated date of completion 

0 Specifications of the DISC eligible plant by type and NARUC account number 

0 Affirmation that the DISC eligible plant does not include the costs for extending or expanding 
facilities to  serve new customers 

Filing Requirements for DISC Eligible Completed Proiects (information to  be provided by Public Water 

System) 

0 Affirmation that the completed replacement plant and related costs do not deviate from 
piant/costs submitted with project notification (include narration explaining deviations, if any) 

0 Affirmation that projects are in-service (include pictures of DISC-eligible plant during 
construction and upon project completion) 

0 All project related approvals issued by local, county, state and federal agencies 
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By Jian W Liu 

December 3,2012 

EXECUTIVE SUMMARY 

CONCLUSIONS: 

1.  ADEQ regulates the Rio Rico Utilities wastewater treatment plants under Permit No. 
14919 and 52015. Per the November 10, 2012 Compliance Status Reports issued by 
ADEQ, the systems are in compliance with ADEQ requirements. 

2. A check with the Utilities Division Compliance Section showed no delinquent 
compliance items. (ACC Compliance Section Email dated 11/05/12). 

3. Staff concludes that Rio Rico Utilities has adequate treatment capacity to serve the 
existing customer base and reasonable growth for both wastewater syqt ., ems. 

RECOMMENDATIONS: 

1. In the prior rate case, the Company adopted Staffs typical and customary depreciation 
rates. These rates are presented in Table G-l and it is recommended that the Company 
continue to use these depreciation rates by individual National Association of Regulatory 
Utility Commissioners category. 

2. The Company has not requested any changes in its service line installation charges that 
were approved in its last rate application. Therefore, Staff recommends continued use of 
the Company's current service line installation charges. 

3. Staff recommends that Rio Rico Utilities be required to provide separate wastewater 
descriptions for its major wastewater system (wastewater flows to Nogales International 
wastewater treatment facility) and small wastewater system with an aerobic stabilization 
pond in future Commission Annual Reports, beginning with the 20 13 Annual Report filed 
in 201 4. 
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A. LOCATION OF COMPANY 

Rio Rico Utilities, Inc. (“Rio Rico Utilities” or “Company”) is an Arizona public service 
corporation authorized to provide water and wastewater service within portions of Santa Cruz 
County, Arizona. On May 31, 2012, the Company filed an application with the Arizona 
Corporation Commission (“Commission” or “ACC”) to increase its rates for wastewater service. 
The Company’s existing CC&N for wastewater service covers an area totaling approximately 97 
square miles. Rio Rico Utilities provided wastewater service to approximately 2,200 customers 
as of the test year ending February 29, 2012. Figure 1 shows the location of Rio Rico Utilities 
within Santa Cruz County and Figure 2 shows the certificated area. 

B. DESCRIPTION OF THE WASTEWATER SYSTEM 

The plant facilities were visited on November 8, 2012, by Jian Liu, Staff Utilities 
Engineer, in the accompaniment of Christopher D. Krygier, and Martin Garlant of the Company. 

There are two separate wastewater systems. The major wastewater system consists of 
collection mains and 5 large pumping stations. The wastewater from the last pumping station 
enters the City of Nogales sewerage collection system where it co-mingles and eventually reaches 
the Nogales International wastewater treatment facility. The Nogales International treatment 
plant is owned and operated by the Unites States International Boundary and Water Commission. 
The City of Nogales pays fixed and commodity charges for the use of the international facility. 
Rio Kico then sub-contracts with the City of Nogales for capacity in the international facility and 
pays sewer use fees directly to the City of Nogales. 

There is also a small wastewater system which serves the “Villas Unit 12” subdivision. It 
consists of a single pumping station and an aerobic stabilization pond. This facility serves about 
140 customers. 

Tabular Description of both wastewater systems 

Lift Station 

Lift Station # 2 2 47 500 9,000 
Lift Station # 3 2 47 500 9,000 
Lift Station # 4 2 15 175 8,000 

Lift Station # 5 I 2 I 3 I 27 
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Drop 

Manholes 

15 

I Type Quantity I 

12-inch 
14-inch 
16-inch 

53 5 

14,554 
3,060 
494 

Force Mains 

Cleanouts 

Collection Mains 

Diameter I Length(Feet) I 

I 8-inch I 2 I6,97 1 B 
I 1 0-inch I 12,340 I 

I 1 8-inch I 170 I 
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Service Laterals 

Staff recommends that Rio Rico Utilities be required to provide separate wastewater descriptions 
for its major wastewater system (wastewater flows to Nogales International wastewater treatment 
facility) and small wastewater system with an aerobic stabilization pond in future Commission 
Annual Reports, beginning with the 2013 Annual Report filed in 2014. 

C. WASTEWATER FLOW 

Based on the information provided by the Company, wastewater flow for the year 201 1 is 
presented in Figure 3. Customers experienced a high monthly average wastewater flow of 186 
,GPD per connection and a low monthly average wastewater flow of 163 GPD per connection for 
an average annual wastewater flow of 176 GPD per connection. 

Staff concludes that Rio Rico Utilities has adequate treatment capacity to serve the 
existing customer base and reasonable growth for both wastewater systems. 

D. GROWTH 

In this changing economic climate it is hard for Staff to predict what level of growth is 
reasonable. The Company expects the customer base to grow at approximately 1 percent (20 to 
25 connections) per year for the next five years. 

E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY (“ADEQ”) 
COMPLIANCE 

ADEQ regulates the Rio Rico Utilities wastewater treatment plants under Permit No. 
149 19 and 520 15. Per the November 1 0 ,20  12 Compliance Status Reports issued by ADEQ, the 
systems are in compliance with ADEQ requirements. 

F. ARIZONA CORF’ORATlON COMMISSION (“ACC”) COMPLIANCE 

A check with the Utilities Division Compliance Section showed no delinquent 
compliance items. (ACC Compliance Section Email dated 1 1/05/12). 



Rio Rico Utilities, Inc. 
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G .  DEPRECIATION RATES 

In the prior rate case, the Company adopted Staffs typical and customary depreciation 
rates. These rates are presented in Table G-1 and it is recommended that the Company continue 
to use these depreciation rates by individual National Association of Regulatory Utility 
Commissioners category. 

Table G-1. Wastewater Depreciation Rates 

Depreciable Plant 

NOTE: Acct. 398, Other Tangible Plant may vary from 5% to 50%. The depreciation rate 
would be set in accordance with the specific capital itcms in this account. 
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H. SERVICE LINE INSTALLATION CHARGES 

The Company has not requested any changes in its service line installation charges that 
were approved in its last rate application. Therefore, Staff recommends continued use of the 
Company’s current service line installation charges. 
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Figure 1 : County M ap 

FIGURE 1 COUNTY MAP 
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FIGURE 2 CERTIFICATED AREA 
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FIGURE 3 WASTEWATER FLOW 
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%Ria Rico, A 2  1 Liberty Water Page 1 o f 2  

Go paperless 

,e Access your account 

Apply for water service 

Have a water emergency? 

J Sign up for Surepay 

I _ ~  -- -~ Liberty Utilities 
II_ _- _. 

My Account My Community Customer Support Smart Water Use About Us Contact Us 

Rio Rico, AZ 
Rio Rico, AZ 

Libeity Utilities is committed to keeping yoii updated on 
service changes in your community as well as oiir 
participation at local events and support of local 
organizations 

Please check back often for Liberty Utilities news in your 
communitf 

We are proud to offer our customers the ability to learn 
more about Liberty Utilities (formerly Rio Rico Utilities lnc )  
with information on your loca! water service water quality 
reports rates and news as weil as online bill payment and 

access to your account 

Liberfy Utilities s Rio Rico facility provides both water distribution and reclamation services to over 2 100 
customers in the Rio Rico avea This facility produces close to 6 9 million US gallons of clean safe 
drink,ng water per day This state-of tbe ait plant ais0 reclaims and processes ober 550 000 US gallons 
of wastewater daily 

CONTACT 

2 
Ac-ess your Account 

520-281-7000 
<\? 
c)* c~sto inerserv icer ior ico~l i~~i tyut i l i t ies  corn 

I E More contact inf3 

Not from Ria Rico, Arizona? 
Please select your community from the list 
Piease se!ecI yodr c o m m m t y  

- - ,- - 

NEWS 

January Newsletter is Here' 

January Newsletter is Here' 

Food Drive Starts Monday 

Wiiiterize Your House Workshop 

Liberty Utilities and EPCOR Water are once 
again partnering to briny you a great workshop 
Lea 11 how to 

. Pre,irit pipes from freezing a n d  bursting 

Ebill and Surepay Drabing Winneis 
Congratulations to Cynthia C and Jesus E who 

each won one of ten $100 yilt certificatss Other 
winners were drawn from Goodyear. AL Sierra 
Vista GZ Holly Rancti 1.ake TX. and Tyier. TX 

EVENTS 

- h'interizing Yoiir Pipes Workshop 
Join us for our neb,. workshop i.l/ntenze Your 
Pipesf Even milder climates can be surprised by 
freezing temperatures if pipes freeze they can 
cause more trouble thanjust being unable to iake 
a shower They can easily burst and ieave a 
cosrly mess to clean up This happened in 2010 

and it could happen this year 

http://www.libertywater.com/?qI=content/rio-rico-az 3/26/2013 

http://www.libertywater.com/?qI=content/rio-rico-az
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http://www.libertywater.com/?q=content/rio-rico-az 
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Date TBO in October [exact date coming soon) 

Location Liberty Utilities 1225 W Frontage Road 

Mon 1010112012- 18 19 

1225 W Frontage Road 

RESOURCES 

Newsletter January 20 13 

Newsletter January 2013 

Gctober Pleasletter 20 I2 

October Newsletter 201 2 

201 1 Water Quality Report [Rio Rico] 

Newsletter Volume 1 2012 

Newsletter Voltime 1 2012 

Gctober hberty Utilities Ne%slette: 

Over-seeding Winter Grass Watering Guide 

Rates [Rio Rico] 

Water Quality Report 2010 [Rio Rico] 

Water Quality Report 2009 [Rio Rico] 

Water Quality Report 2008 [Rio Rico] 

Water Quality Report 2007 [Rio Rico] 

Liberty Utilities C -2013 
Share 

3/26/20 13 

http://www.libertywater.com/?q=content/rio-rico-az
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C I T Y  O F  

March 26,20 13 

Rio Rico Utilities, Inc. 
12725 W. Indian School Road 
Suite 101 
Avondale, Arizona 85392 

Please be advised that the International Boundary and Water Commission (IBWC) recently 
informed the City of Nogales that the City's share of total actual costs for Operation and 
Maintenance at the Nogales International Wastewater Treatment Plant for federal fiscal year 
2012 was $948,778.35. Taking into consideration the total amount budgeted by the City of 
Nogales was $950,000, and subtracting the total (O&M) actual cost of $948,778.35 from it, the 
City has realized a modest budget savings of $1 22 1.65. Therefore, an adjustment for a credit of 
$138.78 to your utility account will be processed and applied to the statement for April 2013, 
which is derived based on your pro-rata share of 1 1.36% of the City's total costs. 

Further, please note that because last year's actual total costs have been extremely close to the 
City's projected costs, and because we are not aware of any reason to anticipate a significant 
O&M cost increase for this fiscal year, Rio Rico Utilities' monthly charges for the rest of this 
calendar year will remain unchanged, again pending an annual adjustment early next year when 
we receive IBWC's final accounting for federal fiscal year 201 3. 

hesitate to contact me for additional information or assistance. dF\,. 



Water  ra tes  an( ta r i f f s  

io Rico, Az 

RIO RlCO UTILITIES INC. 

Schedule of rates 
Effective as of 2/1/11 

WATER DIVISION 

Monthly Usage Charge 
Meter Size 
518 x %" Meter ............................. 
3/4" Meter ....................................... 
I "  Meter ........................................ 
1 l h "  Meter .................................... 
2" Meter ........................................ 
3" Meter ........................................ 
4" Meter ........................................ 
4" Meter ....................................... 
8" Meter ........................................ 
IO" Meter ..................................... 
12" Meter ...................................... 

Fire Lines: 
Up to  8" ......................................... 
IO" ................................................ 
12- ................................................. 

.................. 

.................. 

.................. 

.................. 

.................. 

.................. 

.................. 

Charge 
............................................................................. 10.98 

......................................................................................... 14.47 
.......................................................................................... 27.45 

................................................................................. 5~.90 
.............................................................................. 87.84 

........................................................................ 175.68 
................................................................................. 274.50 
................................................................................. 549.00 

................................................................................................ 878.40 
1242.70 
2340.70 

.............................................................................................. 

.............................................................................................. 

................................................................................ Per Rule* 
.................................................................................. Per Rule* 
.................................................................................. Per Rule" 

*I% of monthly min imum for a comparable size meter 
connection b u t  no less than $5.00 per month. The service 
charge for f ire sprinklers is only applicable fo r  service 
l ines separate and distinct for the primary water service 
line 

Utilities 



Commodity Hates - Al l  Classes [per  1,000 gallons] 
Meter Size Charge 
518 x %" Meter 

F rom 0 to 3,000 Gallons ............................................................................................................................................. 1.59 
From 3,001 to 9,000 Gallons ..................................................................................................................................... 2.92 
Over 9,000 Gallons ...................................................................................................................................................... 3.64 

%'' Meter 
F rom 0 to 6,000 Gallons ............................................................................................................................................ 2.92 
Over 6,000 Gallons ...................................................................................................................................................... 3.64 

I" Meter  
F rom 0 to  15,000 Gallons ........................................................................................................................................... 2.92 
Over 15,000 Gallons .................................................................................................................................................... 3.64 

1 Yz'' Meter  
F rom 0 to  20,000 Gallons .......................................................................................................................................... 2.92 
Over 20,000 Gallons .................................................................................................................................................... 3.64 

2" Meter  
F rom 0 to 57,000 Gallons .............................. 
Over 57,000 Gallons ....... 

.................................................................................................. 2.92 

.................................................................................................. 3.64 

3" Meter  
F r o m  0 to 57,000 Gallons ......... ............................ .2.92 
Over 57,000 Gailons .......................................... ........ ... 3.64 

4" Meter 
F rom 0 to  57,000 Gallons ................ .................................................................. .................................. 2.92 
Over 57,000 Gallons .............................................................. 

6'' Meter  
F rom 0 to 125,000 Gallons ........................................................................... 2.92 
Over 125,000 Galions .................................................................................... 3.64 

8" Meter 
F rom 0 to 125,000 Gallons ........................................................................................................... 
Over 125,000 Gallons ................................................................................................................................................. 3.64 

IO" Meter  
F rom 0 to 125,000 Gallons ........................................................................................................................................ 2.92 
Over 125,000 Gallons ................................................................................................................................................. 3.64 

12" Meter 
F r o m  0 to  125,000 Gailons ........................................................................................................................................ 2.92 
Over 125,000 Gallons ................................................................................................................................................. 3.64 

J 



Rio Rico, AZ 

Service Line and Meter Instal lat ion Charges (Refundable pursuant to  A.A.C. 14-2-4051 
Meter Size 

Line Meter 
5/8” x %” Meter ..................................................................................... .At Cost ............ At Cost 
3h” Meter .................................................................................... .At Cost ........... At Cost 
1 ”  Meter ...................................................................................... .At Cost ............ At Cost 
1 %’’ Meter .................................................................................. .At Cost ............At Cost 
2” Meter ...................................................................................... .At Cost ............At Cost 
3” Meter ...................................................................................... .At Cost ............At Cost 

.................................................................... .At Cost ............At Cost 
6” Meter ...................................................................................... .At Cost ............At Cost 
8” Meter ...................................................................................... .At Cost .............At Cost 

.................................................................... .At Cost ............. At Cost 

.................................................................... .At Cost .............At Cost 

Charge 

Service Charges 
Service 
Establlshment ............................................................................................................................................................ 
Establishment (After Hours) .................... .......................................................................................................... 
Reconnection [Delinquent) ....................................................................................................................................... 

Meter Test [ if correct) ............................................................................................................................................... 
Deposit .................................... .............................................................................................. 

Re-Establishment [within 12 .................................................................................. 
NSF Check ..................................... ........................................................................................... 
Meter Re-Read [ i f  correct] ........... 
Late Payment Penalty ........... .............................................................................................. 
Deferred Payment*+* ................................................................................................................................................ 
Movinq meter at customer r 

Reconnection (Delinquent after hours] ................................................................................................................... 

Deposit Interest ............................ ........................................................................................... 

................................................................................ 

................................................................................... 

Total 
...... At Cost 
...... At Cost 
...... At Cost 
...... At Cost 
...... At Cost 
...... At Cost 
...... At Cost 
...... At Cost 
...... At Cost 
...... At Cost 
...... At Cost 

... 

... 
.... 
... 
.... 
... 
... 

.... 

.... 
... 
... 

... 

... 

Service calls - per hour/afterhours ...................................................................................................................................... 40.00 

Charge 
........... 15.00 
........... 25.00 
........... 15.00 
........... 25.00 
........... 15.00 
... Per Rule* 
... Per Rulef 
.Per Rule** 
........... 15.00 
........... 20.00 
..... 1 .5%mo. 
..... 1 .5%mo. 
........ At Cost 

* Per Commkssion Rules (Rl4-2-403.6); * I  Months off 
system t imes the min imum (R14-2-403.DI; ***  Per 
Commission Rules (R14-2-409.G). 

WASTEWATER D IVI S IO N 

Monthly rn in imum charge 
..................................................................................................... 

......................................................... 
.......................................................................................... .......................... 64.64 

.......................... 95.44 

.......................................................... 230.62 

.......................................................... 341 .83 
6” Meter ........ ............................................... 649.58 
8” Meter ....................................................................................... ..................................................................... 944.L5 

............................................................................... .............................................................................. 2,Ol 2.57 

I ”  Meter ............................... 

2” Meter ................... 
.................................. 

IO” Meter ..................................................................................... 

Lib~rty 



Rio Rico, AZ 

Commod i t y  Rates - A l l  M e t e r  Sizes 
(Corn me rc  iat and M u Lt i -Tena n t 0 n ly ) Charge 
0 to  7,000 gailons ....................................................................................................................................................................... 0.00 
Over 7,000 gal lons ...................................................................................................................................................................... 4.67 

Serv ice  L ine  a n d  Mete r  Ins ta l l a t i on  Charges  
Service Line Size Charge 

.................................................................................... At Cost 4” Meter  ................................................................. 
At  Cost 6” Meter  ........................................................... 

8’’ Meter  ....................................... ............................................................................................................. At  Cost 
I O ”  Meter  ................................. ................................................................................................................. At Cost 
12” Meter  ............................................ ............................................................................................................. At Cost 

............................................................................................... 

Service Charges  
Service Charge 
Estabi ishment .................................................................. ................................... 15.00 
Establ ishment [Af ter  Hours]  .......................................... ...................................... 25.00 
Reconnection [Del inquent)  .............................................. ................................... 15.00 
Reconnection [Del inquent af ter  hours]  ............................... ........................ 25.00 
Deposit .............................................................................. ....................... Pe r  Rule* 

Per  Rule* Deposit Interest  
Re-Establ ishment [wi th in  12 months1 ................................................................................................... Per  Rule** 
NSF Check ........................................ .............................................................................................................. 15.00 
Late Payment Penaity ................ ......................................................................................................... 1.5%mo. 
Deferred Payment .................... ................................................................................................................ 1 .5°/omo. 
Moving me te r  at customer request .............................................................................................................. At Cost 
Service cal ls - per  hour/af terhours .................................................................................................................... 40.00 

................ ............................................ 

* Per Commission Rules [R14-2-603.81; 
* *  Months off system t imes the m i n i m u m  (Rlh-2-603.Dl  

erty Utilitie 



Rio Rico, A2 

RIO RlCO UTILITIES, INC. 

WATER DIVISION & WASTEWATER DIVISION 

ALTERNATE RATES FOR WATER AND WASTEWATER 
LOW INCOME TARIFF 

In the Decision the Commission approved an  Al ternate Rates fo r  Water and Wastewater [“ARWW”] Tarif f  
[ “Low Income Tarif f“ ] ,  wh ich  is designed to  provide rel ief  to  RRUl’s lower  income ratepayers. The Low 
Income Tarif f  appl ies to  residential,  single fami ly accommodat ions and provides for a 15 percent discount 
appl ied to  the regu la r  tar i f fed ra te  for those cus tomers  who  meet  the program quali f icat ions. In i t ia l  
qual i fying annual  incomes are set  at 150 percent of the 2009 federal  poverty levels as  fo l lows and w i l l  be 
updated ann ua l l y  : 

No. of Person 
in  Household 

Total  Gross 
Annua l  Income 

1 $1 6,245 
2 $21,855 
3 $27,465 
4 $33,075 
5 $38,685 
6 $44,292 

For each addit ional person residing in  the household, add $5,610 

Customers el igible fo r  the ARWW program mus t  complete an  Application and Declarat ion fo rm,  and 
supply proof of income. Customers enrol led in  the ARWW program are required to reapply every two  (21 
years, o r  sooner, if requested, and annual ly recert i fy by submit t ing a declarat ion attest ing to  continuing 
eligibility. The ARWW prog ram is l im i ted  to 2,200 water  division cus tomers  and 725 wastewater division 
customers.  A wait ing l ist w i l l  be available in  the  event the part icipation cap is met.  

For more  informat ion,  o r  t o  obtain a copy of t he  ARWW prog ram forms, please contact L iberty 
Water (Rio Rico Util i t ies, Inc.] at: 

1060 Yavapai Drive, Suite 9 ,  Rio Rico, Arizona 85648 o r  520-281-7000. 

tiliti 
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The Regulation of 
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i 

Theory and Practice 

CHARLES F. PHILLIPS, JR. 
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Professor of Economics 
Washington and Lee University 

1993 
PUBLIC UTILlTIES REPORTS, INC. 
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n e  Regulation of Public Utilities 

rneir revenue requirements. Such rates must be “just and reasonable,” with 
no “undue” discrimination. 

While rate regulation has been the major concern of the commissions and 
the courts, attention also has been paid to the problems of quality and 
quantity of service, safety of operations and efficiency of management. 
Consumers expect high standards of service from public utilities, since “it 
does the buyer no good to pay a lower price if the quality or quantity he gets 
for his  money is lowered in the same proportion, giving him gas, for instance, 
of four-fifths the former heating power for four-fifths the former price.”’ 
They also expect safe service, because the best service available is useless 
if  gas leaks cause explosions or accidents cause blackouts, brownouts or 
plant shutdowns. And, “it does the buyer no good to compel the producer to 
accept half the former net earnings if he gets in exchange a management half 
as efficient, for the poor management will add more to the costs of operation 
than the regulating commission can take away in reduced earnings.Ig2 

The goals of regulation, the task and phases of rate regulation, various 
theories of regulation and commission procedures are discussed in  this 
chapter. In the following six chapters, accounting and financial control, the 
rate level, the rate of return and the rate structures of public utilities are 
examined in detail. Finally, service and safety standards, as well as manage- 
ment efficiency, are considered in Chapter 12. 

Goals of Public Utility Regulation 

The job of a public utility is “to provide the public with as much and as 
good service as the pubIic wants and is willing to pay for. The goal of 
regulation, within the limits set by its authority and its capacity, is to 
translate this task into operating terms, and see to it that it is carried out.*’3 
Five basic objectives have been employed by the regulatory commissions in 
translating this task into operating terms: 

1. 

2. 

3. 

Commissions have sought to prevent excessive (monopoly) prof- 
its and unreasonable (inequitable) price discrimination among 
customers and places. This objective is essentially a negative or 
restrictive one. 

Commissions have tried to assure adequate earnings so that the public 
utility sector could continue to develop and expand in accordance with 
consumer demand. Profits, however, are not guaranteed. 

Commissions have sought to provide service to the maximum 
number of customers. In some instances, competition has been 
limited to permit internal subsidy (low-density routes may be 
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subsidized by earnings on high-density routes). More recently, 
conservation and new entry have resulted in a growing emphasis 
upon cost-based rates, thereby forcing commissions to re-evaluate 
the use of internal subsidies to achieve this objective. 

Commissions have often promoted the development of an industry. 
Rate structures have been designed to promote growth (declining 
block rates), or subsidies (from Congress) have been given to achieve 
this objective (rural electric cooperatives and rural telephone ser- 
vice). Federal public power projects have been undertaken to pro- 
mote the industrial development of specific regions. 

Commissions, in some instances, have been -or are rapidly be- 
coming - concerned with ensuring maximum public safety and 
management efficiency. Safety has been an important objective in 
the provision of natural gas and in the country’s nuclear power 
program. Concern about the efficiency of management has re- 
sulted in countless “management audits” since the early 1970s and 
in numerous attempts to introduce incentive regulatory schemes. 

These are not the only possible goals or objectives for regulation. Some 
have argued that regulation should seek “social,” as opposed to “business” 
or “economic,” objectives. The term is difficult to define, but generally refers 
to “any policy of rate control designed to make the supply of utility services 
responsive to social needs and social costs, and rejecting as even tolerable 
measures of these needs and these costs the prices that consumers are able 
and willing to pay for the services and the money costs that the enterprise 
must incur in their prod~ct ion.”~ A larger number have argued that regulation 
is too often conceived of as a restrictive or negative force; that i t  must 
become more dynamic with greater emphasis on achieving (1 )  maximum 
economic performance, by providing explicit incentives to reward efficiency 
and penalize inefficiency, and (2) proper resource a l loca t i~n .~  

Public utilities are no longer, if they ever were, isolated from the rest of 
the economy. It is possible that the expanding utility sector has been taking too 
large a share of the nation’s resources, especially of investment.6 At a mini- 
mum, regulation must be viewed in the context of the entire economy - and 
evaluated in a similar context. Public utilities have always operated within the 
framework of a competitive system. They must obtain capital, labor and 
materials in competition with unregulated industries. Adequate profits are not 
guaranteed to them. Regulation, then, should provide incentives to adopt new 
methods, improve quality, increase efficiency, cut costs, develop new markets 
and expand output in line with consumer demand. In short, regulation is a 
substitute for competition and should attempt to put the utility sector under the 
same restraints competition places on the industrial sector. 
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March 20,201 3 Press Conference Transcript PRELIMNARY 

monetary policy. To summarize, the participants’ projections for economic growth have a central 

tendency of 2.3 to 2.8 percent for 2013, rising to 2.9 to 3.7 percent in 2015. The central tendency 

of their projections of the unemployment rate for the fourth quarter of this year is 7.3 to 7.5 

percent, declining to 6.0 to 6.5 percent in the final quarter of 201 5 .  Most participants see 

inflation gradually increasing toward the Committee’s longer-run target; the central tendency of 

their projections for inflation is 1.3 to 1.7 percent this year and 1.7 to 2.0 percent in 201 5 .  

As you already know from the policy statement, we are continuing the asset purchase 

program first announced in September. This decision was supported by our review at this 

meeting of the likely efficacy, costs, and risks of additional purchases. Let me briefly summarize 

the cost-benefit analysis supporting our decision. 

Although estimates of the efficacy of the Federal Reserve’s asset purchases are 

necessarily uncertain, most participants agreed that these purchases-by putting downward 

pressure on longer-term interest rates, including mortgage rates-continue to provide meaningful 

support to economic growth and job creation. However, most also agreed that this monetary tool 

would likely not be able on its own to fully offset major economic headwinds, such as those that 

might arise from significant near-term fiscal restraint or from a sharp increase in global financial 

stresses. 

We also had a thorough discussion of possible costs and risks of continued expansion of 

the Federal Reserve‘s balance sheet. The risks include possible adverse implications of 

additional purchases for the functioning of securities markets, and the potential effects-under 

various scenarios-of a larger balance sheet on the Federal Reserve’s earnings from its asset 

holdings and, hence, on its remittances to the Treasury. The Committee also considered possible 

risks to financial stability, such as might arise if persistently low rates lead some market 

2 of 26 
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participants to take on excessive risk in a “reach for yield.” In the Committee’s view, these costs 

remain manageable, but will continue to be monitored and we will take them into appropriate 

account as we determine the size, pace, and composition of our asset purchases. 

As for today, our policy decision had two main elements. First, the Committee decided to 

continue purchasing additional agency mortgage-backed securities at a pace of $40 billion per 

month and longer-term Treasury securities at a pace of $45 billion per month. It bears 

emphasizing that the Committee has described this program in terms of a monthly pace of 

purchases, rather than as a total amount of expected purchases, and has tied the evolution of the 

program to economic criteria-specifically, to the achievement of a substantial improvement in 

the outlook for the labor market in a context of price stability. Within this framework, the 

Committee could vary the pace of purchases as progress is made toward its economic objectives, 

or if its assessment of the efficacy and costs of the program changes. At this meeting, the 

Committee judged that no adjustment was warranted. 

Second, the Committee kept the target for the federal funds rate at 0 to 1/4 percent and 

reaffirmed its expectation that a highly accommodative stance of monetary policy will remain 

appropriate for a considerable time after the asset purchase program ends and the economic 

recovery strengthens. In particular, we anticipate that this exceptionally low range for the funds 

rate will be appropriate at least as long as the unemployment rate remains above 6% percent, 

inflation between one and two years ahead is projected to be no more than a half percentage 

point above the Committee’s longer-run inflation goal of 2 percent, and longer-term inflation 

expectations continue to be well anchored. 

I should note, as I have on other occasions, that the economic conditions provided in this 

forward guidance are thresholds, not triggers. Crossing one or more of these thresholds will not 
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lead automatically to an increase in rates. Rather, the Committee will assess at that time whether 

the outlook justifies raising its target for the federal funds rate. This guidance will help market 

participants assess how the Federal Reserve’s interest-rate policy is likely to respond to 

economic developments, but its broader purpose is to assure households and businesses that 

monetary policy will continue to support the recovery even as the pace of economic growth and 

job creation picks up. In their individual projections, 14 of the 19 FOMC participants saw the 

first increase in the target for the federal funds rate as occurring in 20 15 or 20 16. 

Let me comment briefly on how the two main pieces of our policy accommodation- 

asset purchases and guidance about future changes in the federal funds rate-fit together. The 

purpose of the asset purchases is to increase the economy’s near-term momentum, with the goal 

of improving the outlook for the labor market and helping to promote a self-sustaining recovery 

with price stability. The forward rate guidance, in turn, provides information about when the 

Committee will begin considering the removal of policy accommodation through increases in its 

target for the federal funds rate. Importantly, the Committee expects a considerable interval to pass 

between the time when the Committee will cease adding accommodation through asset purchases and 

the time when it will be appropriate to begin removing accommodation by moving the federal funds 

rate target toward more normal levels. As always, in deciding on the appropriate stance of policy, the 

Committee will take a balanced approach consistent with its longer-run goals of maximum 

employment and inflation of 2 percent. 

In sum, the Committee anticipates moderate economic growth, supported by household 

and business spending and a strengthening housing sector. The labor market has shown signs of 

improvement in recent months, but the unemployment rate remains elevated. Inflation is 

expected to remain low, and fiscal policy has become somewhat more restrictive. In light of its 
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outlook, and following a review of the efficacy and costs of additional asset purchases, the 

Committee today reaffirmed its asset purchase program and its federal funds guidance. 

Thank you. I would be glad to take your questions. 

YLAN MUI. Hi. Ylan Mui, Washington Post. My question is around QE. Obviously, 

we've seen some of your colleagues giving more specific criteria, give some color around what 

they're looking for before they would consider exiting from QE. Can you give us any additional 

color on what you're looking for specifically in terms of substantial improvement in labor 

market? And does the fact that there aren't thresholds associated with QE say anything about the 

level of disagreement among the committee members over what that exit should look like? 

CHAIRMAN BERNANKE. Well, 1'11 take your second question first. The lack of 

thresholds comes from the coinplexity of the problem. On the one hand, we have benefits, which 

are associated with improvements in the economy, but there are also costs associated with 

unconventional policy, such as potential effects of financial stability, which are hard to quantify 

and which people have different views about. So to this point, we've not been able to give 

quantitative thresholds for the asset purchases in the same way that we have for the federal funds 

rate target. We're going to continue to try to provide the information as we go forward. In 

particular, as I mentioned today, as we make progress towards our objective, we may adjust the 

flow rate of purchases month to month to appropriately calibrate the amount of accommodation 

we're providing given the outlook for the labor market. 

In terins of further color, again given the complexity of the issue. we've not given 

quantitative analysis or quantitative thresholds. I would say that we'll be looking for sustained 

improvement in a range of key labor market indicators, including obviously payrolls, 

unemployment rate, but also others like the hiring rate, the claims for unemployment insurance, 

5 of 26 



March 20, 20 13 Press Conference Transcript PRELlMINARY 

quit rates, wage rates. and so on. We're looking for sustained improvement across a range of 

indicators and in a way that's taking place throughout the economy. And since we're looking at 

the outlook, we're looking at the prospects rather than the current state of the labor market, we'll 

also be looking at things like growth to try to understand whether there's sufficient momentum in 

the economy to provide demand for labor going forward. So that will allow us to look through 

perhaps some temporary fluctuations associated with short-term shocks or problems. 

ROBIN HARDING. Robin Harding from the Financial Times. Mr. Chairman, to follow 

up on that last point, what--you referred to the possibility of varying purchases on the rates of 

purchases per month. What's the difference in the conditions that would induce you to do that as 

opposed to the substantial improvements in the labor market that would induce you to stop the 

program altogether? Thank you. 

CHAIRMAN BERNANKE. Well, the problem with having just a single criterion is that 

it's all or nothing. We maintain full speed ahead until we hit a certain target, and then, you know, 

we stop. That would be I think very difficult for the markets to understand, to anticipate. We 

think it makes more sense to have our policy variable, which is the rate of flow of purchases, 

respond in a more continuous or sensitive way to changes in the outlook. So as we make progress 

towards our ultimate objective of substantial improvement, we may adjust the rate of flow of 

purchases accordingly. 

Now, we won't do that every meeting. We won't do that frequently, but when we see that 

the condition or the situation has changed in the meaningful way, then we may well adjust the 

pace of purchases in order to keep the level of accommodation consistent with the outlook. And 

secondly, to help provide the markets with some sense of progress--how much progress is being 

made so that it can make better judgments. 

6 of 26 



March 20,201 3 Press Conference Transcript PRELIMINARY 

ROBIN HARDING. Could you define progress towards on how you deal with that? 

CHAIRMAN BERNANKE. Well, you know, I just described what I mean by substantial 

improvement. It's a broad-based improvement in a range of indicators, as well as improvement in 

output in labor demand. So, as we move, we see partial improvements, see modest improvement 

as we see a period in which the labor market is doing better, and we have reason to think it might 

be stronger, then we might reduce accommodation at that point. But it works in both directions if 

subsequently the labor market were to weaken, the outlook were to get worse, we could of course 

bring back accommodation back to the previous level. 

STEVE LIESMAN. Steve Liesman from CNBC. Mr. Chairman, I have to keep coming 

back to this issue of the adjusting the flow rate Are we near that time right now? And how can 

the markets calibrate the number to changes in economic movement? For example, let's say 

theoretically we did 236,000 jobs in a month, and the unemployment rate fell by 0.2 percent. 

Would that be sufficient to begin to adjust the purchases downward? Thank you. 

CHAIRMAN BERNANKE. Well, that's going to be obviously decision that the 

Committee has to make, and we will, at each meeting, we'll look at progress that's been made 

since the last meeting, try to assess the outlook, try to determine whether there's been a sufficient 

change to warrant a change in our policy stance. Internally, we'll use models and other indicators 

of the state of the labor market to try to make a good estimate of how much we need to change 

the rate of flow. But again, the point of this is to let the market see our behavior. To let them see 

how we respond to changes in the outlook, and that way that we have better ability, I hope, for 

the markets to anticipate either a return of higher levels of purchases or the ultimate facing out of 

the program. 

STEVE LIESMAN. Are we near that level now? 
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CHAIRMAN BERNANKE. That's an issue for--obviously, there has been improvement. 

Let me say that. We've seen improvement in the last four or five months. The last five months, 

for example, we've seen over 200,000 jobs a month in the private sector. Unemployment rate has 

come down four-tenths since September. Unemployment claims, insurance claims are at the 

lowest level they've been since the crisis, so we are seeing improvement. I think one thing we 

would need is to make sure that this is not a temporary improvement. So we've seen periods 

before where we had as many as 300,000 jobs for a couple of months, and then things weakened 

again. So 1 think an important criterion would be not just the improvement that we've seen, but is 

it going to be sustained for a number of months? 

PEDRO DA COSTA. Pedro da Costa from Reuters. Mr. Chairman, I wanted to ask you 

about Cyprus a little bit, because you guys removed the reference in the statement referring to 

easing a financial condition, suggesting that you are alert to these new risks that seem to have 

emerged. Doesn't the fact that a country as small as Cyprus can set off such global reverberations 

suggested the financial system is perhaps a lot more fragile than the Fed stress test suggests? And 

then separately, you discounted the estimate of the "too big to fail" subsidy that Elizabeth 

Warren threw at you during the Senate hearing a couple of weeks ago. I was wondering, does the 

Fed have its own estimate of what that subsidy is, and could you tell us what it is if that's the 

case? 

CHAIRMAN BERNANKE. Well, first on the reverberations, it's a difficult situation in 

Cyprus. You've got a situation where the banking system is a large multiple than the size of the 

economy. And so in the financial sense, it's bigger than it is in a GDP sense. And it's a difficult 

problem because the country faces both fiscal and bank capitalization issues. And you've seen 

that there's political stress in terms of trying to figure out how they're going to meet the demands 
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of the euro group for contributing to their rescue. So, a lot of uncertainties and difficulties and 

there's questions about how the way Cyprus is treated--what implications that might have for 

other countries and the like. So, it does have some consequence. 

But having said that, you know, the vote failed and the markets are up today. And I don't 

think that the impact has been enormous. I mean I think it's something we're paying attention to. 

We hope that the Europeans will come up with an efficient and equitable solution. We are 

monitoring very carefully, but at this point, we're not seeing a major risk to the U.S. financial 

system or the U.S. economy. 

On the benefits of being "too big to fail," no, we don't have an estimate. It's pretty 

difficult to control for all the factors that go in to determining the size of the subsidy. I think 

there is some evidence that financial markets are at least to some extent taking into account the 

possibility that large financial institutions will fail. You see, for example, spreads in the credit 

default swaps that indicate some probably of failure. You see some discrimination among 

different institutions according to the bond market, interest rates that they get charged and so on. 

So there is some evidence of market discrimination. 

That being said, I certainly never meant to say to Senator Warren--and I share her 

concern about "too big to fail." I think it's a major issue. I never meant to imply that the problem 

was solved and gone. It is not solved and gone; it's still here, but there's a lot of work in train. 

We're putting in the Basel capital standards. We're putting in the orderly liquidation authority 

from Dodd-Frank. We're working with our international partners. And I hope that we'll make 

progress against "too big to fail," because I agree with her 100 percent that it's a real problem and 

needs to be addressed if at all possible. 
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JON HILSENRATH. Jon Hilsenrath from the Wall Street Journal. Mr. Chairman, I'd like 

to change the subject a little. Your predecessor served as Fed Chairman for 19 years. By contrast, 

the European Central Bank and the Bank of England have eight-year term limits on-for their 

top people. I wanted to ask you two questions related to that. First, as a matter of governance, do 

you think eight years is the right amount of time for a central bank leader to serve, or should it be 

less or more undefined? And more specifically, as regards to you, your term is 10 years from 

completion. How are you thinking about what you will be doing next year after your term is 

completed? 

CHAIRMAN BERNANKE. Well, on the latter question, I don't have anything for you. 

I'll certainly be informing the Wall Street Journal and other publications if I come to some 

decision or some developments in that front. 

In terms of term limits, I don't have a strong view on that. Different countries use 

different approaches. Of course, the president always has the option to reappoint or not reappoint 

Fed Chairman, and the Senate always has the option of confirming or not conforming. So, in that 

respect, term limits are redundant. And indeed, if you had term limits on the Fed Chairman, that 

would be I think the only office in the federal government besides president and vice president 

that would have that restriction. 

But that being said, again, I don't view this as a major issue, nor have I seen it actively 

discussed in. I think, in the Hill. Perhaps, I missed it. But I don't have a strong view about that. 

My 10-year term of course is not as Chairman. My 10-year remaining term is as a governor, so 

that's not relevant really to the question that you asked about. 

BINYAMIN APPELBAUM. Binya Appelbaum. the New York Times. I want to go back 

to asset purchases. You've spoken a lot about the power of forward guidance, the power of clear 
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communication. I understand that it's a complicated issue but why would you leave on the table 

the additional power of saying to markets, "We're going to keep doing this for a while."? And 

separately, there's been a lot of conversation about the risks associated with quantitative easing. I 

wonder if you could tell us: When is the last time you spoke with someone who is unemployed? 

CHAIRMAN BERNANKE. Pretty recently. I have a relative that is unemployed. But I 

come from a small town in South Carolina that this has taken a big hit from the recession. Last 

time I was there, the unemployment rate was about 15 percent. I think it's better now. The home 

that I was raised in had just been foreclosed upon when I was visiting there. I have great concern 

about the unemployed both for their own sake, but also because the loss of skills, the loss of 

labor force attachment is bad for our whole economy. It reduces tax revenues. It reduces 

productivity. So I think it's very, very important that we act to address unemployment, and I 

think the Federal Reserve--] think most people would agree--the Federal Reserve has been fairly 

active in that regard. 

In terms of costs, there are a number of different costs, and I mentioned some of them in 

my remarks. I think one that has recently been discussed--Governor Stein brought it up in a 

speech--is the issue of financial stability. Clearly, financial instability, if it were allowed to be 

sufficiently serious, would be a threat to employment, a threat to jobs, and a threat to production. 

So obviously, given the experience of the past few years, we want to be sure that we're not 

unnecessarily encouraging excessive risk-taking or other problems in the financial markets. We 

do address that to a number of means including monitoring the financial system, regulation 

supervision, communication, and the like. But this is a potential concern that a number of my 

colleagues are worried about, and it's one of the things we talked about in our discussion of the 

costs and risks of balance sheet policies. 
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BINYAMTN APPELBAUM. Then why would you [inaudible] on the table? 

CHAlRMAN BERNANKE. I don't know what you mean by on the table. 

BINYAMIN APPELBAUM. Why not use it as a tool to increase the power of asset 

purchases? 

CHAIRMAN BERNANKE. Well, again, I don't--we've not been able to come to an 

agreement about what guidance we should give and part of the concern is is that we go forward 

we--you know, we'll have to factor in the efficacy, which is another issue. 1 mean, there's a wide 

range of views about how effective asset purchases are in terms of moving the economy. So as 

we move forward in time, we'll be learning about how effective the policy is, and what cost and 

risk there may be associated with it. And as we do that, perhaps we would be able to give more 

explicit guidance. And I agree with you 100 percent that that would be more effective if we 

could give numerical guidance. But, you know, I think the Federal Reserve has come a long way. 

You know, in 1994. we didn't even tell people when we changed the federal funds rate. Now, 

we're telling you when--you know, what the state of the economy is going to be when we raise 

the federal funds rate. So, we are making progress in terms forward guidance. 

DONNA BORAK. Chairman, Donna Borak with American Banker. There have been a 

number of policies that have been floated in the last few months regarding of strengthening U.S. 

banks. One being increased perhaps making adjustments to the Base1 I11 leverage ratio, requiring 

banks to hold long-term unsecured debt in event of a resolution, and then also placing a cap on 

things, non-deposit liabilities. Firstly is do you agree with these policies on whether or not the 

Fed should be pursuing them, along with supervisors? And secondly, in the context of this 

question of too big to fail, I mean, do you think these policies would actually help to finally 

convince the market and the public that too big to fail doesn't exist? 
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CHAIRMAN BERNANKE. Well, I think capital is an important element in addressing 

too big to fail. One of the things that will be proposed and is not in effect yet will be surcharges 

on the largest banks. That is the largest financial institutions will have to hold more capital as a 

percent of their risk-weighted assets than smaller banks do. That will increase their cost of 

funding and to some extent will both equalize their cost of funding with other banks and make 

them safer so that the risk of their failure is limited. So I think that's an important step. And there 

are many other restrictions in both Dodd-Frank and Basel, including liquidity, restrictions, and so 

on, that apply most strictly to the largest institutions. 

In terms of the financing, it is true, I think, that excessive reliance on short-term 

uninsured funding does present some risks. And there are different ways to address that, But one 

way to address it is through liquidity regulation. And both in our 165-166 rule and now through 

Basel 111, we will be putting forward restrictions on the kinds of financing, the limits on how 

much illiquidity and liquidity risk firms can take. 

Again, I don't think too big to fail is solved now. We're doing a number of things, which I 

think will help. We need to keep assessing that, and we'll be able to tell by looking at market 

indicators by doing our own stress test and the like. And if we don't, you know, if we don't 

achieve the goal, I think we'll have to do additional steps. It is important. I mean, it's not 

something we can just forget about. It may take some time, but too big to fail was a major part of 

the source of the crisis. And we will not have successfully responded to the crisis if we don't 

address that problem successfully. 

JEFF KEARNS. Thank you, Mr. Chairman. Jeff Kearns from Bloomberg. Looking at the 

level for credits scores for new home loans rising into the 700s--is that something you would 

13 of 26 



March 20, 20 13 Press Conference Transcript PRELIMINARY 

consider to be a successful transmission of monetary policy, and--especially given how well the 

Fed says banks are capitalized? 

CHAIRMAN BERNANKE. Well, the tightening of credit mortgage markets, I mean, our 

sense is that it's gone too far. I mean, some tightening was obviously needed. There were people 

who bought houses prior to the crisis who really couldn't sustain a mortgage. So terms and 

conditions have been tightened up, and we're now seeing much higher credit quality 

requirements on potential borrowers. We are concerned that a variety of factors, such as concerns 

about putbacks the banks may have. Uncertainties about regulation, which we're working on to 

get done as quickly as possible, may have tightened the mortgage credit box more than would be 

desirable in a long-run healthy economy. That does have some effect on monetary policy. One of 

the most powerful tools we have is bringing down mortgage rates and stimulating home buying 

construction and related industries. So that is an issue that we take into account. I would say one 

thing which is that as the housing industry has strengthened and home prices have gone up, that 

has actually brought some people into the credit box in the sense that the number of people, for 

example, who are underwater in their mortgages is declining as house prices go up. So if people 

have bigger down payments, bigger equity in their homes, they become more creditworthy. So, 

to some extent, not--1 don't want to overstate it--but to some extent, monetary policy by 

strengthening the housing market helping support house crisis is bringing more people into the 

mortgage market. 

PETER BARNES. Peter Barnes of Fox Business, sir. The stock market has been hitting 

all-time highs. It's recovered all of its losses from the financial crisis. I just want to know if I-- 

from you if I still have time to get in. 

[Laughter.] 
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PETER BARNES. But seriously, how do you feel about that? Is it good? Is it bad? 

Mission accomplished? And are you worried about bubbles? We're still at 7.7 percent 

unemployment. I mean is the--what do you think? 

CHAIRMAN BERNANKE. That's right. We're not targeting asset prices. We're not 

measuring success by in terms of the stock market. We're measuring success in terms of our 

mandate, which is employment and price stability, and that's what we're trying to achieve. We do 

monitor the entire financial system, not just the parts that we supervise or regulate. It includes the 

stock market and other asset markets. We use a variety of metrics. And I don't want to now be 

pulled into going through every individual financial market and assessing it. But in the stock 

market, you know, we don't see at this point anything that's out of line with historical patterns. In 

particular, you should remember of course that while the Dow may be hitting a high, it's a 

nominal term. This is not in real terms. And if you adjust for inflation and for the growth of the 

economy, you know, we're still some distance from the high. I don't think it's all that surprising 

that the stock market would rise given that there has been increased optimism about the 

economy, and the share of income going to profits has been very high. Profit increases have been 

substantial, and the relationship between stock prices and earnings is not particularly unusual at 

this point. 

MARCY GORDON. Thank you. Marcy Gordon with the Associated Press. Mr. 

Chairman, the statement mentions that fiscal policy has become more restrictive. How much of a 

drag on growth do you see from the Social Security tax increase and the across the board 

spending cuts went in to effect on March 1 ? And is it possible that the Fed might see a need to 

provide more support to the economy if that--because of that drag on fiscal? 
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CHAIRMAN BERNANKE. Well, our analysis is fairly comparable to analysis that 

Congressional Budget Office has presented to the Congress. And they estimate that putting 

together all the fiscal measures, including the fiscal cliff deal, the sequester, and other cuts, that 

federal fiscal restraint in 201 3 is cutting something like one and a half percentage points off of 

growth, which, of course, is very significant. So that is an issue for us. We--you know, we take 

as given what the fiscal authorities are doing. The economy is weaker. Job creation is slower 

than it would be otherwise. And so, that is one of the reasons that our policy has been as 

aggressive as it is. That being said, as I've said many times, monetary policy cannot offset a 

fiscal restraint of that magnitude. And so the final outcome will be worst or--in terms of jobs 

than would have been the case with less fiscal restraint. I want to emphasize that 1 do believe that 

long-term fiscal stability is extremely important. And I urge Congress, the administration as I 

always do when I go to testify to do whatever is necessary to put us on a sustainable fiscal path 

going forward. But in doing so, I think it's a good idea to pay attention to the impact in the near 

term on what is still not a completely satisfactory recovery. 

STEVE BECKNER. Mr. Chairman, good afternoon. You earlier stressed that you want to 

see improvement in the labor market sustained and that to make that determination, you have to 

have adequate economic growth and yet, the projections in the revised Summary of Economic 

Projections has kind of a--it seems like an Okun's Law dilemma there. You--They have reduced 

the projected rate of unemployment, but at the same time lowered the growth forecast. So how 

do you square those two? How do you get sustained improvement in the labor market if the 

economy is going to slow down? 

CHAIRMAN BERNANKE. Well, if in fact that happens, it's an issue obviously. There's 

been some disconnect at least in the short run between unemployment rate changes and growth 
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during this recovery, and there've been periods at least where unemployment has fallen relatively 

quickly even though growth has been more limited. So we're just going to have to monitor 

developments in the economy and see what happens. You're right that we're not forecasting 

extraordinarily strong growth. But it is also true as you--I think you noted--that our projections 

for unemployment in the fourth quarter are noticeably lower than they were in September when 

we first announced this asset purchase program. So there has been some improvement in the 

outlook as measured by that metric. But you're right. You know, we do need to see a sustained 

improvement. One month, two months doesn't cut it. And normally, you would expect that you 

would need to see a reasonable pace of the GDP growth in order to achieve that. So we're just 

going to have to keep providing support for the economy and see--you know, see how things 

evolve. 

VICTORIA McGRANE: Hi, Chairman. Victoria McGrane with the Dow Jones 

Newswires. In the stress test that the Fed recently conducted, there were--as an adverse scenario 

and a severely adverse scenario, and you published results of the--from the individual banks on-- 

under the adverse--severely adverse scenario. 

CHAIRMAN BERNANKE: Right. 

VICTORIA McGRANE: But you didn't under the merely adverse scenario which--and 

featured in inflation shock followed by a quick rise in short-term rates. So I have two-part 

question. First, why didn't the Fed publish those results? And second, even if you can't share how 

individual banks performed, what did you learn from how--from the results you did see under 

that adverse scenario? 

CHAIRMAN BERNANKE. Well, the reason for publishing the severely adverse 

scenario, of course, is that's the ultimate acid test, you know, whether the banks are sufficiently 
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capitalized. Presumably, if they can survive a severely adverse scenario, then an adverse scenario 

would--obviously less strenuous, less stressful and they wouldn't have as much difficulty. So I 

think in terms of evaluating the health of the banks, the severely adverse scenario is the right 

one. That being said, I don't see any principal reason why we couldn't provide that information. I 

will find out at some point why we are doing it that way. 

The severely adverse scenario is mostly just a scaling up of the adverse scenario. For the 

most part, there are some differences. For example, we have used some of our work to look at 

interest rate risk and interest rate sensitivity. And, you know, found generally that banks can also 

sustain a significant increase in long-term interest rates as well for a number of reasons, one of 

them being that higher interest rates increase their franchise value because it increases their net 

interest margin over time. So, again, I think the severely adverse scenario is the one that really 

puts them to the test. But we're always talking about, you know, what information will be useful 

to investors and to the press. 

RYAN AVENT. Ryan Avent, The Economist. You've noted that most of the committee 

members don't expect an increase in rates until 20 1 5 or 201 6, and it looks in the projections as 

though the expectation for the long run rate of the Federal Funds target is around four percent 

which should below the sort of peak rate we saw before the recession. Given the committee's 

concerns about unconventional policy, is there any feeling on the committee that perhaps 

recovery isn't going fast enough and that more accommodation would be justified? And has there 

been any discussion about a change in policy targets to try to stay effective without much of a 

cushion there between the Fed Funds target rate and the zero lower bound? 

CHAIRMAN BERNANKE. Well, as you point out, we're at the zero lower bound and 

that makes further accommodation not impossible but more difficult and harder to predict and 
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with more side effects that are difficult to predict. I'm not sure I understand the whole thrust of 

your question. We have--as, you know, we have given this guideline for--so we call them 

signposts for how the funds rate is going to evolve over time. And as a lot of academic research 

shows, you know, when you're close to the zero lower bound, by telling markets that you're 

going to keep rates low for a significant period, that's one way to get longer term rates down and 

to provide more stimulus to the economy. And we think this has been a pretty effective tool. 

Now, we could go further. We could lower even further say the unemployment that rate number 

that we hit. We've discussed variants and at least one member of the committee has suggested 

that. But for right now, we find that the thresholds that we have put into that rate guidance 

seemed to be sufficient to approximate the--what's called the Optimal Control Path of Interest 

Rates that it seems to give a path of unemployment inflation that's about as good we can get with 

the monetary policy tools that we have. It doesn't mean we're satisfied. It just means that we 

don't have enough fire power to get the economy back to full employment more quickly. I don't 

know if that was responsive or not. 

RYAN AVENT. I guess I'm not--given the concerns about unconventional policy relative 

to normal interest rate policy, is there a feeling that more should be done so that in the next 

potential recession rolls around, we have more room to cut rates, or are you comfortable just 

using these threshold policies on an ongoing basis? 

CHAIRMAN BERNANKE. I see. So you're talking about the inflation target, basically. 

Is that fair? 

RYAN AVENT. Yeah. I think so. 

CHAIRMAN BERNANKE. Yeah. Okay. So historically, the argument for having 

inflation greater than zero--we define price stability as 2 percent inflation as do most central 
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banks around the world. And one might ask, "Well, price stability should be zero inflation. Why 

do you choose 2 percent instead of zero?" And the answer to the question you're raising which is 

that if you have zero inflation, you're very close to the deflation zone and nominal interest rates 

will be so low that it would be very difficult to respond fully to recessions. And so historical 

experiences suggested that 2 percent is an appropriate balance between the cost of inflation and 

the cost that you're referring to. We haven't contemplated changing that. We just put that number 

in as, you know, fairly recently. I think at this point, it's still being debated in academic circles 

that--you know, and we'll see what kind of outcome they come up with. But it's an interesting 

question to try to quantify. There is research, for example, which asks the question how often do 

you tend to hit the zero lower bound? And our belief few years ago was that it was a very rare 

event and now it has become more common. So I'm sure there'd be a lot of thinking about this in 

academic and other circles. 

BEN WEYL. Hi, Mr. Chairman. Ben Weyl, Congressional Quarterly. There's a lot of talk 

about whether certain institutions are too big to fail. And I wanted to get it a different, if related, 

question. In 1980, let's say there was about financial sector comprised about 5 percent of the US 

Economy, US GDP, now it's about 9 percent. And I'm wondering if you think that shift is 

beneficial to the US economy? 

CHAIRMAN BERNANKE. I don't think I know the answer to that question. Certainly. 

the financial system has--1 could argue two ways. I could say, well, the US economy grew pretty 

well between 1945 and 1975 or 1980. And the financial system was much simpler and didn't 

have a lot of exotic derivatives and so on. So that would be argue--that would be one way to 

argue that maybe, you know, all these extra financial activity is not justified. On the other hand, 

the world is a lot more complicated. We're a lot--The world is a lot more international. You have 
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large multinational firms that are connecting resources, savers and investors in different 

countries. There's a lot more demand for risk sharing, for liquidity services and so on. So I think 

based on that and based on the innovations that information technology have created lots of 

industries, you would expect financial services to be somewhat bigger. So 1 don't really know the 

answer to that question. I think that my predecessor, Paul Volcker's claim that the only 

contribution to the financial industry is the Automatic Teller Machine. It might be a little 

exaggerated. I know that people--some people have that view. Again, I don't know the answer. I 

think that a somewhat bigger financial sector can be justified by the wider range of services and 

the more globalized financial economic system that we have. But the exact number, I can't really 

say. 

JEREMY TORDJMAN. Hi, I'm Jeremy Tordjman with the AFP Newswire Agency. I 

have a follow up question on Cyprus. As a central banker, do you think it was either appropriate 

or fair to impose a levy on every bank deposit in Cyprus even though the insured by the 

European Union itself? Thank you. 

CHAIRMAN BERNANKE. Well, I have not been involved in those conversations and 1 

don't necessarily know all the details. And so I know they're grappling with a very difficult 

problem. I think the issue they face is that there's a pretty big hole, a financial hole, in the sense 

that there is a fiscal issue and there's also a bank restructuring recapitalization issue. So they're 

looking for resources where they can find them. I think everyone understands that there are 

certain risks with that besides the equity issue of taxing lower income people. There is the issue 

of setting a president that might reduce confidence in banks in subsequent periods. But again, 

that being said, it's a very tough issue. And I--and finding the resources to solve Cyprus' 
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problem, you know, there's probably no easy way to do it. And we're going to keep monitoring 

that. But I don't envy them that particular challenge. 

GREG ROBB. Thank you. There's been a trend in the last couple of years where the 

economy kind ofjumped out of the gate in the first part of the year only to kind of falter. Is that 

something that you're worried about this year? And does that suggest that QE might have to stay 

kind of at the same pace you are now in some into the third quarter until we're sure about that 

trend? 

CHAIRMAN BERNANKE. Well, you're absolutely right that there's been a certain 

tendency for a spring slump that we've seen a few times. One possible explanation for that-- 

besides some freaky things, some weather events and so on, one possible explanation is 

seasonality. Because of the severity of the recession in 2007 to 2009, the seasonals got distorted. 

And they may have led--and I say may because the statistical experts--many of them deny it. But 

it's possible that they led job creation and GDP to be exaggerated to some extent early in the 

year. Our assessment is though that at this point that we're far enough away from the recession 

that those seasonal factors ought to be pretty much washing out by now. So if we do in fact see a 

slump, it would probably be due to real fundamental causes. And then we would obviously have 

to respond to that. As I said we're planning to adjust our tools to respond to changes in the 

outlook. And that can go either direction. 

DONALD JUDD. Donald Judd, CBS News. I was wondering if you could tell me how if 

a run on the banks happens in Cyprus, how that might affect US markets. And also, is it possible 

for the US to levy a tax on regular deposits here or why not? 

CHAIRMAN BERNANKE. Well, as someone mentioned, Cyprus is a tiny economy and 

I don't think that these issues as worrisome as they are and as concerned as we would be for the 
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Cypriote people, 1 don't think that they have a direct implications for the US economy. The only 

way that they would create a problem would be if the runs became contagious in some sense, if 

depositors in other countries lost confidence. But at this point, I'm not aware of any evidence that 

that is in fact the case. The argument the Europeans are making is that Cyprus is a very unique 

situation, very different situation. And indeed, it is quite unusual to have a banking sector as 

large as they have relative to their economy. In terms of the United States, you know, the FDIC 

was founded I think in 1934. And insured deposits and they're very proud of the fact that no 

one's ever lost a dime in insured deposits. And during the crisis, the response of the government 

was in fact to increase the level of, you know, depositor account sizes that were insured. So I 

consider that to be extremely unlikely in the United States. 

DON LEE. Don Lee at LA Times. Would you be in favor of reducing the flow of 

stimulus if we had another month or two as we did in February of job growth and the 

unemployment rate dropping, but the long-term unemployed didn't change much? And on a 

related question, how much of a pickup do you expect to see in the labor force participation rate, 

and what we will need to see there for that to show substantial improvement? 

CHAIRMAN BERNANKE. On the first question, as I said, I mean that's a decision for 

the committee. We're going to have to make a judgment about how significant the improvement 

is, how sustained it is. Long-term unemployment is one dimension of the unemployment 

problem. But I think that probably the best way to get the long term unemployed back to work is 

to get an overall strong labor market. And I think that's--we've been looking at the overall key 

indicators like overall unemployment rate, payrolls and hiring, and some of the other things that I 

mentioned. The other part of your question was about-- 

DON LEE. Labor force. 
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CHAIRMAN BERNANKE. Labor force participation, yeah. Labor force participation 

has been declining on a trend-like basis in the United States for a while. That's the result mostly 

of demographic factors. Partly, the aging of the population, partly the fact that female 

participation is no longer increasing, it's in fact decreasing a little bit. It's also the case that labor 

force attachment within people of working age has declined for a number of different reasons. So 

there's a trend underlying this. And in addition, there are probably some people who've left the 

labor force just because they are discouraged and they can't find work. So as the economy 

strengthens, the labor market strengthens, I would expect to see some of these folks coming back 

into the labor force. For example, the number of people who are out of the labor force but say 

they would like a full time job and they're not actually counted as unemployed, that number has 

actually been going up which suggest that there are more people thinking about going back into 

the labor force, going back to work. But I doubt that in the near term at least that we'll see an 

increase in labor force participation because besides the effects of the slow recovery, high 

unemployment, we have a downward trend in the US which is not due to the recession. It's due 

to underlying demographic factors. 

CATHERINE HOLLANDER. Catherine Hollander from National Journal. You argued in 

a 1999 paper and a 2002 speech that monetary policy was not the right tool for addressing asset 

bubbles. But in January, you suggested that there might be a role for it even if not as the first line 

of defense. Has your thinking on the issue evolved and can you explain why? 

CHAIRMAN BERNANKE. Well, I still believe the following which is that monetary 

policy is a very blunt instrument. If you are raising interest rates to pop an asset bubble, even if 

you were sure you can do that, you might at the same time be throwing the economy into 

recession which kind of defeats the purpose of monetary policy. And therefore, I think the first 
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line of defense--1 mean, I think, we have a sort of a tripartite lines of defense. We start off with 

very extensive and sophisticated monitoring at a much higher level and much more 

comprehensively than we've had in the past. Then we have supervision and regulation where we 

work with other agencies to try to cover all the empty or uncovered areas in the financial system. 

And then, in addition, we try to use communication and similar tools to effect the way that the 

financial markets respond to monetary policy. So we do have some first lines of defense which I 

think should be used first. That being said, you know, 1 think that given the problems that we've 

had not just in the United States, but globally in the last 15, 20 years, that we need to at least take 

into account these issues as we make monetary policy. And I think most people on the FOMC 

would agree with that. What that means exactly depends on the circumstances. I think if the 

economy is in very weak condition and interest rates are very low for that purpose, it's very 

difficult to contemplate raising rates a lot because you're concerned about some sector in the 

financial sphere. On the other hand, if you're in an expansion and there's a credit boom going on, 

that--the case in that situation for making policy a little bit tighter might be better. So as I've said 

many times, I have an open mind in this question. We're learning. All central bankers are 

learning. But I think I still would agree with the point I made in my very first speech in 2002 as a 

Governor at the Federal Reserve where I argued that the first line of defense ought to be the more 

targeted tools that we have including regulatory tools and to some extent macroprudential tools 

like some emerging markets use. 

PETER COOK. Thank you, Mr. Chairman. As tempted as I might be to end with your 

NCAA picks or your view of the Nationals, I have something a little more serious for you, in line 

with what John asked you about your future. Given the unprecedented nature of that policy on 

your watch and the uncertainty surrounding the exit strategy, to what extent do you feel 
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personally responsible to be at the helm when those decisions are made, and how does that affect 

your future? And more specifically, sort of the last time we gathered here at the press conference, 

you were asked if you'd spoken with the President about your future, and you said you hadn't at 

that time. Could you at least tell us if you've had the conversation? 

CHAIRMAN BERNANKE. I've spoken to the President a bit, but I really don't have any- 

-1 don't really have any information for you at this juncture. I don't think that I'm the only person 

in the world who can manage the exit. In fact, one of the things that I hope to accomplish and 

was not entirely successful at as the Governor or as the Chairman of the Federal Reserve was to 

try to depersonalize, to some extent, monetary policy and financial policy and to get broader 

recognition of the fact that this is an extraordinary institution. It has a large number of very high 

quality policymakers. It has a terrific staff. Literally, dozens of Ph.D. economists who've been 

working through the crisis trying to understand these issues and implement our policy tools, and 

there's no single person who is essential to that. But again. with respect to my personal plans, I 

will certainly let you know when I have something more concrete. Thank you. 
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TABLE 7-2 
Economic Sectors in Standard and Poor's 
500-Stock Index (based on total market 
value outstanding, February 29, 1984) 

Percent of 
Economic Sector Total Value 

Basic Industries 
Consumer Basic Goods 
Consumer Discretionary 

Capital Goods 
Electronics 
Finance 
Energy 
Shelter 
Transportation 
Utilities 
Multiple Industries 

Goods 

5.99 
11.08 
17.62 

16.97 
2.59 
5.34 

19.13 
3.89 
2.55 

11.11 
3.74 

SOURCE: Wells Fargo Investmen1 Advisors. 

early 1984 have been summed by sector. While any such classification 
involves elements of arbitrariness, the figures do suggest the relative 
importance of major economic sectors in the economy. 

THE CAPITAL MARKET LINE 

In the fictional world of the Capital Asset Pricing Model it is a simple 
matter to determine the relationship between risk and return for effi- 
cient investment strategies. Figure 7-1 portrays i t  graphically. Point 
M represents the market portfolio and point P a riskless security return- 
ing &. Preferred investment strategies plot along line PMZ, represent- 
ing alternative combinations of risk and return obtainable by combining 
the market portfolio with borrowing or lending. This is known as the 
Capital Market Line. 

All investment strategies other than those employing the market 
portfolio and borrowing or lending would lie below the Capital Market 
Line, although some might plot very close to it. In such a world, any 
investor could devise an appropriate strategy alone: no security ana- 
lysts, portfolio manager, or investment adviser would be needed. This 
may seem paradoxical, but i t  is not. The activities of professional ana- 
lysts help make the market efficient. Their total value to investors 
and to the economy as a whole is thus very great indeed. However, 
the major results of their analysis are reflected in current security prices. 

152 Capital Asset Pricing Models 
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FIGURE 7-1 1 The Capital Market tine 

.ti 
The investor need pay only a small amount for a newspaper to obtain 
the results of millions of dollars of analysis. The marginal value of 
additional analysis may thus be rather small: in the world of the original 
Capital Asset Pricing Model it would be zero. In the real world, where 
analysts do not work for nothing, the marginal value of additional 

vestment industry, should just equal the cost of doing such analysis 
in the most efficient manner. 

The slope of the Capital Market Line can be regarded as the 
reward per unit of risk borne. As Figure 7-1 shows, this equals the 
difference between the expected return on the market portfolio and 
that of the riskless security [E,,, - R,) divided by the difference in 
their risks (S, - 0). 

Equilibrium in the capital market can be characterized by two 
key numbers. The first is the reward for waiting or riskless interest 
rate, shown by the vertical intercept of the Capital Market Line (point 
P in Figure 7-1). 

The second is the reward per unit of risk borne, shown by the 
slope of the line. In essence, the capital market provides a place where 

of demand and supply. The interest rate can be thought of as the price 
of time, and the slope of the Capital Market Line as the price ofrisk. 

analysis should be positive but, given adequate competition in the in- I 

t 

' I  

li 
21 

time and risk can be traded and their prices determined by the forces 

MARGINAL EFFECTS OF CHANGES IN PORTFOLIO HOLDINGS 

The Capital Market Line posits a relationship between expected return 
and a measure of risk [standard deviation of return) for eficient portfo- 
lios. Individual securities will generally plot below the line: a single 

Capital Asset Pricing Models 
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Table 7-8: Size-Oeciie Portfolios of the NYSEIAMEXINASDAQ 

Returns in Excess of Decile 1 (%) 

First row Average excess return in percent 

Decile Jan Feb Mar Apr May Jun Jul Aug Sep Oct NOv Dec [Jan-Dec, 
2 086 0 4 9  -003 -020 009 -010 -007 0 1 8  002 -034 0 1 0  041 147 

64 55 39 31 43 41 37 44 44 39 48 46 
3 1 1 5  0 3 5  005 0 0 3  -012 -013 -008 037 -009 -040 046 0 3 4  190 

35 47 48 62 53 40 31 37 37 42 

30 44 48 

62 51 38 36 38 40 43 48 43 33 47 46 

Second row Number of times excess return was positive (in 84 years] 

50 40 

61 52 40 34 41 41 37 49 43 
4 1 3 5  0 5 8  -006 -021 0 1 1  -007 -013 0 2 9  009 -083 0 3 1  a 5 4  209 

5 2 1 9  0 5 9  -007 -014 - 0 1 2  0 0 2  -007 0 3 1  006 -082 0 2 6  0 3 9  273 

6 2 4 9  0 4 3  -009 -003 0 3 0  -005 -017 0 5 4  0 1 5  -128 017 031 290 
62 52 44 35 40 39 42 49 45 35 44 45 

7 3 0 9  0 6 0  -010 -005 0 1 5  -029 -006 028 0 2 6  -111 0 1 1  0 1 0  299 

63 53 43 36 36 34 38 41 46 30 44 41 

34 38 38 

63 45 43 44 40 33 36 35 

31 77 42 35 

8 4 2 4  0 6 6  -030 0 4 0  -039 009 0 2 1  0 0 6  -113 0 1 0  -015 384 
62 48 38 39 44 . 

9 549 0 8 5  -012 0 -0 37 0 02 0 17 -0 03 -1 28 -0 03 -0 83 432 

10 8 9 0  0 8 9  -075 55 0 55 -0 09 0 5 6  -1 46 -0 58 -1 53 741 
32 41 29 31 

Data from 19262009 Source Morningstar and CRSP Cai 
02010 Center for Research in Securlty Prlces (CRSPBI The U 

n data from CRSP US Stock Database and CRSP US Indices Database 
chool of Business Used with permlsslon 

Seasonality irtually al l  of the small stock effect occurs in January The 
Unlike the returns on large company stocks, the returns dn 
small company stocks appear to  be seasonal. In January, 
small company stocks often outperform larger stocks by 
amounts far greater than in any other month. 

Table 7-8 shows the returns of capitalization deciles 2 
through 10 in excess of the return on decile 1. This table 
segregates excess returns into months. For each decile and 
for each month, the exhibit shows both the average excess 
return as wel l  as the number of times the excess return is 
positive. 1 hese t w o  statistics measure the seasonality of 
the excess return in different ways. The average excess 
return illustrates the size of the effect, while the number of 
positive excess returns shows the reliability of the effect. 

excess outcomes of the other months are on net, mostly 
negative for small company stocks Excess returns in 
January relate to  size in a precisely rank-ordered fashion 
This "January effect" seems to pervade al l  size groups lhl 

Endnotes 
' Page 85 Rolf W Banz was t he  first to document this phenomenon. See Banz 

Rolf W.. "The Relationship Between Returns and Market Value of Common 

Stocks,"Journa/ of Financial Economics, Volume 9 (1981 1, pp. 3-18. 

96 Chapter 7: Firm Size and Return 
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