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BY THE COMMISSION: 

Procedural History 

On August 5,201 1, Arizona Water Company (“AWC” or “Company”) filed with the Arizona 

Zorporation Commission (“Commission”) an application requesting adjustments to its rates and 

:barges for utility service provided by its Eastern Group water systems, including its Superstition 

:Apache Junction, Superior, and Miami); Cochise (Bisbee and Sierra Vista); San Manuel; Oracle; 

SaddleBrooke Ranch; and Winkelman water systems. AWC also requested several other 

mthorizations in the application. 

On February 20, 2013, the Commission issued Decision No. 73736 in Phase 1 of this matter, 

;ranting AWC a rate increase for its Eastern Group systems and, among other things, keeping the 

locket open for purposes of Wher  consideration of AWC’s proposed Distribution System 

mprovement Charge (“DSIC”). Decision No. 73736 also set specific deadlines for: intervention; 

uling on intervention requests;’ commencement of settlement discussions; the latest date for a 

xocedural conference; an update by the Commission’s Utilities Division (“Staff ’) on settlement 

liscussions; and consideration of a “Phase 2” DSIC Recommended Order (June 11 and 12, 2013 

3pen Meeting). 

By Procedural Order issued February 21, 2013, as modified by Procedural Order issued 

February 25, 2013, this matter was scheduled for hearing commencing April 8, 2013, other 

procedural deadlines were established, and a procedural conference was scheduled for March 4, 

2013. 

On March 4, 2013, the procedural conference was conducted as scheduled during which the 

parties discussed various procedural matters. 

On March 21, 2013, a Procedural Order was issued modifying certain filing deadlines 

established in the procedural schedule. 

. . .  

In addition to the Residential Utility Consumer Office (“RUCO’), which participated in Phase 1 of the proceeding, 
intervention in Phase 2 was granted to Rio Rico Utilities, Inc. dba Liberty Utilities (“Liberty Utilities”); EPCOR Water 
Arizona, Inc. (“EPCOR”); Global Water Utilities (“Global Water”); Arizona Investment Council (“AIC”); the Water 
Utility Association of Arizona (“WAN’); and the City of Globe (“Globe”). 

1 
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On April 1, 2013, Staff filed a Settlement Agreement signed by all parties except RUCO and 

Globe. 

On April 2, 2013, RUCO filed a Motion for Clarification or in the Alternative Request to 

rake Judicial Notice of the Underlying Record. RUCO requested clarification as to whether the 

Commission intended to leave the record open from Phase 1 of this case. 

On April 2, 2013, AWC filed a Joinder in RUCO’s Motion for Clarification. AWC agreed 

with RUCO that the entire underlying record should be held open for citation and reference and that 

Phase 1 DSIC issues should not be re-litigated at the April 8,2013 hearing. 

On April 2, 2013, testimony in support of the Settlement Agreement was filed by Joel M. 

Reiker on behalf of AWC; by Steven M. Olea on behalf of Staff; by Greg Sorenson2 on behalf of 

Liberty Utilities; by Ron Fleming and Paul Walker on behalf of Global Water; by Thomas M. 

Broderick on behalf of EPCOR; and by Gary Yaquinto on behalf of AIC. 

On April 2,2013, testimony in opposition to the Settlement Agreement was filed by Patrick J. 

Quinn and William A. Rigsby on behalf of RUC0.3 

On April 4,201 3, a Procedural Order was issued stating that the evidentiary record in Phase 1 

would be held open and incorporated into the Phase 2 record. 

On April 4, 2013, Staff filed a Motion to Strike Portions of the Direct Settlement Testimony 

of William A. Rigsby. 

On April 5,2013, RUCO filed a Response to Staffs Motion to Strike.4 

On April 8,2013, an evidentiary hearing commenced before a duly authorized Administrative 

Law Judge (“ALJ”). The hearing continued and concluded on April 11, 2013. AWC, RUCO, 

Liberty Utilities, Global Water, EPCOR, AX, WUAA, Globe, and Staff appeared through coun~el .~  

. . .  

Due to Mr. Sorenson’s unavailability, his pre-filed testimony was adopted and sponsored by Christopher D. Krygier at 
the hearing. (Tr. 195-196.) [All citations are to the Phase 2 record unless otherwise indicated.] 

WUAA did not file testimony but its Director, Greg Patterson, filed a letter in the docket on April 2, 2013, expressing 
support of DSIC mechanisms generally, and for the System Improvement Benefits (“SIB”) mechanism specifically, that 
is part of the Settlement Agreement. Globe did not file testimony and indicated on the first day of the hearing that its 
position regarding the Settlement Agreement was one of “neutrality.” (Tr. 3 1 .) 

Staff’s Motion to Strike was denied on the first day of the hearing. (Tr. 8-1 1 .) 
Although Kathie Wyatt, an AWC customer, was granted intervention in Phase 1, she did not appear or participate in the 

2 

Phase 1 or Phase 2 hearings. 
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On April 15, 2013, AWC filed revised SIB Schedules A through D in accordance with Mr. 

Reiker’s testimony at the hearing. (See Tr. 214-239.) 

On April 29, 2013, post-hearing briefs were filed by AWC, RUCO, EPCOR, AIC, Staff, and 

jointly by Liberty Utilities and Global Water. 

Overview of DSIC Mechanisms 

As described in the Phase 1 Order in this proceeding (Decision No. 73736), AWC originally 

proposed implementation of a DSIC mechanism that would “allow it to recover, through abbreviated 

proceedings between general rate cases, the costs of the infrastructure necessary to replace its aging 

infrastructure, thereby ensuring the continued reliability of its service in the Eastern Group.” 

(Decision No. 73736, at 84.) AWC claimed that a substantial investment in replacement of 

infrastructure was necessary to enable the Company to comply with Commission directives to reduce 

water losses on various systems to acceptable levels. (Id. at 84-85.) 

In order to provide a contextual background for the DSIC issue in this Phase 2 Order, and for 

ease of reference to the Phase 1 record, we are reciting the following description of the parties’ 

arguments and testimony that were set forth in Decision No. 73736. 

DSIC Studv and Proposed DSIC 

As described in Decision No. 73736, AWC’s DSIC Study, completed as a compliance item 

for AWC’s prior company-wide rate case6 and provided in an amended form as an exhibit in this 

case, asserted that both the United States as a whole, and AWC’s Eastern Group in particular, are 

approaching a crisis because of the need for capital improvements to aging drinking water 

infrastructure. (Id. at 90.) The DSIC Study recounts that the American Society of Civil Engineers 

has given the country’s drinking water system infrastructure a grade of D- and that the United States 

Environmental Protection Agency (“USEPA”) has projected a 20-year capital improvement fbnding 

need for U.S. drinking water infrastructure of $334.8 billion and for Arizona drinking water 

infrastructure of $7.4 billion. (Id.) 

. . .  

See Decision No. 71 845 (August 25,20 lo), at 95. 
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AWC’s Phase 1 Arguments 

AWC asserted that the concept of the DSIC grew out of the approaching crisis, first having 

been approved by the Pennsylvania Public Utility Commission (“PPUC”) in 1996 in the face of 

Philadelphia Suburban Water Company’s (“PSWC’s”) need to replace more than 3,100 miles of 

transmission and distribution mains, estimated otherwise to take approximately 2 12 years at PSWC’s 

Zstablished infrastructure replacement pace. ( I d )  The PPUC described the DSIC as a “proposed 

iutomatic adjustment clause.” (Id.) In conceptually approving a DSIC, the PPUC stated: 

[ Wlater companies face the daunting challenge of rehabilitating their 
existing distribution infrastructure before the property reaches the end of 
its service life to avoid serious public health and safety risks. 
In the Commission’s judgment, the establishment of a DSIC along the 
lines proposed by PSWC can substantially aid the water company in 
meeting these challenges on behalf of the water consuming public. We 
agree with the company that the establishment of a DSIC would enable the 
company to address, in an orderly and comprehensive manner, the 
problems presented by its aging water distribution system, and would have 
a direct and positive effect upon water quality, water pressure and service 
reliability. For these reasons, we endorse the concept of using an 
automatic adjustment clause to address this regulatory problem for the 
water industry in Pennsylvania and, in particular, the type of DSIC 
proposed by PSWC. 

The PPUC determined that the DSIC was “appropriately limited and narrowly tailored to 

-ecover a specific category of utility costs-the incremental fixed costs (depreciation and pre-tax 

:eturn) associated with nonrevenue producing, nonexpense reducing distribution system improvement 

?rejects completed and placed in service between base rate cases” and further that the DSIC would 

not “‘disassemble’ the traditional ratemaking process” because it would recover only a narrow subset 

3f total cost of service, would be capped to prevent “long-term evasion” of review of the plant costs 

recovered in rate base; and would reflect only the costs of used and useful plant placed into service 

during the three-month period before each DSIC surcharge update. (Id. at 91 .) 

AWC stated that the public utility commissions of California, Connecticut, Delaware, Illinois, 

Indiana, Missouri, New Hampshire, New Jersey, New York, and Ohio have also adopted DSIC-type 

mechanisms and that the National Association of Regulatory Utility Commissioners (“NARUC”) has 

endorsed DSIC mechanisms (in 1999) and adopted a resolution identifying DSIC mechanisms as a 

Regulatory Policy Best Practice (in 2005). (Id.) According to AWC, PPUC Commissioners have 

5 DECISION NO. 73938 
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:haracterized the DSIC as an important regulatory tool that includes numerous consumer safeguards 

tnd that has resulted in increased infrastructure investment. (Id.) Additionally, AWC claimed that 

)oth Moody’s and Standard & Poors consider DSIC mechanisms to be credit supportive. (Id.) AWC 

ilso cited a recent survey concluding that two-thirds of American voters would be willing to pay an 

iverage of $6.20 more per month toward water system upgrades to ensure long-term access to clean 

water. (Id. at 92.) 

ipproximately $1 .OO per customer per month. (Id.) 

AWC estimated that the surcharge from its proposed DSIC would be 

Decision No. 73736 recounted that, according to AWC, the Commission has never approved a 

>SIC mechanism, although it has previously adopted a surcharge to provide fimding for the 

beplacement of undersized and inadequate water mains in the Town of Paradise Valley, in the form of 

i Public Safety Surcharge approved for Arizona- American Water Company (“Arizona-American”) in 

locket No. W-0 1303A-05-0405. (Id.) AWC acknowledged, however, that the Public Safety 

surcharge was used to collect funds in advance of construction, whereas the DSIC is more similar to 

in Arsenic Cost Recovery Mechanism (“ACRM”) in that the funds would be collected after 

:onstruction. (Id) 

In Phase 1 of this case, AWC originally proposed a DSIC that would: 

Allow recovery of fixed costs associated with DSIC-eligible utility plant additions (net of 
retirements) placed in service between rate cases; 
Limit eligible plant additions to the following NARUC Uniform System of Accounts 
(“USOA”) classifications: 

0 343 Transmission and Distribution Mains, 
0 344 Fire Mains, 
0 345 Services, 
o 346 Meters, 
0 347 Meter Installations, 
o 348 Hydrants, and 
o 398 Miscellaneous Equipment (Leak Detection Equipment); 

Require AWC to file with the Commission semi-annual DSIC updates (for step increases) 
reflecting the eligible plant placed in service during the six-month periods of November 1 
through April 30 and May 1 through October 31, with the updates (step increases) to 
become effective, respectively, on July 1 and January 1; 
Require AWC to file, at least 30 days before the effective date of each DSIC update, 
supporting data for the update, to include the following for each system affected: 

o A balance sheet; 
o An income statement; 
o An earnings test schedule; 
o A rate review schedule showing the effects of the step increase on the income 

6 DECISION NO. 73938 
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statement and earnings test; 
o A revenue requirement schedule showing the calculation of the required increase; 
o A schedule showing the surcharge calculation, which would be broken down 50/50 

between monthly fixed surcharge and volumetric surcharge and would be scaled to 
meter size based on equivalent capacity ratio; 

o A rate base schedule; 
o A Construction Work in Progress ledger showing monthly charges for construction 

of eligible DSIC facilities; 
o A schedule showing the calculation of the general plant allocation methodology; 

and 
o A typical bill analysis for 5/8” x %” meter customers; 

0 Require AWC to show the DSIC surcharge as a separate line item on each customer bill 
and, at least twice each year, to print a message on each customer bill explaining the DSIC 
surcharge and indicating the progress made in replacing aging infrastructure; 
Cap the DSIC at 7.5 percent of the annual amount billed to customers under otherwise 
applicable rates and charges; 
Require the DSIC to be reset to zero on the effective date of each new general rate case by 
including the DSIC-eligible plant in rate base; and 
Prohibit AWC from making a DSIC update filing for any system for which the rate of 
return earned in the applicable six-month period exceeded7the rate of return that would be 
used to calculate the revenue requirement under the DSIC. 

AWC’s proposal for the DSIC evolved over the course of the Phase 1 proceeding, with AWC 

iccepting most of Staffs recommendations for any DSIC that would be adopted by the Commission 

:although Staff in Phase 1 continued to oppose the adoption of any DSIC). (Id. at 93.) Ultimately in 

Phase 1, AWC proposed a DSIC that differed from its original proposal in that the DSIC would: 
0 Be reviewed and modified annually rather than semi-annually; 
0 Require a Staff prudency and cost review before any plant costs could be included in the 

DSIC calculation; 
Require full Commission approval for the initial DSIC to take effect; 

0 Limit any annual DSIC adjustment to two percent of system revenues; 
Cap the total DSIC surcharge at six percent of system revenues; 

0 Require a second prudency review before DSIC-related plant costs could be included in 
rate base during a subsequent permanent rate case; and 
Require a true-up with refund (and interest) payments to ratepayfrs if it were determined 
during the subsequent rate case that over-collection had occurred. 

AWC contended that applicability of any DSIC or DSIC-like mechanism should not be 

limited to water systems that have water loss in excess of 10 percent because water loss can be 

3ttributable to factors other than failing infrastructure, and a system with significant infrastructure 

replacement needs can still have water loss lower than 10 percent due to the volume of water sold 

’ Id. at 92-93. 
’ Id. 

7 DECISION NO 73938 
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(such as in Superior, which has historically had water loss in excess of 10 percent but did not for the 

test year due to increased sales, and Apache Junction, which had water loss below 10 percent during 

the test year but has lost in excess of 200 million gallons of water each year from 1998 through 

2009). (Id. at 93-94.) AWC also suggested that having excessive water loss as a prerequisite for 

DSIC eligibility could incentivize companies to ignore increasing water loss so that they could 

become eligible for DSIC treatment. (Id. at 94.) 

AWC acknowledged in Phase 1 that its need to replace its aged infrastructure is not due to a 

legal mandate such as the revised USEPA maximum contaminant level (“MCL”) for arsenic, but the 

Company drew a parallel between the USEPA MCL for arsenic and the Commission’s order for 

AWC to reduce its water loss below 10 percent? (Id.) AWC also asserted similarities between the 

DSIC and the ACRM, after which AWC ultimately modeled its proposed DSIC and without which, 

according to Mr. Garfield, AWC would not have been able to complete its arsenic remediation 

infrastructure. (Id.) 

AWC also conceded that its infrastructure replacement needs have been developing for a long 

time (for example, in Bisbee, since AWC took over the system approximately 60 years ago) and that 

AWC has not been “ambushed” by the need to replace its aging infrastructure, but maintains that 

AWC has been replacing infrastructure as it has been able to do so, limited by its ability to fund 

capital improvements each year, by the increasing costs of infrastructure (from only $1 per foot to 

more than $100 per foot), and by considerations of the rate shock that would occur due to the 

”lumpy” nature of the replacement needs ( i e , ,  much infrastructure to be replaced at a time). (Id.) 

AWC did not argue that its need, as a water utility, to replace mains and other infrastructure is 

unusual, but did argue that the extent to which it needs to replace its aging infrastructure, Le., the 

sheer volume of replacement needed, is extraordinary.” (Id.) While implementation of a DSIC 

Mr. Garfield acknowledged that the Commission did not order AWC to reduce its water loss to below 10 percent 

When asked what made AWC’s situation extraordinary and warranted an adjustor mechanism, Mr. Reiker responded: 
From my perspective, I’m a finance person. The extraordinary nature is the shear [sic] 
magnitude of the investment. We’ve put evidence in the record, in Mr. Schneider’s direct 
testimony, of massive amounts of investment that need to occur. That’s extraordinary. We 
can’t go out tomorrow and find an insurance company that will loan us $60 million. 
That’s not going to happen. 

even if it would not be cost-effective to do so. (Phase 1 Tr. at 115-16.) 

8 DECISION NO. 73938 
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would not alleviate AWC’s need to fund the costs of the infrastructure replacement up front, AWC 

claimed that the DSIC would enable AWC to seek recovery of those costs in between rate cases and 

thus would strengthen AWC’s ability to obtain the financing necessary to cover those up-fkont costs. 

(Id. at 95.) Mr. Garfield dismissed RUCO’s characterization of the DSIC as an incentive for AWC to 

replace infrastructure that it is already responsible to replace in order to provide service, asserting that 

the DSIC is not an incentive, just a means to allow AWC to replace more of the infrastructure that it 

could not otherwise currently replace. (Id.) AWC also asserted in Phase 1 that in the absence of a 

DSIC, it would take AWC more than several hundred years (longer than the life of new 

infrastructure) to replace the infrastructure that needs to be replaced. (Id.) Mr. Garfield also pointed 

out in Phase 1 that the approximately $66 million in infrastructure replacements now needed is 

almost twice as much as the entire arsenic treatment remediation program that AWC had to undertake 

and for which it was able to obtain authorization of an ACRM. (Id.) 

AWC acknowledged that it would benefit from a DSIC mechanism, but denied that its desire 

for a DSIC was motivated by a belief that the DSIC will ensure AWC’s long-term profitability. (Id.) 

Mr. Harris testified in Phase 1 that the ACRM has not made AWC profitable, so he is not convinced 

that a DSIC will either. (Id.) According to AWC, ratepayers would be benefitted by DSIC because 

AWC will be able to accelerate its infrastructure replacement program, thereby improving service, 

reliability, safety,” and, in some cases, flows. AWC disagreed that ratepayers have 

experienced any more risk as a result of the ACRM process and does not believe that ratepayers 

(Id.) 

would experience any more risk as a result of the proposed DSIC process. (Id.) Mr. Garfield 

testified that ratepayers will benefit more from the DSIC-and ensuing rate gradualism-than they 

would from having a utility, “flush with cash,” make a $38 million investment in one of AWC’s 

(Phase 1 Tr. at 276.) Mr. Reiker also acknowledged, however, that the need to replace the infrastructure was not a 
surprise, that AWC knew that it was going to have to be done at some point. (Id.) 

Mr. Garfield testified that AWC’s water is safe, but that each main break and disruption causes a breach in the 
antiseptic barrier protecting the water supply, potentially exposing the water to soil and whatever else is in the 
environment. (Phase 1 Tr. at 166-67.) Mr. Garfield also testified that main breaks are almost a daily occurrence, 
something that could be changed through the authorization of a DSIC to allow recovery of the costs of infrastructure 
replacement. (Id. at 168.) 

11 
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water systems and then file a rate case after the infrastructure is completed, as that would result in a 

very large increase in rate base and rates. (Id. at 95-96) 

Although AWC did not factor into its Phase 1 DSIC proposal any reduction in operating 

expenses to reflect increased operating efficiencies, Mr. Garfield allowed that “there’s some room for 

that to be considered . . . and probably some merit to that,”12 although he also asserted that no other 

states have made such reductions in their DSIC mechanisms and suggested that operating and 

maintenance expenses could actually increase due to the level of replacements. (Id. at 96.) AWC 

characterized as arbitrary and unsupported the 15 percent reduction in operating and maintenance 

expenses proposed by RUCO in Phase 1 for any approved DSIC, suggesting that any such expense 

offset should be based on an objective standard such as the amount of main replaced. (Id.) 

AWC also objected to Staffs proposed Sustainable Water Improvement Program (“SWIP”), 

presented as an alternative to the DSIC in Phase 1, which would have allowed deferral of costs and 

applied an Allowance for Funds Used During Construction (“AFUDC”) component. (Id.) Mr. 

Garfield stated in Phase 1 that the SWIP would “negate the benefits of a DSIC by not having gradual 

changes in rates,” would effectively raise the costs of the  project^,'^ and would result in higher rates 

and even rate shock. (Id.) Mr. Garfield agreed that Staffs original SWIP proposal would subject the 

deferred amounts to full regulatory scrutiny, but asserted that the SWIP would not be effective: 

Sure, and it wouldn’t give the utility any revenues to support - it’s like a - 
it’s not even an IOU. It’s a promise that at a future proceeding the 
Commission will review, in a full regulatory rate setting, the investments; 
were they necessary, was it reasonable, what are the impacts, and that 
doesn’t provide the utility with any revenues prior to a Commission 
decision after the fact. That lyould not have worked under an ACRM and 
it won’t work under a DSIC. 

Mr. Garfield also disagreed with characterization of a proposed DSIC proceeding as a mini rate case, 

stating that an ACRM filing is not a mini rate case because more limited supporting data is provided, 

and there is not as much scrutiny. (Id.) 

l2  Mr. Garfield compared an old piece of pipe to a 1962 dump truck, which he believed would require much more 
maintenance than a 2012 dump truck. (Phase 1 Tr. at 109-10.) But Mi-. Garfield could not say how the replacement of 
infrastructure would impact the cost of operating and maintaining a whole system, particularly a system like Bisbee that 
needs a great deal of infiastructure replaced. (Id. at 109-1 1 .) 
l3 According to Mr. Garfield, applying an AFUDC to the capital investments would effectively increase the cost of the 
projects ind thus the rate base, which would result in increased rates. (Phase 1 Tr. at 1 18.) 
l4 Phase 1 Tr. at 118-19. 
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AWC Phase 1 witness Ms. Ahern asserted that both a DSIC and a sufficient ROE are 

necessary to enable AWC to improve its cash flow, its creditworthiness, and its ability to improve its 

retained earnings balance, thereby allowing it to issue less long-term debt than would otherwise be 

needed. (Id. at 97.) Ms. Ahern asserted that AWC would be unable to undertake its infrastructure 

replacement program unless it gets both a sufficient ROE and the requested DSIC. (Id.) According 

to AWC, the revenues generated by the DSIC would enable AWC to satis@ the interest coverage 

requirements of its bond indenture and thus to issue long-term debt to fund its infrastructure 

replacement program, and AWC would not be able to complete the infrastructure replacements 

needed unless the DSIC is granted because the capital investment necessary cannot be supported fully 

without a DSIC.” (Id.) 

RUCO’s Phase 1 Arguments 

RUCO opposed the DSIC because it considers the proposed infrastructure replacement 

projects to be routine in nature and appropriately recovered through a general rate case; considers the 

DSIC to be a one-sided mechanism that works to the advantage of only the shareholder; believes that 

there is no federal or state requirement mandating the infrastructure replacement projects proposed by 

4WC; believes that AWC has not proven that it cannot ensure safe and reliable water service or cost 

recovery unless the DSIC is approved; and believes that the DSIC raises “legal concerns.” (Id.) 

RUCO’s position is that the infrastructure replacements needed should be covered through normal 

regulatory procedures allowing cost recovery because they are “routine plant improvements” rather 

than something extraordinary. (Id.) RUCO asserted that, unlike with the ACRM, there is no federal 

or state mandate for the infrastructure improvements to be made, and it is not appropriate to create an 

exception for regular ratemaking methodologies in the absence of extraordinary circumstances. (Id. 

Is Mr. Garfield stated in Phase 1: 
The company is a tightly held company. The stock is tightly held. We are not publicly traded. The investors 
of the company infused just over $10 million of equity into the company before the end of 2010. Our 
equity component of our capital structure had dropped from 75 percent to 45 percent, and at a time that we 
were not recovering our cost of service, we were not making our return, the shareholders are sort of the last 
one to get paid The bondholders get paid They want their interest payment. You have to make the interest 
payment. So the stockholders wait to see what is left after all of those payments have been made. So to 
answer your question, $10 million was infused into the company that helped shore up the company’s capital 
structure, but I don’t think you can count on the shareholders, if the returns aren’t high enough, to continue 
making those types of infusions of capital to the company. 

(Phase 1 Tr. at 153-54.) 
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at 97-98.) Mr. Rigsby asserted in Phase 1 that the plant degradation “isn’t something that just 

happens overnight,” and that AWC can plan for the necessary line replacements and come to the 

Commission every few years to obtain recovery through the regular ratemaking process. (Id. at 98.) 

Mr. Rigsby also expressed skepticism about AWC’s asserted inability to attract the capital needed to 

make the infrastructure improvements and replacements that AWC has identified as necessary. (Id.) 

[n addition, Mr. Rigsby testified that the costs of the repairs and replacements may go down with 

time, through the development of more cost-effective methodologies. (Id.) Mr. Rigsby also claimed 

that AWC is fortunate in that it is a regulated monopoly that can come to the Commission for a rate 

increase when needed, rather than a participant in a competitive environment, and that “sometimes 

you got to do what you got to do; and so it’s up to the company’s management to take the steps 

necessary to make sure that the company is a viable entity.” (Id.) According to RUCO, it would be 

$specially inappropriate to grant a DSIC without taking into account savings in operating expenses 

that RUCO believes would result from replacing aging plant with new plant. (Id.) 

RUCO provided in Phase 1 a copy of a June 1999 National Association of State Utility 

Consumer Advocates (“NASUCA”) Resolution “Discouraging State Regulatory Commissions from 

Adopting Automatic Adjustment Charges for Water Company Infrastructure Costs.” (Id.) NASUCA 

“strongly recommended[ed]” that DSIC-type mechanisms not be authorized because NASUCA 

believes that the DSIC-type mechanisms (1) contradict sound rate of return ratemaking principles, 

including the matching principle; (2) circumvent regulatory review of rate base items for prudence 

and reasonableness; (3) create bad public policy by eliminating the incentive to control costs between 

rate cases and incentivizing increased spending; (4) reduce rate stability and distort proper price 

signals by causing frequent rate increases; (5) are unnecessary to ensure adequate water quality, 

pressure, and continuity of service; (6) inappropriately reward water companies that imprudently fall 

behind in infrastructure improvements; and (7) shift business risk away from water companies and 

toward consumers. (Id.) RUCO also cited a report on cost trackers published in September 2009 by 

a principal with the National Regulatory Research Institute, which asserted that cost trackers result in 

higher utility costs and undercut the positive effects of regulatory lag, and April 2009 testimony 

opposing a DSIC-type mechanism made by the Consumer Advocate for the Commonwealth of 
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Pennsylvania before the Pennsylvania House Consumer Affairs Committee. (Id. at 98-99.) In 

addition, RUCO stated that the Commission had recently rejected a DSIC-type mechanism for 

Arizona-American (in Decision No. 72047 (January 6,  201 1)) because it would have covered routine 

investments in plant and thus “d[id] not warrant the extraordinary ratemaking device of an adjuster 

mechanism.” (Id. at 99.) 

Although RUCO opposes adoption of a DSIC, RUCO asserted in Phase 1 that any DSIC 

approved by the Commission should: 

Only apply to those Eastern Group systems that have water loss in excess of 10.00 
percent-specifically Miami, Oracle/SaddleBrooke Ranch, and Bisbee; 

0 Be limited to one filing per year; 
0 Include an Operations & Maintenance (,‘O&M7) expense offset of 15.00 percent, to 

ensure that ratepayers benefit from reductions in O&M expense resulting from the 
replacement of aging infrastructure; and 

0 Be capped at 4.00 percent over three years subject to an annual earnings test.16 

Mr. Rigsby explained in Phase 1 that the O&M expense offset would be a proxy for his original 

recommendation that a specified monetary credit be applied to each foot of replacement line 

recovered through the DSIC, which would be difficult to apply because certain of the plant assets 

proposed to be included in a DSIC cannot be measured in linear feet. (Id.) RUCO asserted that the 

0&M offset would address RUCO’s concerns that ratepayers will not benefit from the DSIC even 

though replacement of aging infrastructure should result in reduced O&M expenses. (Id.) 

Staffs Phase 1 Arguments 

Staff also opposed AWC’s proposed DSIC in Phase 1 ,  for reasons similar to those described 

by RUCO. Specifically, Staff expressed concern that a DSIC alters the balance of ratemaking lag by 

reducing lag time for recovery of depreciation and return on plant investments, to the benefit of AWC 

and the detriment of its ratepayers; that allowing recovery of capital improvement costs between 

regular rate cases results in less scrutiny of plant investments both as to prudency and the used and 

usefulness of the plant; and that the DSIC, like the ACRM, may “consume significant regulatory 

resources” because of the guidelines that will need to be established regarding the capital 

l6 Decision No. 73736 at 99. 
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improvements to which the DSIC would apply, the frequency and limitations on rate modifications, 

and requirements for customer notice and reporting. (Id. at 99-100.) Staff acknowledged that the 

DSIC would present benefits as well-to AWC in the form of quicker recovery of depreciation and 

returns on capital improvements as well as improved cash flow, and to ratepayers in the form of 

gradualism, potentially fewer future rate cases, and improved service and reliability (resulting from 

AWC’s increased replacement of aging and deteriorating plant and reductions in water loss). (Id.) 

Staff also acknowledged that the benefits of the DSIC “may offset any disruption to the balance of 

regulatory lags and imposition on regulatory resources,” but ultimately recommended denial of the 

DSIC because its particulars and consequences had not been sufficiently resolved and needed fkrther 

consideration. (Id.) 

Staff viewed the DSIC as an adjustor mechanism, the use of which should be limited to 

“extraordinary circ~mstance[s],” and asserted that AWC’s proposed use of the DSIC is for routine 

expenditures and therefore unjustified. Staff did not consider AWC’s Eastern Group 

infrastructure replacement needs, even assuming a $67 million cost estimate, to be extraordinary. 

(Id.) 

(Id.) 

In response to AWC’s evidence supporting the DSIC in Phase 1, Staff observed that the 

DSIC’s adoption in only 11 states suggested that its costs outweigh its benefits. (Id.) Staff also cited 

NASUCA’s opposition to DSIC-type mechanisms and an advocacy organization’s October 20 1 1 

“Fact Sheet” describing the DSIC as a “Rip-off for  consumer^."^^ (Id.) In addition, Staff pointed 

out that Arizona water utilities are all obligated to provide safe and reliable drinking water, with or 

without a DSIC, and that the proposed DSIC raised the element of single issue ratemaking. (Id. at 

100-1 01 .) 

Staff recommended in Phase 1 that instead of approving a DSIC, the Commission could 

approve a SWIP that would: 
0 

0 

Apply only to the Miami and Bisbee systems; 
Apply only to replacements of transmission and distribution mains; 

The “Fact Sheet” was published by Food & Water Watch, a non-profit organization that promotes, among other 17 

things, “clean, publicly controlled water.” (See Phase 1 Ex. S-4 at att. A; Phase 1 Ex. A-37.) 
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Allow deferral of depreciabn expense on qualified plant for 24 months after placed into 
service or until rates take effect for which the plant is included in rate base, whichever 
comes sooner; 
Allow recording and deferral of cost of money using the AFUDC rate on qualified plant 
for 24 months after placed into service or until rates take effect for which the plant is 
included in rate base, whichever comes sooner; 
Require full regulatory review of depreciation and cost of money deferrals for compliance 
with traditional ratemaking conditions (e.g., prudency, used and usefulness, excess 
capacity) in the rate case following the plant in-service date; 
Require amortization of allowed combined depreciation and cost of money deferrals over 
a 1 0-year period; 
Condition depreciation and cost of money deferrals during the amortization period upon 
(1) AWC’s maintenance of records correlating depreciation and cost of money deferrals 
with associated plant and (2) AWC’s demonstrating (during rate cases) that the plant 
replacements contributed to reduced water loss; and 
Disallow depreciation and cost of money deferrals, wholly or in part, for deficiencies in 
records or deficiencies in demonstrating reduced water loss tied to plant replacements.” 

In spite of its primary recommendation in Phase 1 to deny the DSIC and approve the SWIP, 

staff also recommended conditions to be imposed for any DSIC that the Commission may decide to 

ipprove for AWC’s Eastern Group. (Id.) Specifically, Staff recommended that: 

The DSIC be limited to Eastern Group subsystems with water loss over 10 percent (i.e., 
Oracle/SaddleBrooke, Bisbee, and Miami); 
AWC be required to submit quarterly filings for the first year, semi-annual filings 
thereafter, and cumulative annual reports; 
DSIC charges be revised and become effective on a yearly basis, 30 days after each 
annual filing; 
Staff be required to review AWC’s initial annual filing and to prepare a memorandum and 
recommended order to be approved by the Commission before the initial DSIC surcharge 
can be implemented; 
Staff be permitted to review subsequent DSIC filings at Staffs discretion (no later than 
AWC’s next rate case); 
Any over-collections of surcharges (for improperly calculated DSICs after the initial year) 
be refunded with interest at the weighted average cost of capital (“WACC”) authorized in 
AWC’s most recent rate case, with the r e h d  to be implemented as determined by the 
Commission in a future rate case; 
Each annual increase (initial and subsequent) in DSIC charges be limited to 2 percent of 
the Commission-authorized revenue by subsystem; 
Cumulative annualized DSIC revenue by subsystem be limited to 6 percent; 
Plant items eligible for the DSIC be restricted to the following NARUC USOA plant 
accounts: 

o 343-Transmission and Distribution Mains, 
o 344-Fire Mains, 

* Phase 1 Ex. S-3 at 36. 
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o 345-Services, 
o 346-Meters, 
o 347-Meter Installations, and 
o 348-Hydrants; 

AWC be required to record replacement of plant items in accordance with the NARUC 
Uniform System of Accounts (“USOA”); 
AWC be required to include in each DSIC filing the total amount of plant built during the 
applicable period, reconciled to the amounts recorded by USOA plant account, along with 
supporting documentation and any required regulatory permits; 
DSIC revenue be reduced by 10 percent to account for any cost savings (such as reduced 
operating expenses due to plant improvements); 
DSIC revenue be subjected to an earnings test, performed each time Staff reviews an 
AWC DSIC filing, to limit DSIC revenue when operating income (rate base x WACC) 
exceeds authorized WACC, with the earnings test to be: 

o Based on the most recent available operating income adjusted for any 
operating revenue and expense adjustments adopted in this rate case, and 

o Based on the rate base adopted in this rate case, updated to recognize changes 
in plant, accumulated depreciation, contributions in aid of construction 
(“CIAC”), advances in aid of construction (“AIAC”), and accumulated 
deferred income taxes (“ADIT”) through the most recently available financial 
statements (no less than quarterly); 

AWC be required to notify customers of changes in the DSIC by including appropriate 
explanatory information on the first bill to be received following any change in the DSIC 
rate and on the first bill to be received following the effective date of the rates established 
in this rate case; 
DSIC eligibility be restricted to replacement facility costs (from prescribed USOA 
accounts) to serve existing customers; 
Plant projects funded through federal, state, and other non-investor sources be ineligible 
for DSIC treatment; 
The DSIC charge for each customer be calculated as a percentage (carried to two decimal 
places) of the total amount billed to the customer under AWC’s otherwise applicable rates 
and charges; and 
DSIC charges collecteq9be subject to refind to customers if AWC cannot demonstrate a 
reduction in water loss. 

Staff disagreed in Phase 1 with AWC’s characterization of the DSIC as equivalent to an 

4CRM, not because of distinctions in how the DSIC would operate in practice as compared to an 

4 C M ,  but because of the justification for and plant additions that would be supported by the DSIC 

u opposed to the ACRM. (Id. at 103.) Staff witness Mr. Michlik pointed out in Phase 1 that while a 

Nater company has no control over the amount of arsenic in its ground water supply, it can impact its 

l9 DecisionNo. 73736 at 101-103. 
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water loss and, fhrther, that the ACRM was implemented both to address the “extraordinary financial 

burden” that utilities would face as a result of the new arsenic MCL and the “overwhelming 

regulatory burden” to the Commission expected to result from receiving many nearly simultaneous 

urgent filings caused by the arsenic MCL. (Id.) Staff also recounted the history of the Commission’s 

adoption of the ACRM, which included numerous meetings over approximately a two-year period. 

(Id.) 

Staff witness Mr. Fox testified in Phase 1 concerning the similarities and distinctions among 

the ACRM, AWC’s proposed DSIC, and Staffs recommended SWIP. Mr. Fox observed that Staffs 

review of ACRM filings generally involves at least three distinct members of Staff, generally takes 

longer than the originally anticipated 60 days, occasionally takes up to or even more than a year, and 

is limited to the two steps prescribed for each approved ACRM. (Id.) Mr. Fox testified that the 

DSIC review process would be virtually the same?’ (Id.) Mr. Fox also stated that Staff resources are 

one reason for Staffs recommendation of a SWIP rather than a DSIC in Phase 1 because Staff 

currently has very limited personnel available in general and also specifically with any experience 

reviewing ACRM filings. (Id.) Staff believed that the DSIC could result in numerous filings for 

increases, although it is likely (due to the overall cap proposed in the Phase 1 DSIC proposal) that 

there would have been only three distinct filings in between rate cases, each resulting in a relatively 

minimal rate increase. (Id. at 103-104.) Additionally, Mr. Fox pointed out in Phase 1 that the DSIC 

proposal did not require a full permanent rate case application within a specified brief period of time, 

while the ACRM does. (Id. at 104.) Mr. Fox also confirmed that the schedules AWC proposed to 

include in its DSIC filing are the same schedules required in an ACRM application. (Id.) Mr. Fox 

added that any DSIC should include deduction of ADIT from the cost of plant additions included in 

the DSIC, something that Staff now believes should have been required for the ACRM. (Id.) 

*’ Mr. Fox stated: 
So I think the process is essentially the same. I have an engineer do an evaluation of whether or not 
the plant went into service and whether it’s used and useful. We’ll review the supporting 
documentation, the invoices, the contracts, overheads, et cetera, accumulate the cost, and any - - and, 
you know, calculate a revenue requirement and use whatever rate design is approved and look at what 
the impact is on the typical customer and prepare a recommendation, and, of course, if RUCO submits 
a report, we would include that analysis in preparing our memorandum and recommended opinion and 
order. 

(Phase 1 Tr. at 1456.) 
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In Phase 1, Mr. Fox explained that if the SWIP were adopted there would have been no rate 

zhanges or rate proceedings in between rate cases. (Id.) In addition, Mr. Fox stated, recovery under 

the SWIP would be slightly higher than recovery under the DSIC because the SWIP would have 

involved AFUDC and the need to compensate AWC for the time value of money?’ (Id.) Staff 

merted in Phase 1 that the SWIP would permit AWC to realize all the financial benefits of new 

plant, such as depreciation, until its next rate case while maintaining balance in regulatory lag and the 

principles of the historical test year. (Id.) 

Summarv of Settlement Agreement” 

The signatory parties assert that the Phase 2 settlement process was open, transparent and 

inclusive of all parties. According to AWC witness Reiker, there were three formal negotiation 

sessions over a period of weeks involving the Company, Staff, and RUCO, with many of the 

intervenors attending two of the sessions. (Tr. 48-52.) Staff witness Olea stated that the negotiations 

were “transparent, professional and open to all parties in this docket. All parties were allowed to 

Dpenly express their views and opinions on all issues.” (Ex. S-1, at 9.) RUCO witness Mr. Quinn 

3greed that RUCO participated vigorously in the settlement discussions and was given the 

Dpportunity to express its views during negotiations, although RUCO ultimately did not sign the 

Agreement. (Tr. 392-396.) 

Kev Provisions of SIB Mechanism 

The Settlement Agreement includes a number of provisions related to the SIB mechanism and 

surcharge that the signatory parties claim contains significant compromises compared to AWC’s 

Phase 1 DSIC proposal, as revised during the course of the Phase 1 proceedings. 

The Settlement provides, among other things for: Commission pre-approval of SIB-eligible 

projects; SIB project eligibility criteria; a limit on SIB surcharge recovery to the pre-tax rate of return 

and depreciation expense associated with SIB-eligible projects; an “efficiency credit” of five percent; 

a cap on the SIB surcharge of five percent of the Phase 1 revenue requirement; separate line items on 

customer bills reflecting the SIB surcharge and the efficiency credit; Commission approval of the SIB 

21 The analogy provided was that with the DSIC, a customer would pay a dollar today, versus instead paying a dollar 
and ten cents a year from today with the SWIP. (See Phase 1 Tr. at 1464.) 
22 The Settlement Agreement (admitted at the Phase 2 hearing as Ex. A- 1) is attached hereto as “Attachment A.” 
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surcharge prior to implementation and adjustments; a limit of five SIB surcharge filings between 

;enera1 rate cases; an annual true-up of the SIB surcharge; and notice to customers at least 30 days 

xior to SIB surcharge adjustments. (Ex. A-1 .) 

SIB Mechanism 

As defined in the Settlement, the SIB mechanism “is a ratemaking device designed to provide 

br the timely recovery of the capital costs (depreciation expense and pre-tax return on investment) 

tssociated with distribution system improvement projects meeting the requirements contained herein 

tnd that have been completed and placed in service and where costs have not been included for 

aecovery in Decision No. 73736.” (Ex.A-l,72.3.) 

The SIB surcharge would be applicable only for plant replacement investments to provide 

dequate and reliable service to existing customers and that ”are not designed to serve or promote 

:ustomer growth.” (Id at 72.1 .) 

Approval of SIB-Eligible Proiects 

Under the terms of the Settlement Agreement, all of the SIB-eligible projects must be 

meviewed by Staff and approved by the Commission prior to being included by AWC in the SIB 

iurcharge. For purposes of eligibility in this case, the specific projects proposed for inclusion in the 

nitial surcharge are described in Exhibit A to the Settlement, which, according to Mr. Reiker, Staff 

ias now reviewed and approved. (Ex. A-2, at 11.) On a going-forward basis, all of the projects must 

>e completed and placed into service prior to being included in the SIB surcharge. (Ex.A-1, 72.5.) 

4WC is also required to file a report with the Commission every six months summarizing the status 

of all SIB-eligible projects. (Id. at 74.8.) 

Costs Eligible for SIB Recovery 

Cost recovery under the SIB mechanism is allowed for the pre-tax return on investment and 

depreciation expense for projects meeting the SIB-eligible criteria and for depreciation expense 

associated with those projects, net of associated plant retirements. (Id. at 73.2.) The Settlement 

provides that the rate of return, depreciation rates, gross revenue conversion factor and tax multiplier 

are to be the same as those approved in Phase 1 in Decision No. 73736. (Id. at 73.2.1, 3.2.2,3.2.3.) 
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Efficiency Credit 

The Settlement provides that the SIB surcharge will include an “Efficiency Credit” equal to 

five percent of the SIB revenue requirement. (Id at 73.3,) 

Surcharge Cap 

The Agreement caps the amount that is permitted to be collected annually by each SIB 

surcharge filing to five percent of the revenue requirement authorized in Decision No. 73736. (Id. at 

13.4.) 

Timing of SIB Surcharge Filings 

Under the Settlement, AWC: may file up to five SIB surcharge requests between rate case 

decisions; may make no more than one SIB surcharge filing every 12 months; may not make its 

initial SIB surcharge filing for the Eastern Group prior to 12 months following the effective date of 

Decision No. 73736 (Le., February 20,2014); must make an annual SIB surcharge filing to true-up its 

surcharge collections; and must file a rate case application for its Eastern Group no later than August 

3 1,2016, with a test year ending no later than December 3 1,201 5, at which time any SIB surcharges 

then in effect would be reviewed for inclusion in base rates in that proceeding and the surcharge 

would be reset to zero. (Id. at Sections 4.0 and 5.0.) 

SIB Rate Design 

The Settlement Agreement states that the SIB surcharge will be a fixed monthly charge on 

customers’ bills, with the surcharge and the efficiency credit listed as separate line items. The 

surcharge will increase proportionately based on customer meter size. (Id. at Section 8.0.) 

Commission Approval of SIB Surcharge 

The Agreement provides that each SIB surcharge filing must be approved by the Commission 

prior to implementation. Upon filing of the SIB surcharge application, Staff and RUCO would have 

30 days to review the filing and dispute and/or file a request for the Commission to alter the 

surcharge or true-up ~urchargekredit.~~ AWC is also required to provide a proposed order with each 

SIB filing for the Commission’s consideration, and if no objection is filed to the SIB surcharge 

23 At the hearing, Mr. Olea clarified that because customer notice is required at least 30 days prior to the effective date of 
a surcharge adjustment (Ex. A-I, 17.2), any customer would have an opportunity to object to the Company’s surcharge 
request prior to the Commission scheduling the matter for consideration at an Open Meeting. (Tr. 3 10-3 1 1 .) 
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request the request shall be placed on an Open Meeting agenda at the earliest practicable date. (Id. at 

Section 9.0.) 

Public Notice 

Under the terms of the Settlement, at least 30 days prior to a SIB surcharge becoming 

zffective AWC is required to provide public notice to customers in the form of a bill insert or 

customer letter. The notice must include: the individual surcharge amount by meter size; the 

individual efficiency credit by meter size; the individual true-up surchargelcredit by meter size; and a 

summary of the projects included in the current surcharge filing, including a description of each 

project and its cost. (Id. at 77.2.) 

Positions of the Parties Reparding Settlement Agreement 

Arizona Water Company 

In Phase 1, AWC asserted that its proposed DSIC is modeled after and would operate in the 

same manner as an ACRM, which has been accepted by the Commission and others as being 

consistent with Arizona law. (Phase 1 AWC Br. at 23.) AWC also claimed that the Commission has 

substantial discretion to adopt ratemaking methodologies and approaches as necessary to address 

particular issues and that the Commission has used this discretion previously to include C WIP within 

rate base (to set rates for plant not yet completed at the end of a historical test year) because the 

public interest is served by rate stability, not by constant rate hearings. (Id. at 23-24.) AWC argued 

that the Court of Appeals’ decision in Scates v. Arizona Corp. Comm’n acknowledged the 

Commission’s ability to adjust rates outside of a general rate case setting in exceptional 

circumstances, but expressly did not decide whether the Commission could authorize a partial rate 

increase without requiring completely new submissions or “whether the Commission could have 

referred to previous submissions with some updating or whether it could have accepted summary 

financial information.” (Phase 1 AWC Br. at 23-25 (quoting Scates, 118 Ariz 531, at 537, 578 P.2d 

612, at 618 (App. 1978).) In response to RUCO’s arguments in Phase 1, AWC asserted that RUCO 

had ignored that the DSIC was modeled on the ACRM, which the Commission has determined to be 

constitutional. AWC also argued that the Arizona Supreme Court in Arizona Cmty. Action Ass ’n v. 
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Arizona Corp. Comm ’n authorized step increases between rate cases under certain conditions. (Phase 

1 AWC Reply Br. at 14-15, citing Arizona Cmty. Action, 123 Ariz. 228,599 P.2d 184 (1979).) 

AWC contends in Phase 2 that the SIB is a necessary remedy for the Company’s inability to 

recover its cost of service for the past 16 years, resulting in AWC’s shareholders subsidizing the 

Company’s operations by more than $41 million since 1996. (Tr. 63-64.)24 The Company asserts that 

its inability to earn authorized returns has undermined the ability to finance critical infrastructure 

replacement and improvement projects, resulting in detrimental impacts on customers due to frequent 

line breaks on aging distribution lines. (Phase 1 Tr. 329,370.) 

AWC claims that thousands of breaks occur every year in the Eastern Group systems but 

current ratemaking policies hinder the Company’s ability to make necessary infrastructure 

replacements and improvements. The Company points out that its Eastern Group contains over 3.5 

million lineal feet (600 miles) of water mains and over 33,000 service connections, of which 371,000 

lineal feet and 4,915 service connections need to be replaced over the next ten years. (Water Loss 

Reduction Report, at 7, 18; Phase 1 Exs. A-10, at 8 and A-28, at 35.) 

In response to criticisms from RUCO, AWC asserts that although it regularly replaces failing 

infrastructure, and has a rigorous water loss reduction program, those ongoing efforts are not 

sufficient to replace the large portions of infrastructure that are at or beyond their useful lives. (Phase 

1 Exs. A-9, at 14 and A-28, at 43-49.) According to AWC, the scale of the needed replacement 

program dwarfs the resources available to the Company, thereby requiring implementation of a 

ratemaking tool to assist in those efforts. (Phase 1 Exs. 9, at 15-16 and A-29, at FKS--8.) The 

Company argues that RUCO presented no evidence disputing the impending water infrastructure 

replacement crisis facing the Company; nor did RUCO present any credible evidence that a SIB 

mechanism is not hlly justified under these circumstances. 

AWC claims that its infrastructure replacement program would require the expenditure of 

approximately $67 million over the next ten years, which is nearly twice the amount of capital that 

was required to comply with the federal arsenic standards. (Phase 1 Exs. A-9, at 14-25, A-10, at 4-5, 

24 Mr. Reiker conceded that AWC paid out to shareholders substantially more than $4 1 million in dividends over the same 
period. (Tr. 1 18- 1 19.) 
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and A-28, at 73, 8 1 .) The Company contends that spending $67 million over the next ten years is an 

extraordinary expense that it does not have the resources to f h d .  (Phase 1 Ex. A-9, at 15-16; Phase 1 

Tr. at 370.) AWC asserts that its shareholders recently infused over $10 million in equity, that the 

Company is not able to fund the needed replacements internally, and that its ability to finance those 

projects through issuance of additional long-term bonds is compromised by the Company’s weakened 

financial state. (Phase 1 Tr. 332,365-371 .) 

The Company argues that the SIB mechanism would provide credit support that will assist its 

efforts to attract capital to finance the infrastructure projects. AWC points out that the water industry 

is among the most capital intensive industries, and the SIB mechanism will help mitigate regulatory 

lag and add stability to cash flows, thereby helping to support the Company’s credit quality, bond 

rating, and ability to attract capital. (Phase 1 Ex. A-34, at 21-22,26; Phase 1 Tr. at 329-332.) AWC 

also contends that a DSIC-like mechanism, such as the SIB, would be viewed by credit rating 

agencies as credit supportive. (Phase 1 Ex. A-34, at 22-26.) AWC further claims that the SIB 

mechanism will help the Company’s ability to recover its cost of service and will reduce regulatory 

lag for the critical replacement projects. (Tr. 64; Ex. A-2, at 22.) 

AWC also argues that the SIB mechanism, like the ACRM that was approved previously, 

would provide significant benefits to customers by allowing the Company to replace and upgrade 

aging infrastructure while implementing more gradual and smaller rate increases. (Phase 1 Exs. A-5, 

at 4-5 and A-34, at 26-27.) The Company points out that the SIB-eligible projects would be limited 

to aging infrastructure used to serve existing customers, and for which there is no disagreement 

regarding the need for replacement. (Ex. A-1, at Ex. A; Tr. 72-73, 127-128; Phase 1 Exs. A-9, at 17- 

20 and A-28, FKS-13.) 

AWC disputes RUCO’s contention that a DSIC, or SIB as is now proposed, would shift risks 

to ratepayers because, according to the Company, absent approval of a SIB-like mechanism, the 

continued lag in recovery of infrastructure capital investment would leave the Company unable to 

recover its cost of service in a timely manner. (Phase 1 Exs. A-5 and A-34, at 6.) AWC contends that 

an ongoing inability to earn its authorized return on investment would ultimately result in higher rates 

to customers due to higher borrowing costs and more frequent rate cases. (Phase 1 Ex. A-5, at 6.) 
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The Company claims that rather than shifting risks to customers, the SIB would more closely align 

cost recovery with the customers that benefit from the infrastructure replacement projects. AWC also 

asserts that the SIB mechanism would promote rate stability by imposing more gradual, and smaller 

rate increases, while at the same time allowing the Company a better opportunity to recover its cost 

of service, resulting in a healthier company. (Tr. 64-65, 303; Ex. A-2, at 12-13.) AWC claims that 

RUCO’s Director agreed that, overall, rate gradualism and a healthy utility company provide benefits 

to customers. (Tr. 423,453-455.) 

AWC also opposes RUCO’s suggestion that if a DSIC-like or SIB mechanism is approved, 

the Commission should reduce the Company’s return on equity (“ROE”). The Company’s witness in 

Phase 1, Ms. Ahern, testified that it was important for purposes of raising capital that AWC receive a 

sufficient ROE in conjunction with a DSIC mechanism because even with such a mechanism 

investors’ expected returns are not diminished. (Phase 1 Ex. A-34, at 29; Phase 1 Tr. 997-998.) Ms. 

Ahern stated that none of the other states that have adopted DSIC-like mechanisms have reduced the 

utility’s ROE as a result. (Id.) The Company also cites to Staff witness Mr. Olea’s testimony at the 

hearing that the 10.55 percent ROE authorized by the Commission in Phase 1 should not be reduced 

as a result of the SIB Settlement Agreement because of the five percent efficiency credit built into the 

Agreement. (Tr. 272-273, 275-276.) AWC points out that Mr. Olea added that because the SIB- 

eligible plant is only a small portion of AWC’s rate base, the authorized ROE and SIB should be 

considered separately. (Id. at 3 17-3 19.) AWC asserts that RUCO did not present evidence as to what 

an appropriate ROE adjustment should be as a result of a SIB, and presented no studies to support its 

claim that a ROE adjustment should be made. (Tr. 427,487-489.) 

With respect to the issue of using depreciation expense as an offset to infrastructure 

replacement costs, AWC claims that the Commission’s rules define depreciation expense as allowing 

for a utility’s recovery of the original cost of plant investment, less salvage value. (Arizona 

Administrative Code (“A.A.C.”) R14-2-102(A)(3).) The Company contends that allowed 

depreciation expense does not provide for extra funds, beyond the return of the capital investment in 

rate base, to fund plant replacements at many times the cost of the plant being replaced. AWC asserts 

that the Commission’s rules, as well as its historic treatment of depreciation expense, entitle a utility 
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to recovery ofits investment (through depreciation) and on its investment (through ROE). (AWC Br. 

at 24-25.) 

Regarding the legal arguments associated with the SIB mechanism, AWC argues that 

although the Arizona Supreme Court requires that a utility’s fair value rate base must be utilized 

when setting the Commission has substantial discretion to adopt methodologies and 

approaches necessary to address particular issues, such as the impending infrastructure crisis the 

Company claims is facing Arizona’s investor owned water companies. (Arizona Corp. Comm ’y1 v. 

4rizona Pub. Serv. Co., 113 Ariz. 368,370,555 P.2d 326,328 (1976).) AWC asserts that in Arizona 

Public Service, the Arizona Supreme Court found that the Commission has discretion to consider 

post-test year events and it is in the public interest to have stability in the rate structure rather than a 

constant series of rate cases. (Id.) 

AWC also cites Arizona Community Action in support of its contention that approval of the 

SIB mechanism is within the Commission’s ratemaking discretion. In Arizona Community Action, 

the Arizona Supreme Court found that a two-step process for including CWIP in rate base, and 

increasing rates accordingly, was reasonable. Although the court struck down the Commission’s use 

of the utility’s ROE as the sole criterion for adjusting rates, it found that adding CWIP to the 

determination of fair value was reasonable under constitutional requirements if used only for a 

limited period of time. (123 Ariz. at 230-23 1,599 P.2d at 186- 187.) 

The Company also argues that the holding in Scates supports the Commission’s ability to 

adjust rates outside of a general rate case if exceptional circumstances exist, such as the Company 

believes are presented in this proceeding. In Scates, the Arizona Court of Appeals held that the 

Commission was required to determine the utility’s fair value prior to authorizing adjustments to a 

telephone provider’s charges for all installation, moving and changing of telephones. The court 

struck down the Commission’s approval of rate increases for those charges because the Commission 

had not inquired as to whether the increased revenues received by the company resulted in a rate of 

return greater or lesser than the return established during the prior rate case hearing. (Id. at 534, 578 

25 Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151,294 P.2d 378,382 (1956). 
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P.2d at 61 5.) However, the court in Scates stated that there may be exceptional circumstances in 

which the Commission could authorize partial rate increases without the submission of an entirely 

new rate case. (Id. at 537, 578 P.2d at 618.) 

AWC asserts that the SIB mechanism is consistent with the cited court cases because the SIB 

surcharges would be based on specific, identifiable, quantifiable plant additions that are reviewed by 

Staff, and approved by the Commission, before they are implemented. The Company also claims that 

it would be required to file annual summary schedules of infrastructure costs, and how those costs 

would affect customer rates. AWC argues that the five percent annual revenue cap, the limit of five 

SIB surcharge filings between rate cases, the requirement to file a rate case within five years to seek 

recovery of all of the SIB surcharge infrastructure costs, as well as notice requirements and other 

checks and approvals, are all factors that reflect consistency with the public interest, Arizona laws, 

and court cases interpreting the Arizona Constitution and applicable statutes. (AWC Br. at 22.) 

EPCOR 

EPCOR argues that the Commission should adopt the proposed SIB mechanism as set forth in 

the Settlement Agreement as a means of improving the fairness of water company regulation in 

Arizona and encouraging water utilities to make necessary replacements of water infrastructure. 

(EPCOR Ex. 1, at 2-3.) EPCOR witness Mr. Broderick stated that the SIB mechanism would reduce 

regulatory lag and increase the likelihood that utilities will undertake “earlier, well-paced and 

necessary improvements” to replace infrastructure in order to maintain or improve service to 

customers. (Id. at 3.) 

EPCOR claims that the open and transparent negotiation process that led to the Settlement 

Agreement, and the diverse interests involved, required compromises that resulted in an agreement 

that is in the public interest. EPCOR contends that the SIB mechanism provides benefits to utilities 

and customers alike because it will allow surcharges only for replacement of existing plant and will 

allow for smaller, more gradual increases for customers, as well as an efficiency credit. (EPCOR Br. 

at 2.) 

. .. 

26 73938 DECISION NO. 



I 1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

I 22 

23 

24 

25 

26 

, 27 

28 
I 

DOCKET NO. W-O1445A-11-0310 

Arizona Investment Council 

AIC witness Mr. Yaquinto testified in support of the Settlement Agreement, stating that the 

SIB mechanism would provide AWC with an important tool for acquiring the capital needed to 

finance needed repairs to, and replacement of, infrastructure in the Company’s aging systems. (AIC 

Ex. 1, at 4.) He indicated that the SIB surcharge would be permitted only for narrowly defined 

criteria, but would allow AWC the opportunity for more timely recovery of plant investments thereby 

reducing regulatory lag that he believes penalizes investors. (Id.) Mr. Yaquinto stated that AIC 

supports SIB-like mechanisms for all water and wastewater companies and, as set forth in the 

Settlement, the SIB is expected to serve as a template for other companies. (Id.) 

AIC supports the Settlement Agreement because it believes the SIB mechanism will position 

AWC to compete for needed capital on better terms and conditions than would otherwise be available 

to replace critical infrastructure. (Id. at 5.)  According to AIC, approval of ratemaking mechanisms 

like the SIB will signal to investors that there is an improved regulatory environment in Arizona, 

which will further enhance the ability of utilities in Arizona to compete for scarce capital. (Id.) Mr. 

Yaquinto claims that the SIB mechanism will also benefit customers by enabling water companies to 

make infrastructure improvements to ensure safe and reliable service, and due to efficiencies from 

those infrastructure investments that will flow to customers through the five percent efficiency credit. 

(Id. at 5-6.) Finally, AIC contends that customers will benefit from the SIB mechanism because there 

will be smaller rate increases associated with plant investments that will be spread more gradually. 

(Id. at 6.) 

Liberty UtilitiedGlobal Water 

Liberty Utilities and Global Water (jointly “Liberty/Global”)26 contend that the SIB is in the 

public interest because it provides a needed mechanism for funding infrastructure replacements for 

aging facilities. They claim that the level of needed infrastructure investment is substantial and even 

if AWC and other water utilities were able to raise the necessary capital to fund such projects, the 

result for customers would be massive and sudden rate increases once those investments are 

*‘ Liberty/Global filed a joint brief in this case and their arguments in support of the Settlement will therefore be 
summarized together. 
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recognized in rate base. Liberty/Global state that the better way to address these infrastructure needs 

is to adopt a mechanism like the SIB, citing to the testimony of Mr. Olea that companies have to have 

the funds to provide adequate, safe, and reliable service - and the SIB will provide a better 

opportunity for the Company to do so. (Tr. 375.) Liberty/Global also refer to Mr. Olea’s claim that 

the SIB will benefit both the Company and customers by having a company that is capable of making 

necessary replacements and improvements so that customers can receive safe and reliable water 

service. (Id. at 304.) 

Liberty/Global contend that a key benefit of the SIB is that smaller, more gradual rate 

increases are preferable to customers. (Global Ex. 2, at Attach. 2; EPCOR Ex. 1, at 3; RRUI Ex. 1, at 

2.) They claim that with more gradual rate increases it is likely that full, contested rate cases seeking 

large increases will become less frequent, and that gradualism is built into the Settlement by virtue of 

the five percent annual cap on SIB surcharge increases. (Global Ex. 2, at Attach. 2; Ex. A-1, at 73.4.) 

Another benefit cited by Liberty/Global is the five percent efficiency credit, which they claim has not 

been adopted in any other state that has approved a DSIC-like mechanism. (Global Ex. 2, at 3-4.) 

They point to Mr. Olea’s testimony that the efficiency credit represents an actual dollar benefit to 

ratepayers that the Company will never get back. (Tr. 265, 330.) Liberty/Global further contend that 

the SIB will enhance the Company’s financial stability by improving earnings and cash flow, and 

thereby its ability to raise funds. (Ex. A-2, at 11-12.) 

Liberty/Global assert that the Settlement Agreement’s indication that it may be used as a 

template for other companies furthers the public interest by providing uniformity of administration, 

and potentially reduces Staffs workload in reviewing SIB filings. (Tr. 208, 248.) LibertyIGlobal 

claim that the SIB was carefully designed because it is intended to be used as a template that would 

place more of the burden on utilities, rather than Staff, to allow for quicker processing. (Id. at 288, 

29 1-292.) 

With respect to the issue of using depreciation expense for infrastructure replacements, 

Liberty/Global argue that A.R.S. 8 40-222 is not a viable alternative to adoption of the SIB. That 

statute provides, in relevant part, that the Commission may: 
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ascertain and fix the proper and adequate rates of depreciation of the 
several classes of property for each, and each [public service] 
corporation shall conform its depreciation accounts to the rates so 
ascertained and fixed, and shall set aside the money so provided for out 
of earnings and carry such money in a depreciation fimd and expend 
the fund, and the income therefrom, only for the purposes and under 
rules and regulations, both as to original expenditure and subsequent 
replacement, as the commission prescribes. 

,iberty/Global claim that the first part of the statute, relating to fixing depreciation rates, has been 

mplemented through the Commission’s rules and is applied to utilities in Arizona. (A.A.C. R14-2- 

102.) However, according to Liberty/Global, the second part of the statute, authorizing the 

:ommission to require a depreciation fund, is an “obscure and long-dormant provision” that no 

vitness in any case has advocated be adopted. (Liberty/Global Br. at 7.) They claim that the statute 

vas enacted in 1912, that the Commission has never used the statute, and “if a special, restricted 

lepreciation fund was in the public interest, it would have been used by now.” (Id) 

Liberty/Global argue that mandating a depreciation fund would result in higher rates because 

if depreciation fimds are restricted to infrastructure replacement, rates would need to be higher to 

srovide sufficient cash flow to the Company. (Tr. 343.) They also claim that because depreciation 

:xpense is based on the original cost of the asset, and plant costs increase over time, a depreciation 

Fund would not provide adequate capital to replace assets decades later. (Id. at 77, 1 13-1 14,360-362.) 

Liberty/Global further argue that the statute itself does not allow the Commission to act by ad hoc 

xders on this issue, but requires action by “rules and regulations.” (A.R.S. 9 40-222.) Finally, they 

:ontend that application of the statute would raise serious constitutional issues, likely sparking 

itigation, because redirecting depreciation expense to a special restricted fund would not provide the 

Sequired return ofthe utility’s investment, thereby violating the “takings clause” of the United States 

Zonstitution, the takings clause of the Arizona Constitution (Article 2, 0 17), and Article 15, $9 3 and 

14 of the Arizona Constitution. (LibertyIGlobal Br. at 7-9.) 

With respect to the legal arguments raised by RUCO, Liberty/Global claim that the SIB 

nechanism was specifically tailored to comply with all applicable legal requirements regarding 

matemaking, including the fair value requirement of the Arizona Constitution. They assert that the 

JIB is a ratemaking adjuster mechanism that is designed to provide for the timely recovery of capital 
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costs invested for system improvement projects meeting specific defined criteria, within AWC’s 

general rate proceeding. Liberty/Global contend that Arizona law does not prohibit use of a 

ratemaking adjuster mechanism as long as the mechanism is approved in a rate case and it comports 

with the fair value requirement in Article 15, 0 14 of the Arizona Constitution. They claim that the 

SIB is nearly identical in nature to the Environmental Improvement Surcharge (“EIS”) approved for 

Arizona Public Service Company (“APS”) in Decision No. 73183 (May 24, 2012) pursuant to a 

settlement agreement in the last APS rate case. LibertyIGlobal point out that the APS settlement was 

signed by APS, Staff, RUCO and a number of other parties without challenge to the legality of the 

EIS. Liberty/Global contend that due to the similarities between the EIS and SIB, the Commission’s 

approval of the EIS effectively approved the legality of the SIB as well. (LibertylGlobal Br. at 10- 

11.) 

LibertyIGlobal dispute RUCO’s contention that approval of a DSIC (or SIB) is an 

extraordinary ratemaking scheme that is legally impermissible. They assert that approval of the SIB 

would be within the structure of AWC’s base rate case, and the Commission has approved many 

types of adjusters and similar mechanisms in other dockets. Liberty/Global argue that although the 

SIB does not fall into the category of an automatic adjustment clause for specific expenses such as 

gas and electric fuel costs, it is intended to recover plant investment costs incurred by the utility for 

making necessary system improvements and is therefore consistent with the requirements of Scates. 

As described in the Scates decision, adjustment clauses are generally acceptable if done within the 

framework of a utility’s rate structure, in accordance with all statutory and constitutional 

requirements, and are “designed to insure that, through the adoption of a set formula geared to a 

specific readily identifiable cost, the utility’s profit or rate of return does not change.” (Scates, supra, 

118 Ariz. 531, 535, 578 P.2d 612, 616 (App. 1978).) According to Liberty/Global, the SIB satisfies 

these requirements because the surcharge would apply only to projects meeting specific criteria, and 

applies a set formula to readily identifiable and defined plant, using the rate of return established in 

Phase 1, thereby ensuring the Company’s authorized rate of return does not change. (Ex. A-1, at 77 
3.0,3.2,6.3.) 
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LibertyIGlobal assert that even if the Commission were to determine that the SIB is not a 

ratemaking adjuster mechanism, it is still a lawful surcharge authorizing rate increases based on a 

determination of AWC’s fair value rate base, pursuant to the holding in Residential Utility Consumer 

Ofice v. Arizona Corp. Comm’n, 199 Ariz. 588, 20 P.3d 1169 (App. 2001) (“Rio Verde”). 

Liberty/Global claim that contrary to RUCO’s contention (Tr. 501), the Arizona Constitution does 

not require that the Commission take all ratemaking elements into consideration as would be done in 

a general rate case, but rather only requires that the fair value of a utility’s property be ascertained 

when setting rates. (Arizona Constitution, Article 15, 0 14.) They contend that once fair value is 

ascertained, as would be done each time a SIB surcharge adjustment is approved, the Commission 

has ample discretion to use the fair value in setting rates or adjusting a surcharge. 

LibertyIGlobal dispute RUCO witness Mr. Rigsby’s claim that the Commission would not be 

making a new fair value determination as part of each surcharge filing. (RUCO Ex. 12, at 13.) 

Liberty/Global point out that the Settlement Agreement requires a FVRB finding for AWC as 

established in Decision No. 73736, plus the additional SIB plant, along with the rate of return as 

applied to that FVRB and related revenue. (Tr. 332-333.) Citing Simms v. Round Valley Light & 

Power Co., 80 Ariz. 145,294 P.2d 378 (1956), LibertyIGlobal argue that the SIB fully complies with 

the fair value standard because the SIB requires a determination of the fair value of the Company’s 

rate base, as well as the SIB plant, at the time the surcharges are proposed. (80 Ariz. 145, 151, 294 

P.2d 378, 382.) Liberty/Global assert that all the Constitution requires is that the Commission 

determine and consider fair value in setting rates, as reinforced in the Arizona Supreme Court’s 

decision in US West Comm., Inc. v. Arizona Corp. Comm’n, 201 Ariz. 242, 245-246, 34 P.3d 351, 

354-355 (2001) (“US West I f ’ )  and the Court of Appeals’ decision in Phelps Dodge Corp. v. Arizona 

Elec. Power Co-op., Inc., 207 Ariz. 95, 106, 83 P.3d 573, 584 (App. 2004) (“Phelps Dodge”). 

According to Liberty/Global, both US West 11 and Phelps Dodge confirm that the Commission has 

broad discretion in using the fair value determination, as long as the fair value is ascertained as part 

of the analysis. They claim that the Commission has the discretion to adopt mechanisms necessary to 

address particular ratemaking issues, including matters subsequent to a historic test year and 

construction projects contracted and commenced during the test year (Arizona Public Service, supra, 
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at 371, 555 P.2d at 329), as well as construction work in progress that is not yet in service (Arizona 

Comty. Action, supra, at 230, 599 P.2d at 186.) Liberty/Global also point to the Commission’s 

adoption in prior cases of an ACRM, without a legal challenge, that enabled water utilities to comply 

with federal arsenic standards, as an example of a mechanism that supports approval of the SIB in 

this case. 

Liberty/Global contend that, as a matter of law, the SIB mechanism falls within the 

Commission’s broad discretion and is consistent with relevant court decisions. They assert that the 

Commission has already determined the fair value of AWC’s rate base in Phase 1; that any SIB 

surcharge will be based on specific infrastructure added to the approved rate base; and that AWC will 

be required to file annual summary schedules of the actual plant addition costs, along with FVRB 

information that will enable the Commission to determine, in accordance with Skates, how the 

proposed surcharge would impact the Company’s rate of return. Liberty/Global claim that, following 

that analysis, under the terms of the Settlement, the SIB surcharge would only be permitted to the 

extent that AWC’s return on rate base for a particular system does not exceed the rate of return 

authorized by Decision No. 73736. (LibertyIGlobal Br. at 17-1 8.) 

Liberty/Global also argue that the SIB mechanism satisfies all required ratemaking elements 

under Arizona law because the SIB revenue requirement is based on the established rate of return, as 

well as the Phase 1 authorized gross revenue conversion factorltax multiplier and depreciation rates, 

less the five percent efficiency credit, which thereby effectively reduces the SIB plant return on 

equity and ensures that AWC’s rate of return does not increase. Other requirements cited by 

Liberty/Global include: the limitation of SIB surcharge filings to once every 12 months, and no more 

than 5 filings between general rate cases; annual true-up filings; submission of detailed information 

showing an analysis of the effect of the SIB plant on FVRB, revenue, and the fair value rate of return 

approved in Decision No. 73736; and a 30-day review period for Staff and RUCO, as well as review 

and approval by the Commission. (Id. at 20-21.) Finally, Liberty/Global contend the EIS approved 

in the most recent APS rate case, pursuant to a settlement signed by RUCO and a number of other 

parties, is very similar to the proposed SIB and therefore if the EIS is legal, the SIB must likewise be 

legal. 
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- Staff 

In Phase 1, Staff asserted that the DSIC, as proposed by AWC, did not comply with the 

4rizona Constitution. (Phase 1 Staff Br. at 26.) Staff stated that the Arizona Constitution requires 

he Commission to determine the fair value of a utility’s property in order to set just and reasonable 

*ates, but allows the Commission to make adjustments to rates outside of a rate case through rate 

idjustors under very limited circumstances. ( I d )  Staff added that this authority was limited to 

:xceptional situations and that to remain in compliance with the Arizona Constitution, the 

Clommission is still required to determine fair value and to consider the overall impact of the 

idjustment on the rate of return. (Id. (citing Scates, 118 Ariz. at 533.)) Staff also asserted in Phase 1 

hat AWC had not provided sufficient detail to allow for a determination that the proposed DSIC 

vvould meet the constitutional requirements. (Id at 26-27.) For example, Staff expressed doubt in 

’hase 1 concerning the extent or nature of Staffs evaluation of the new plant and its prudency, 

Staffs ability to evaluate the overall impact of the rate increase, whether the DSIC would apply only 

o projects specifically listed in the DSIC Study, and how due process would be ensured. (Id.) Staff 

:oncluded in Phase 1 that without all of these details, the constitutionality of the DSIC cannot be 

letermined and, thus, the DSIC must be denied. 

Staff further asserted in Phase 1 that the scope of the DSIC was so broad that the “DSIC 

xosses over from the realm of an adjustor mechanism into a rate case.” (Id. at 28.) Staff claimed in 

,he prior phase that the DSIC would not be used to recover costs, but instead to increase rate base; 

that the increased rate base would be included for all future calculations of rates; and that the 

;urcharge would continue for the life of the asset in question, with the revenue generated to be treated 

3s income rather than as a separate fund to be used to acquire the plant or pay the cost of the plant. 

(Id.) Staff also argued in Phase 1 that there were no exceptional circumstances that would justify the 

DSIC because AWC always knew that the infiastructure would need to be replaced someday and 

could and should have prepared for that day but failed to do so. (Id at 27.) 

However, Staff stated in its Phase 1 reply brief that: “Staff does not believe that a DSIC, per 

se, would violate the Arizona Constitution so long as its methodology meets the constitutional 

mandate,” but that Staff was concerned that the proposed DSIC did not meet the mandate. (Phase 1 
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Staff Reply Br. at 19.) Staff agreed with AWC’s contention that judicial interpretation of the Arizona 

constitution is the origin of the requirement for a finding of fair value and the formula for ratemaking 

m which a rate of return is applied to that fair value. (Id at 19-20 (citing US West II, 201 Ariz. 242, 

245-46, 34 P.2d 351, 354-359.) Staff acknowledged that exceptions have been created for matters 

leer the historic test year, including construction projects commenced during the test year and CWIP; 

For interim rates and automatic adjustment clauses; and for the ACRM. (Id. at 20-21 .) Staff asserted, 

nowever, that the DSIC proposed in Phase 1 did not qualify as any of these-that it could not be 

iustified as an interim rate because there was no emergency, and it could not be justified as an 

adjuster mechanism because it was designed to pass on the cost of new plant rather than changes in 

specific and segregated costs. (Id. at 21-22.) Staff indicated that, unlike an ACRM, the proposed 

Phase 1 DSIC would apply to more than one plant, would not be limited to only two step increases, 

md would not impose a requirement for a rate case application to be filed by a specific date with a 

rate case (including a true-up) to follow. (Id. at 22.) 

In Phase 2, Staff negotiated and signed the Settlement Agreement that Staff asserts remedies 

:he issues identified by Staff in Phase 1 as being legally problematic. Staff contends that the record 

supports a finding that AWC’s infrastructure replacement needs are extraordinary in scope, and that 

astomers will benefit from timely replacement of aging plant through decreased water losses, fewer 

Dutages, and improved quality of service. (Phase 2 Staff Br. at 2.) Staff disputes RUCO’s assertion 

that rate setting methods must be limited to those traditionally employed in general rate cases. Staff 

points to the ACRM as a mechanism initially employed by the Commission a decade ago, without 

legal challenge, to address an extraordinary situation presented by more stringent arsenic limits 

imposed by the USEPA, which adversely affected a number of water companies in Arizona. (See, 

e.g., Decision No. 66400 (October 14,2003).) 

According to Staff, the SIB mechanism comports with the requirements of the Arizona 

Constitution because it would require the Commission to ascertain AWC’s fair value rate base each 

time a surcharge adjustment is made. Staff points out that Section 7 of the Settlement specifically 

requires the Company to provide a schedule (Schedule D) with each adjustment filing that would 

enable the Commission to update the fair value rate base determined in Phase 1 to reflect additional 
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SIB-eligible plant, which updated fair value finding would be set forth in a Commission Order 

approving each surcharge request. Staff asserts that it is not reasonable to suggest that the 

Commission would not use the updated fair value information “to aid it in the proper discharge of its 

duties.. .” as required by the Constitution. (Arizona Constitution, Article 15, 3 14.) Staff also notes 

that the Commission may terminate the SIB at any time. (Ex. A-1, at 710.1 .) 

Staff argues that the Commission has broad discretion in employing appropriate rate setting 

methodologies. Staff cites Simms, supra, wherein the Arizona Supreme Court stated that “[tlthe 

commission in exercising its rate-making power of necessity has a range of legislative discretion and 

so long as that discretion is not abused, the court cannot substitute its judgment as to what is fair 

value or a just and reasonable rate.” (80 Ariz. 145, 154,294 P.2d 378, 384, internal citation omitted.) 

Staff claims that the SIB would allow the Commission to implement a series of step rate increases, 

only after making an updated fair value finding, as a means of enabling AWC to undertake 

substantial infrastructure replacements without having to file a series of rate cases - which the courts 

have found would not be in the public interest. (Arizona Public Service, supra, 113 Ariz. 368, 371, 

555 P.2d 326, 329.) Staff also cites Arizona Community Action, wherein the Arizona Supreme Court 

upheld the Commission’s approval of step increases associated with CWIP additions (although the 

court rejected using APS’ ROE as the sole criterion for triggering an increase). (123 Ariz. 228, 229- 

231, 599 P.2d 184, 186-187.) In that case, the court stated that it did not find fault with the 

Commission’s attempt to avoid a constant series of extended rate hearings by allowing step increases 

based on the updated CWIP adjustments. (Id. at 230-231, 599 P.2d at 186-187.) Staff contends that 

the SIB does not suffer from the “sole criterion” deficiency rejected by the court because the SIB 

does not employ an earnings test, or any other test, that would be subject to control by the Company. 

Staff points out that the SIB has a number of protections built in, including that: it was 

developed within the context of a full AWC rate case; it is limited to replacement projects used to 

serve existing customers, less retirements; each SIB surcharge would be capped at five percent of the 

Phase 1 revenue requirement, subject to true-up; AWC is required to file a full rate case by August 

31, 2016, thus ensuring that the SIB adjustments will be of limited duration; each step increase will 

be approved by Commission Order; the SIB may be suspended by the Commission; and the 
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Commission will make a fair value finding prior to approval of each SIB adjustment, based on 

detailed schedules verifying the plant additions that are SIB-eligible. (Staff Br. at 6-7.) 

Staff disputes RUCO’ s “single issue ratemaking” arguments, claiming that contrary to 

RUCO’s assertions, the Arizona Constitution does not include that terminology, and under the 

holding in Scates a full rate case is not required for every rate adjustment given the court’s statement 

that “[tlhere may well be exceptional situations in which the Commission may authorize partial rate 

increases without requiring entirely new submissions.” (Scates, 118 Ariz. at 537, 578 P.2d at 618.) 

The court in Scates stated that it was not deciding “whether the Commission could have referred to 

previous submissions with some updating or whether it could have accepted summary financial 

information.” (Id.) Staff claims that the SIB requires updated information to be submitted by the 

Company and there is no reason to assume that the Commission would not consider that information 

in its evaluation of each SIB surcharge filing. Staff points to Mr. Olea’s testimony that if objections 

were filed regarding the specific SIB schedules submitted by the Company, “Staffs expectations 

would be that the SIB would not go forward and such proceedings as the Commission or Hearing 

Division may order would ensue.. . .” (Tr. 250.) 

Staff also contends that, contrary to RUCO’s claims, Staffs position regarding AWC’s 

proposed DSIC in Phase 1 is not inconsistent with its support for the SIB in Phase 2. Staff asserts 

that its concerns in Phase 1 were that the DSIC provided benefits only to the Company, and that the 

DSIC lacked certain features that were necessary to comply with Arizona law. Staff claims that those 

issues are resolved by the Settlement Agreement because the SIB provides for a five percent 

efficiency credit that directly benefits ratepayers, and the SIB contains elements that comply with 

Arizona law regarding fair value, step increases, and the corresponding impact on rate of return. 

(Staff Br. at 9.) 

According to Staff, the SIB provides an equitable balance between the interests of the 

Company and ratepayers because the SIB will enable AWC to attain timely recovery of capital 

investments for needed repairs and replacements while, at the same time, benefitting customers by: 

providing better service; imposing a five percent efficiency credit on SIB plant; and providing for 

smaller and more gradual rate increases. (Id. at 10.) With respect to RUCO’s suggestion that AWC’s 
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authorized ROE of 10.55 percent should be reduced, Staff contends that RUCO did not present 

evidence in either Phase 1 or 2 to support its arguments. Staff claims that “as part of a DSIC-type 

mechanism, the parties and the ALJ could consider an adjustment to the ROE set by the 

Commission.” (Id. at 11, emphasis original.) However, Staff argues that the 10.55 percent ROE 

approved in Decision No. 73736 should not be modified in Phase 2 because there is no evidence that 

AWC’s overall risk would be reduced by adoption of the SIB, and the negotiated five percent 

efficiency credit is effectively a surrogate for a ROE adjustment because it reduces the ROE on SIB- 

eligible plant by approximately 87 basis points (assuming adoption of AWC’s alternative proposal - 

See Tr. 233). (Staff Br. at 12-13.) 

RUCO 

RUCO argued in Phase 1 that there was no legal basis for the proposed DSIC in Arizona. 

RUCO stated that the Arizona Constitution generally requires the Commission to ascertain the fair 

value of a utility’s property in Arizona when it engages in ratemaking, but that Arizona courts have 

allowed for two situations when the Commission may engage in ratemaking without making a fair 

value finding: (1) when the Commission has established an automatic adjuster mechanism, or (2) 

when the Commission approves interim rates. (Phase 1 RUCO Br. at 1 1 - 13 (citing, inter alia, Scates 

and AZ AG Op. 71-17).) RUCO asserted in Phase 1 that the DSIC was not an adjuster mechanism 

because it was not designed to be used to account for fluctuations in specified operating expenses 

caused by price volatility, but instead to recover the cost of replacing plant for which there is no 

allegation of price volatility. (Id. at 1 1-12.) RUCO further argued that the DSIC could not be 

authorized as an interim rate because AWC did not meet the criteria for obtaining interim rates (as 

provided in Arizona Attorney General Opinion No. 71-17) and the Company had not requested 

interim rates. (Id. at 13.) RUCO claimed in Phase 1 that the other states that have DSIC-type 

mechanisms have different laws than Arizona, and that Arizona law protects ratepayers from the 

piecemeal ratemaking and unfair rates that would result if the DSIC were approved. (Id. at 13-14.) 

In its Phase 1 reply brief, RUCO addressed AWC’s assertion that the DSIC proposed in Phase 

1 must be constitutional because the ACRM is constitutional. RUCO claimed that the ACRM 

resulted from various stakeholders coming together to address a one-time event (the USEPA’s 
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adoption of a more stringent MCL for arsenic) that would impact dozens of Arizona water companies 

simultaneously; that the ACRM has been and is now treated as an adjuster mechanism, which is one 

of the limited exceptions to the constitutional fair value requirement as per Arizona case law; that the 

legality of the ACRM had never been called into question or reviewed by any Arizona court; and that 

whether the ACRM would satisfy the legal standard for an adjuster mechanism is “questionable and 

should not be presumed.” (Phase 1 RUCO Reply Br. at 2.) RUCO added that the constitutionality of 

the ACRM was not at issue in this case and was irrelevant in considering the legality of the Phase 1 

DSIC. (Id. at 2-3.) RUCO reiterated that the Commission must find fair value when setting rates 

except in limited circumstances, which were not satisfied by the DSTC, and that the proposed DSIC 

was therefore not authorized under Arizona law. (Id. at 5.) 

With respect to the Phase 2 Settlement Agreement, RUCO argues that the Agreement and 

proposed SIB are not in the public interest because they do not provide sufficient benefits and 

protections for ratepayers. RUCO also reiterates many of the same legal arguments it made in Phase 

1 contending that like AWC’s proposed DSIC, the SIB would violate Arizona law. 

RUCO does not appear to dispute AWC’s substantial infrastructure replacement needs; 

however RUCO contends that those needs have long been known to the Company; that the 

Commission in Decision No. 73736 granted AWC an increase to its ROE to compensate the 

Company for those infrastructure needs; that the SIB fails to adequately recognize reduced operating 

expenses associated with the replacement plant; that ratepayers will pay more in the long run under 

the SIB; and that the five percent efficiency credit on SIB plant is inadequate compensation for the 

shifting of risk to ratepayers associated with reduced regulatory lag. (RUCO Br. at 1-3 .) 

RUCO argues that the SIB is not an adjuster mechanism or an interim rate, which it claims are 

the only exceptions recognized by the courts to the constitutional requirement of ascertaining and 

employing a company’s fair value rate base in setting rates. RUCO cites the Scates and Rio Verde 

decisions by the Court of Appeals to support its contention that adjuster mechanisms may only be 

used to adjust narrowly defined operating expenses, such as fuel costs, and that an adjuster clause 

may only be implemented as part of a fbll rate hearing. (Scates, 118 Ariz. 531, 535, 578 P.2d 612, 

616; Rio Verde, 199 Ariz. 588, 592, 20 P.3d 1169, 1173.) RUCO claims that the proposed SIB 
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mechanism is not an adjuster mechanism because its purpose is not to make automatic adjustments 

for fluctuating operating expenses, but instead only serves to increase the Company’s rate base and 

thus its operating income. RUCO asserts that the SIB only allows rates to adjust upwards as a result 

of permitting recovery of SIB-eligible plant costs, and that the SIB is not the type of adjustment 

mechanism contemplated by the court in Scates. 

According to RUCO, the only other exception to a fair value finding in a full rate case is when 

interim rates are implemented, which would require that the Commission find the existence of an 

emergency; the posting of a bond by the utility; and an undertaking by the Commission to determine 

final rates after a valuation of the utility’s property. (Rio Verde, supra, at 591, 20 P.3d at 1172.) 

RUCO states that AWC has not asserted that an emergency exists; nor has the Company requested 

implementation of interim rates. RUCO cites Arizona Attorney General Opinion No. 7 1 - 17 which 

defined an emergency as when “sudden change brings hardship to a company, when a company is 

insolvent, or when the condition of the company is such that its ability to maintain service pending a 

formal rate determination is in serious doubt.” RUCO claims that AWC has not presented evidence 

that it would meet any of the criteria to satisfy an emergency finding under that definition. 

RUCO asserts that the Arizona Constitution’s fair value requirement would not be satisfied if 

rate increases were granted under the proposed SIB mechanism. According to RUCO, the SIB is not 

an adjuster mechanism but is simply a method to enable AWC to recover additional revenue based on 

capital investments made between rate cases. (RUCO Br. at 8.) RUCO contends that there are no 

exceptional circumstances presented in this case that would warrant approving the SIB. RUCO 

points to Mr. Olea’s testimony at the hearing wherein he stated that the only extraordinary 

circumstance that developed between Phase 1, when Staff opposed the DSIC, and Phase 2, in which 

Staff supports the SIB, is the Commission’s directive to the parties to negotiate regarding the DSIC 

issue. (Tr. 301.) RUCO claims that a directive from the Commission is not the type of event that 

would constitute an extraordinary or exceptional situation. 

RUCO argues that the Commission would not be making a new fair value finding each time 

the Company applies for a surcharge adjustment, citing to Mr. Rigsby’s testimony. (RUCO Ex. 12, at 

13.) Therefore, RUCO claims, the SIB would not meet the constitutional fair value requirements 
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mder Arizona law. In its brief, RUCO quotes a passage from Simms, wherein the Arizona Supreme 

2ourt stated: 

It is clear, therefore, that under our constitution as interpreted by this 
court, the commission is required to find the fair value of the 
company’s property and use such finding as a rate base for the purpose 
of calculating what are just and reasonable rates .... While our 
constitution does not establish a formula for arriving at fair value, it 
does require such value to be found and used as the base in fixing rates. 
The reasonableness and justness of the rates must be related to this 
finding of fair value. 

ISimms, supra, 80 Ariz. at 151, 294 P.2d at 382.) RUCO contends that the Schedule D analysis that 

he Company would be required to file with each SIB adjustment request, and which would show the 

mpact of plant additions on the Company’s fair value rate base, revenue, and fair value rate of return 

:stablished in Decision No. 73736, “does not go far enough.” (RUCO Br. at 10.) 

Citing the claims made in Mr. Rigsby’s testimony (RUCO Ex. 12, at 13-15), RUCO suggests 

hat although the Schedule D analysis was included in order to satisfy Scates, “the Commission will 

lot, as required by law, make a meaningful finding of fair value and use that finding as a rate base for 

he purpose of establishing rates.” (RUCO Br. at 11.) RUCO contends that Scates requires that all 

)arts of the ratemaking equation must be evaluated - “at least a mini-type rate case” - before rate 

idjustments could be made, and the SIB is deficient because it examines only one part of the 

:quation. (Id.) Therefore, according to RUCO, the SIB would constitute “single issue ratemaking” 

tnd would render the fair value requirement “meaningless.” (Id.) 

RUCO asserts that there are a number of other problems with the Settlement Agreement, and 

the SIB mechanism, including: the five percent efficiency credit is insufficient to compensate 

ratepayers for shifting of risk; the Settlement does not explain what happens to the SIB after the next 

rate case; the SIB expands eligibility of recoverable costs to almost every kind of plant; the 10 

percent water loss criterion could be gamed and would create an incentive for the Company to 

neglect certain systems near the 10 percent threshold so that plant replacements would become SIB- 

eligible; the SIB does not address the relationship between infrastructure replacement needs and use 

of depreciation expense funds or dividend payouts; the Settlement is unclear as to what will happen if 
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a party objects to a SIB surcharge filing within the allotted 30-day period; the SIB does not include 

an earnings test; the SIB could generate revenues by serving new customers, despite language to the 

contrary in the Settlement; and there is no provision in the Settlement for adjusting the ROE to reflect 

adoption of the SIB. (RUCO Br. at 13-17.) 

RUCO concludes that there are numerous reasons why the Settlement Agreement is not in the 

public interest. According to RUCO, the SIB is illegal under Arizona law; there is no tying of the 

SIB and authorized ROE; and the Commission specifically granted AWC a higher ROE in Phase 1 to 

address the Company’s infrastructure needs. RUCO claims that adoption of the Settlement will 

establish a dangerous precedent and encourage companies to seek both a SIB and higher ROE to 

address infrastructure needs, resulting effectively in double recovery for the same purposes. 

Therefore, RUCO requests that the Commission reject the Settlement Agreement. (Id at 18-19.) 

Discussion 

AWC provided compelling evidence in Phase 1 that its Eastern Group systems, most notably 

the Miami and Bisbee systems, have areas in which the pipes have corroded or otherwise degraded so 

as to become very fragile and to have leaks and breaks occurring at an excessive rate. In addition, 

AWC established that the frequency of leaks and breaks in Eastern Group systems is generally 

increasing. No party has presented evidence effectively refbting AWC’s assertion that it needs to 

begin replacing large amounts of infiastructure in its Eastern Group systems in an attempt to ensure 

system reIiability and reduce excessive water loss. Nor has any party effectively refuted AWC’s 

assertion that its proposed three-year plan is a reasonable and appropriate plan to initiate the 

replacement of infrastructure on a much larger scale than has historically been performed, or AWC’s 

position that it currently lacks the financial means to complete the infrastructure replacements in the 

timeframe it is proposing without obtaining additional fimding in some manner. 

The Commission generally must determine a fair value rate base and apply a rate of return to 

that rate base when it develops rates. The case law interpreting the Commission’s constitutional 

duties state that the Commission may diverge from this ratemaking method when authorizing interim 

rates in the event of an emergency ( i e . ,  interim rates), and when the Commission authorizes (in a rate 

case) an automatic adjuster mechanism to address specific costs occurring subsequent to the rate case. 
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Scates suggests that there may be exceptional situations that warrant a departure from the usual 

nethod. RUCO takes issue with AWC’s comparison of its current situation to its need to construct 

nsenic treatment plants to come into compliance with the USEPA MCL standard for arsenic, and 

isserted that AWC’s current infiastructure replacement needs do not rise to the level of an 

:xceptional situation. 

Leml Issues 

In both Phase 1 and Phase 2, the parties discussed in their post-hearing briefs the legality of a 

]SIC (and in Phase 2 the SIB) under Arizona law. Arizona Constitution, Article XV, 0 14 provides: 

‘The Corporation Commission shall, to aid it in the proper discharge of its duties, ascertain the fair 

talue of the property within the State of every public service corporation doing business therein . . . .” 
rhis language has been interpreted to require the Commission to establish a utility’s authorized rates 

~y applying a fair rate of return to the fair value of the utility’s property devoted to the public use at 

.he time of the inquiry (or as near as possible thereto), as determined by the Commission based upon 

dl available relevant evidence. (See, e.g., Arizona Corp. Comm’n v. Arizona Water Co., 85 Ariz. 

198,203-04,335 P.2d 412,415 (Ariz. 1959)). 

The Arizona Supreme Court has clarified that “the Commission in its discretion can consider 

natters subsequent to the historic year” when establishing fair value rate base in a rate case. (Arizona 

Public Service, 113 Ariz. 368, 371, 555 P.2d 326, 328-29 (1976)), and has specifically approved the 

portion of a Commission decision that allowed inclusion of CWIP for plant that was under 

Zonstruction during the test year and would go into service within two years after the effective date of 

a Step I1 increase, when the step increase methodology had been created in a full permanent rate case 

that included a determination of fair value. (Arizona Cmty. Action, 123 Ariz. 228,230, 599 P.2d 184, 

186.) 

In Arizona Public Service, the Arizona Supreme Court held that although the Commission 

must ascertain fair value, it was not prohibited from taking into consideration in its fair value 

determination the addition of CWIP after the end of the test year. In so finding, the court stated: 
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A plant under construction is at least a relevant factor which the 
Commission could consider in determining fair value. The attorney 
general’s opinion would cut off consideration of any facts subsequent 
to the historic year. In Simms v. Round Valley, supra, we said: ‘Fair 
value means the value of properties at the time of inquiry (citing 
cases),’ and ‘(t)his is necessary for the reason that the company is 
entitled to a reasonable return upon the fair value of its properties at the 
time the rate is fixed (citing cases).’ From the foregoing, it is obvious 
that the Commission in its discretion can consider matters subsequent 
to the test year, bearing in mind that all parties are entitled to a 
reasonable opportunity to rebut evidence presented. Construction 
projects contracted for and commenced during the historical year may 
certainly be considered by the Commission upon the cutoff time 
previously indicated. We would not presume to instruct the 
Commission as to how it should exercise its legislative functions. 
However, it appears to be in the public interest to have stability in the 
rate structure within the bounds of fairness and equity rather than a 
constant series of rate hearings. 

371, 555 P.2d at 329 (internal citations omitted).) The Arizona Supreme Court 

teinforced this view in Arizona Community Action, by affirming the Commission’s decision to allow 

nclusion of CWIP in APS’ rate base within two years of a Step I1 rate increase. (123 Ariz. 228,230- 

!31, 599 P. 2d 184, 186-187.) In that case, the court considered whether it was permissible for the 

:ommission to authorize a rate of return based on plant construction in progress but not yet in 

iervice, which would result in five percent step increases over a three-year time period (1977-1979). 

4lthough the court struck down the tying of step increases solely to APS’ return on equity, it found 

he Commission’s inclusion of funds expended on CWIP to be “entirely reasonable.” (Id.) With 

‘espect to the legality of the step increase approved by the Commission, the court stated: 

In view of [Arizona Public Service], supra, we find entirely reasonable 
that portion of the Commission’s decision allowing the inclusion of 
[CWIP] to go on line within two years from the effective date of the 
Step I1 increase. Nor do we find fault with the Commission’s attempt 
to comply with our indication in [Arizona Public Service], supra, that a 
constant series of rate hearings are not necessary to protect the public 
interest. The hearing culminating in the order of August 1, 1977, 
resulted in a determination of fair value. The adjustments ordered by 
the Commission in adding the CWIP to that determination of fair value 
were adequate to maintain a reasonable compliance with the 
constitutional requirements if used only for a limited period of time. 

:(Id.)(emphasis added.) 
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As a general proposition, we recognize that the courts have consistently required that the 

Clommission find fair value before allowing an adjustment in rates. As indicated above, exceptions to 

he requirement to base rates on a monopolistic utility’s fair value rate base have typically been 

oecognized for interim rate increases when an emergency exists, and for rate increases caused by 

iutomatic adjustment clauses, when the automatic adjustment clause itself is created in a permanent 

*ate case that meets all legal requirements and the clause is designed to ensure that the utility’s profit 

)r rate of return is unchanged by application of the clause. (See Rio Verde, supra, 199 Ariz. 588,20 

’.3d 1169; Scates, supra, 118 Ariz. 531, 578 P.2d 612; Arizona Attorney General Opinion No. 71- 

17.) 

However, in Scates, the Court of Appeals indicated that in exceptional circumstances the 

:ommission may adjust rates outside of a full rate case. Although the court found the Commission 

lid not have authority to allow increases between rate cases to certain of a telephone company’s 

:harges without a consideration of the impact on the company’s rate of return and financial condition, 

he court suggested that updated submissions may be permitted to adjust rates between full rate cases. 

rhus, in Scates, the appellate court suggested a third exception to the general rule: 

We do not need to decide in this case whether as a matter of law there 
must be a de novo compliance with all provisions of the order in 
connection with every increase in rates. The Commission here not only 
failed to require any submissions, but also failed to make any 
examination whatsoever of the company’s financial condition, and to 
make any determination of whether the increase would affect the 
utility’s rate of return. There may well be exceptional situations in 
which the Commission may authorize partial rate increases without 
requiring entirely new submissions. We do not decide in this case, for 
example, whether the Commission could have referred to previous 
submissions with some updating or whether it could have accepted 
summary financial information. 

(118 Ariz. 531, at 537, 578 P.2d 612, at 618.) 

In Rio Verde, the Court of Appeals addressed the issue of whether the Commission properly 

approved a surcharge to recover increased CAP water expenses between rate cases without 

ascertaining the utility company’s fair value. The court, citing Simms and Arizona Public Service, 

held that the Arizona Constitution requires the Commission to determine the company’s fair value, 
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md the justness and reasonableness of the rates must be related to this fair value. (199 Ariz. 588, at 

591,20 P.3d 1169, at 1172.) 

However, the courts have also consistently upheld the Commission’s broad discretion to use 

fair value in a manner that recognizes changing regulatory circumstances. For example, in US West 

rl, supra, the Arizona Supreme Court recognized that although a fair value finding is required under 

the Constitution, the Commission was not bound by a “rigid formula” in setting just and reasonable 

rates. (201 Ariz. at 246, 34 P.3d at 355.) Although the court in US West II was considering fair value 

.n the context of competitive telecommunications services, and not for a monopoly water company 

such as AWC, the court’s discussion of the fair value requirement is instructive. 

Because neither this court nor the corporation commission possesses 
the power to ignore plain constitutional language, we hold that a 
determination of fair value is necessary with respect to a public service 
corporation. But what is to be done with such a finding? In the past, 
fair value has been the factor by which a reasonable rate of return was 
multiplied to yield, with the addition of operating expenses, the total 
revenue that a corporation could earn. That revenue figure was then 
used to set rates .... But while the constitution clearly requires the 
Arizona Corporation Commission to perform a fair value 
determination, only our jurisprudence dictates that this finding be 
plugged into a rigid formula as part of the rate-setting process. Neither 
section 3 nor section 14 of the constitution requires the corporation 
commission to use fair value as the exclusive “rate basis.” ... We still 
believe that when a monopoly exists, the rate-of-return method is 
proper. Today, however, we must consider our case law interpreting 
the constitution against a backdrop of competition. In such a climate, 
there is no reason to rigidly link the fair value determination to the 
establishment of rates. We agree that our previous cases establishing 
fair value as the exclusive rate base are inappropriate for application in 
a competitive environment.. . . Thus, fair value, in conjunction with 
other information, may be used to insure that both the corporation and 
the consumer are treated fairly. In this and any other fashion that the 
corporation commission deems appropriate, the fair value 
determination should be considered. The commission has broad 
discretion, however, to determine the weight to be given this factor in 
any particular case. 

:Id. at 245-246, 34 P.3d at 354-355.)(internal citations omitted, emphasis original.) The Court of 

4ppeals reinforced this finding in Phelps Dodge, stating that: 
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. . .our reading of the court’s ruling [in US West 14.. .is consistent with 
the pronouncement.. .that the Commission should consider fair value 
when setting rates within a competitive market, although the 
Commission has broad discretion in determining the weight to be given 
that factor in any particular case. 

207 Ariz. 95, at 106, 83 P.3d 573, at 584.) 

The Commission has also previously employed mechanisms such as the ACRM to address 

rxtraordinary regulatory challenges for which traditional ratemaking methods were deemed 

nadequate. In Decision No. 66400, in which the Commission first adopted the ACRM, the 

:ommission determined that the proposed ACRM was within the Commission’s constitutional and 

tatutory authority and permitted under applicable case law. (See Decision No. 66400 at 17, 19-20, 

12.) AWC’s ACRM included a requirement that the Company file with each adjustment filing: 

(1)the most current balance sheet at the time of the filing; (2) the 
most current income statement; (3) an earnings test schedule; (4) a 
rate review schedule (including the incremental and pro forma 
effects of the proposed increase); (5) a revenue requirement 
calculation; (6) a surcharge calculation; (7) an adjusted rate base 
schedule; (8) a CWIP ledger (for each project showing 
accumulation of charges by month and paid vendor invoices); (9) 
calculation of the three factor formula; and (10) a typical bill 
analysis under present and proposed rates. 

Id. at 14.) 

The Commission further agreed that the ACRM step increase procedure was based on the 

ipproach for CWIP discussed by the Arizona Supreme Court in both Arizona Public Service and 

lrizona Community Action. The Commission stated that in both cases the court acknowledged the 

Zommission’s authority to consider post-test year matters as long as the Commission complied with 

its constitutional duty to determine fair value. The Commission also cited Scates as supporting the 

Zommission’s authority to approve step rate increases, although only in “exceptional situations.” 

The Commission found that the ACRM: 

specifically require[s] that [AWC] file updated financial information to 
verify the actual expenditures incurred for installing arsenic treatment 
plant, as well as schedules verifying that the requested step increase 
will not result in a return in excess of the Company’s “fair value” rate 
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base return.. . .We disagree with RUCO’s contention that inclusion of 
the recoverable O&M expenses violates the tenets of the Scates 
deci~ion.~’ As the Arizona court explained in that decision, automatic 
adjustment mechanisms may be approved in the context of a general 
rate proceeding as long as the expenses are specific and narrowly 
defined. The modified ACRM proposed by Staff and Arizona Water 
satisfies the Arizona Community Action and Scates requirements 
because it is an automatic adjustment mechanism that is being 
considered in a rate proceeding which includes a “fair value” analysis 
of the Company’s utility plant. Moreover, the expenses that are eligible 
for recovery under the ACRM adjustor mechanism are narrowly 
defined costs that will be incurred by direct payments to third party 
contactors. We believe these components satisfy the requirements 
delineated in both the Scates and Arizona Community Action 
decisions.28 

The Commission concluded that approval of step increases under the ACRM, as described in 

Decision No. 66400, was consistent with the Commission’s authority under the Arizona Constitution, 

ratemaking statutes, and applicable case law. (Id. at 22.) 

The Commission has also considered infrastructure surcharges in several additional dockets. 

One of these was the docket cited by AWC in Phase 1 in which the Commission considered, in the 

context of a permanent rate case for Arizona-American’s Paradise Valley Water District, a requested 

Public Safety Surcharge for investments to improve fire flow fa~i l i t i es .~~ In that docket, the 

Commission approved, inter alia, Staffs alternative Public Safety Surcharge of $1 .OO per 1,000 

gallons on both second-tier and third-tier residential commodity rates and on second-tier commercial 

commodity rates, to be used to allow Arizona-American to recover its fire flow project costs, after 

which time the surcharge would terminate. 30 (Decision No. 68858 at 31-32, 39-40, 44, ex. B.) In 

the decision, the Commission stated that the fire-safety-related infrastructure improvements were 

necessary to ensure the public health and safety of ratepayers and that the ratepayers were largely in 

support of the improvements and willing to pay for them. (Id. at 32.) Following the implementation 

of the new rates and the Public Safety Surcharge, however, the Town of Paradise Valley, several 

affected resorts, and some homeowners’ association members contacted the Commission to express 

27 

Action had only authorized rate base updates and that the inclusion of O&M adjustments presented matching problems. 
28 Id. at 19-20. *’ 
30 

RUCO had objected to inclusion of O&M expense adjustments in the ACRM, arguing that Arizona Community 

Docket No. W-01303A-05-0405 et al. 
Official notice is taken of Decision No. 68858 (July 28,2006). 
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concern regarding bill impacts. The Commission subsequently voted to reconsider the issue under 

A.R.S. 6 40-252 and, 11 months after the Public Safety surcharge had been implemented, reset the 

Public Safety Surcharge to zero, stating that the issue should be addressed in Arizona-American’s 

then-pending permanent rate case. 31 (Decision No. 70488 at 1 1, 14.) 

The Commission also considered an infrastructure improvement surcharge in a permanent rate 

case for Arizona-American’ s Sun City Water In that case, Arizona-American sought 

approval of a Fire Flow Cost Recovery Mechanism (“FCRM”) that it said would allow it to carry out 

a fire flow improvement plan created by the YoungtodSun City Fire Flow Task Force formed 

pursuant to an earlier Commission Decision.33 (Decision No. 70351 (May 16, 2008).) Arizona- 

American asserted that in the absence of a special fbnding mechanism, it lacked the financial ability 

to make the recommended fire flow improvements, which had an estimated cost between $2.6 and 

$5.1 million. (Id. at 5,23,24.) After accepting Staff recommendations, Arizona-American proposed 

that the FCRM be structured like an ACRM, but with multiple phases, each of which would be 

reviewed for prudency and reasonableness of costs and would necessitate a Commission Order before 

an increase in the FCRM. (Id. at 24-25.) RUCO opposed the FCRM, stating that the proposed fire 

flow improvements were discretionary and that the FCRM represented single-issue ratemaking and 

reminding the Commission of the problems experienced with the funding mechanism approved for 

fire flow improvements in the Paradise Valley District. (Id. at 5, 26-27, 28.) Staff supported the 

FCRM as necessary for public safety, stating that the FCRM should be adopted because the proposed 

project costs were significant and not a normal system upgrade. (Id. at 33.) The Commission denied 

the FCRM, stating the following: 

Our experience with considering major construction projects outside the 
context of a rate case teaches us that often substantial unintended adverse 
consequences can result from implementing surcharges such as the 
FCRM. Cost recovery mechanisms such as the FCRM should only be 
implemented in extraordinary circumstances. We do not find that the 
proposed fire flow improvement project warrants the extraordinary rate 
making treatment being proposed by the Company, Staff and Youngtown. 
Consequently, we deny the request to implement the FCRM. Our finding 

31 

32 Docket No. W-O1303A-07-0209. 
33 

Flow Task Force was identified as Decision No. 67093 (June 30,2004). (Decision No. 70351 at 5.) 

Official notice is taken of Decision No. 70488 (September 3,2008). 

Official notice is taken of Decision No. 7035 1 (May 16,2008). The Decision creating the YoungtowdSun City Fire 
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on the merits of the FCRM, however, does not affect how the Commission 
would treat the capital improvements if the Company const3ycted them 
voluntarily and seeks their inclusion in rate base in a rate case. 

The Commission also considered and denied a request by Global Water to implement a 

Distributed Energy Recovery Tariff (“DERT”) that would operate like an ACRM and allow Global 

Water to recover the costs of constructing renewable energy facilities built at wastewater facilities, as 

those renewable energy facilities were ~ompleted.3~ (Decision No. 71 878 (September 15, 2010)). 

The initial phase of construction proposed to be covered under the DERT was a photovoltaic 

installation with an estimated cost of $1.5 to $2.0 million. (Id. at 43 .) Both RUCO and Staff opposed 

the DERT, asserting that any such renewable energy plant costs incurred should be recovered through 

a rate case rather than through a special mechanism such as an ACRM-like surcharge. (Id. at 43-45.) 

The Commission agreed, stating: 

We applaud Applicants’ initiatives in conservation and environmental 
stewardship. We also agree that in some cases, adjustors that support 
policy objectives are appropriate. However, the proposed plant additions 
not only are not required to meet government mandated standards, but 
they are also not essential to the provision of utility service by Applicants, 
and would come at the expense of increased costs to customers at a time 
when some customers are already finding it difficult to meet their 
household expenses. We find that in today’s economic climate, the 
benefits of the proposed adjustor do not outweigh the costs to customers, 
which costs include having them bear the risk of Applicants;6plant 
investments. The proposed adjustor will therefore not be approved. 

The Commission again considered an Infrastructure Improvement Surcharge (“11s”) requested 

by Arizona-American for its Sun City Water district to replace aging mains, hydrants, meters, tanks, 

and booster stations.37 (Decision No. 72047 (January 6, 20 1 l).) Arizona-American acknowledged 

that the type of plant to be replaced was ordinary, but asserted that the replacement costs were 

projected to be quite large.38 (Id. at 91.) Staff and RUCO both opposed the IIS, arguing that the use 

of an adjustor mechanism, an extraordinary ratemaking device, was not warranted. (Id. at 91-92.) 

34 Decision No. 70351 at 36. 
35 Official notice is taken of Decision No. 71878 (September 15,2010). 
36 Decision No. 71878 at 45-46. 

Official notice is taken of Decision No. 72047 (January 6,201 1). 
38 The estimated cost of the necessary plant replacements was not included in the Decision, but was asserted in 
Arizona-American’s post-hearing brief to be $7.5 million for the next five years. Official notice is taken of this statement 
made on page 40 of Arizona-American’s post-hearing brief filed in Docket Nos. W-01303A-09-0343 et al. on July 16, 
2010. 

37 
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The Commission denied the IIS, “agree[ing] with RUCO and Staff that the recovery of expenditures 

for plant additions and improvements does not warrant the extraordinary ratemaking device of an 

adjustor mechanism.” (Id. at 92.) 

Most recently, however, in Phase 1 of this proceeding, we indicated that due to the evidence 

presented regarding the substantial infrastructure replacement needs faced by AWC, “we are 

supportive of the DSIC type mechanism” and kept the record open to allow additional discussions 

between the parties regarding the DSIC issue. (Decision No. 73736, at 104.) As discussed herein, the 

Settlement Agreement was the product of those discussions and was opposed only by RUCO. 

Conclusion 

After reviewing the court decisions interpreting the constitutional requirements imposed on 

the Commission’s ratemaking authority, we believe that the Settlement Agreement, and the SIB 

mechanism incorporated therein, together with the financial information and analysis required herein, 

satisfies the fair value concerns addressed by various court decisions. Although RUCO asserts that 

the Settlement does not require a fair value finding by the Commission when the SIB surcharge is 

adjusted, the Schedule D information that is required to be filed at the time a surcharge adjustment 

request is made requires “an analysis of the impact of the SIB Plant on the fair value rate base, 

revenue, and the fair value rate of return as set forth in Decision No. 73736.” (Ex. A-1 at 17.1.7.) 

Moreover, Mr. Olea testified that any Order would “include a finding of - a determination of fair 

value or a consideration of fair value.” (Tr. 333.) 

From a practical perspective, the SIB would operate very similarly to the existing ACRM, 

with which the Commission now has extensive experience, and which the Commission has 

determined to be lawfid. However, unlike the ACRM, the SIB does not require the Company to 

include with its surcharge adjustment filings information regarding earnings. We will therefore 

require AWC to include in each of its surcharge adjustment filings similar financial information 

required for ACRM adjustments, as described in Decision No. 66400. To the extent that the 

Settlement Agreement does not require the filing of the following information with each SIB 

adjustment, AWC shall file the following information: (1) the most current balance sheet at the time 

of the filing; (2) the most current income statement; (3) an earnings test schedule; (4) a rate review 
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schedule (including the incremental and pro forma effects of the proposed increase); (5) a revenue 

-equirement calculation; (6) a surcharge calculation; (7) an adjusted rate base schedule; (8) a CWIP 

edger (for each project showing accumulation of charges by month and paid vendor invoices); (9) 

:alculation of the three factor formula (as requested by Staff); and (10) a typical bill analysis under 

)resent and proposed rates. 

The Company shall also be required to perform an earnings test calculation for each initial 

Filing and annual report filing to determine whether the actual rate of return reflected by the operating 

income for the affected system or division for the relevant 12-month period exceeded the most 

aecently authorized fair value rate of return for the affected system or division, with the earnings test 

.o be: based on the most recent available operating income, adjusted for any operating revenue and 

:xpense adjustments adopted in the most recent general rate case; and based on the rate base adopted 

in the most recent general rate case, updated to recognize changes in plant, accumulated depreciation, 

:ontributions in aid of construction, advances in aid of construction, and accumulated deferred 

income taxes through the most recent available financial statement (quarterly or longer). The 

:arnings test results will be considered in the following manner. If the earnings test calculation 

lescribed herein shows that the Company will not exceed its authorized rate of return with the 

implementation of the SIB surcharge, the surcharge for the year may go into effect upon issuance of 

the surcharge approval order and subject to the conditions described herein. But if the earnings test 

Zalculation described herein shows that the Company will exceed its authorized rate of return with the 

implementation of any part of the SIB surcharge, the surcharge for that year may not go into effect. 

Lastly, if the earnings test calculation described herein shows that the Company will exceed its 

authorized rate of return with the implementation of the full surcharge, but a portion of the surcharge 

may be implemented without exceeding the authorized rate of return, then the surcharge may be 

authorized up to that amount, again upon issuance of the surcharge approval order and subject to the 

conditions described herein. We reiterate that the proposed SIB surcharges shall be evaluated by the 

Commission according to all relevant factors, including the results of the earnings test. In any event, 

the earnings test shall not impact the approval of the SIB mechanism or the possibility of SIB 

surcharges in future years where authorized in accordance with the SIB mechanism. 
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With this additional information, the SIB allows for a consideration of all of AWC’s costs at 

the time a surcharge adjustment is made, and is therefore permissible under Scates. The SIB 

mechanism also addresses the concerns cited in Scates in that the SIB: is an adjustment mechanism 

established within a rate case as part of a company’s rate ~tructure:~ adopts a set formula that would 

allow only readily identifiable and narrowly defined plant to be recovered through the surcharge; and 

applies the rate of return authorized in Decision 73736 to SIB plant (less the five percent efficiency 

credit). 

In accordance with the court’s holding in Simms, which states that the Commission must find 

and use the fair value of the utility company’s property at the time of the inquiry, and the 

reasonableness and justness of rates established by the Commission “must be related to this finding of 

fair value” (80 Ariz. at 151, 294 P.2d at 382), the SIB mechanism requires a determination of the 

Company’s fair value rate base, including the SIB plant, at the time the surcharges are proposed and 

approved. 

As discussed above, the applicable court decisions have found that the express language in 

Article 15, $14 of the Arizona Constitution requires the Commission to ascertain “fair value.” The 

courts have consistently recognized, however, that the Commission has broad discretion in the rate 

setting formulas and techniques that it employs, and the courts will not disturb the Commission’s 

findings absent an abuse of that discretion. (See, Simms, supra, at 154; Arizona Public Service, supra, 

at 370.) A line of decisions establishes that, as long as fair value is determined, the Commission does 

not abuse its discretion in adopting varying ratemaking mechanisms that allow rate recovery for: 

post-test year plant (Arizona Public Service); CWIP that is not yet in service (Arizona Community 

Action); interim rates or adjuster mechanisms without a fair value finding (Rio Verde); and use of fair 

value as only one factor to be considered in setting rates in a competitive regulatory environment (US 

West II; Phelps Dodge). An examination of these cases suggests that courts have understood that 

while a fair value determination is always required under the plain constitutional language of Article 

39 The SIB is a different type of adjuster mechanism than has previously been reviewed by the courts because it allows 
recovery of plant costs associated with AWC’s substantial distribution system improvement needs, rather than fuel costs. 
However, even if the SIB is not considered an “adjustment mechanism” under Scates, we believe that it is an exceptional 
circumstance given the significant capital investment requirements for infrastructure replacements demonstrated by 
AWC. 
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to fashion ratemaking methods necessary to 

)een anticipated when the Arizona Constitution 

Mas enacted. As long as the fair value finding is related to the rates set by the Commission, and that 

‘just and reasonable rates” result from the methodologies employed (Article 15, 93), the courts have 

bund that the Commission does not abuse its discretion in regard to its ratemaking powers. 

We believe that the SIB mechanism embodied in the Settlement Agreement, together with the 

idditional financial information and analysis required herein, is compliant with the Commission’s 

:onstitutional requirements, as well as the case law interpreting the Commission’s authority and 

iiscretion in setting rates. As described in the Settlement Agreement, the SIB surcharge would be 

)ased on specific, verified, and in-service plant additions that are reviewed by Staff and approved by 

.he Commission prior to being implemented. AWC would be required to submit annual summary 

schedules showing the actual cost of the infrastructure, and supporting documentation that will enable 

Staff and the Commission to determine how the proposed surcharge adjustments would impact the 

Fair value rate of return for each affected system. The SIB mechanism is analogous to the step 

increases for CWIP plant that the court found to be a reasonable ratemaking device in Arizona 

Community Action (except for tying the increases solely to return on equity). Although the SIB- 

:ligible plant differs from CWIP to the extent that the SIB would not necessarily be under 

Zonstruction during the historical test year in the rate case, the requirement that the SIB plant must be 

hlly constructed, and used in the provision of utility service (with verification that such is the case) 

prior to inclusion in a surcharge, provides the Commission with an even greater assurance (compared 

with CWIP) that the SIB plant is used and useful and therefore serves as a proper basis for approving 

just and reasonable rates. And, by allowing up to five surcharge adjustments between full rate case 

applications, the SIB takes into account the court’s observation in the same case that a constant series 

of rate hearings is not necessary to protect the public interest. (Id. at 230-231, 599 P.2d at 186-187.) 

By requiring the filing of a full rate case at least every five years (with a review in the subsequent 

case of all SIB plant that was included in the surcharge during the interim between rate cases), the 

SIB also addresses the concern that the interim rate adjustments would only be in place for a limited 

period of time. In addition to the five percent efficiency credit, the SIB mechanism also includes 
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iotice requirements to customers, a review period for Staff and RUCO (and an opportunity for other 

iarties or customers to express opposition (See Tr. 3 10-3 1 l)), and an Order by the Commission 

:valuating and approving the appropriateness of the SIB-eligible plant, including AWC’s fair value 

*ate base and rate of return. 

Although a DSIC-like mechanism could result in much greater resource demands upon the 

2ommission and Staff than would the current regulatory structure, efforts were made by the parties in 

structuring the SIB to place more of the informational filing burdens on the Company, thus mitigating 

nany of the resource concerns that had previously existed with the original DSC proposal. 

With these provisions and protections, as well as others discussed herein, we find that the 

settlement Agreement represents a reasonable compromise of contested issues, is in accord with 

4rizona law and, as a whole, is consistent with the public interest. The Settlement is therefore 

ipproved. 40 

Segregation of Depreciation Expense 

As discussed above, the issue of requiring the Company to set aside depreciation expense in a 

separate fund to finance infrastructure replacements and improvements was raised during the hearing. 

:See, e.g., Tr. 1 11-1 16.) Although we do not concede, as suggested by Liberty/Global, that A.R.S. 3 
40-222 is legally deficient or that the United States and Arizona Constitutions would prohibit the 

Commission from acting under that statute or its constitutional authority, we will not require the 

Company to set aside depreciation expense in a separate fund for infrastructure replacement needs, at 

this time. However, we may reconsider this issue at a fbture date. 

Return on Equitv Adiustment 

Another issue raised during the hearing was whether the 10.55 percent ROE authorized in 

Decision No. 73736 should be modified if a DSIC or DSIC-like mechanism were to be adopted by 

the Commission. The signatory parties have agreed that the rate of return, and thus the ROE, 

authorized in Phase 1 (Decision No. 73736) should be applied to the SIB-eligible plant when 

As described by Mr. Reiker at the hearing, we will adopt AWC’s alternative schedules as the basis for calculating the 
SIB, as set forth in Ex. A-3 (See. Tr. 232-233). Ex. A-3 is attached as “Attachment B.” 
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:alculating the surcharge mechanism?l (Ex. A-l,l3.2.1.) 

RUCO asserted that it was foreclosed in Phase 2 from seeking an adjustment to the 

Sompany’s ROE if the Company received approval of a DSIC, based on Commissioner statements 

luring the February 12, 2013 Open Meeting in which Phase 1 deliberations occurred resulting in 

Iecision No. 73736. (Tr. 385.) This view was apparently shared by some other parties. (Tr. 174, 

!70-272; RUCO Exs. 5 and 6.) However, RUCO asserted during the Phase 2 proceeding that if a 

:ompany is granted a DSIC mechanism the ROE should be adjusted downward to account for the 

Sompany’s decreased risk (RUCO Ex. 11, at 4). RUCO also argued that the Commission granted 

4WC a higher ROE in Phase 1 in recognition of the Company’s infrastructure replacement needs. 

RUCO Ex. 12, at 15.) 

We disagree with RUCO. As Mr. Olea testified, the existence or lack of a DSIC does not 

:hange the risk of the utility, and therefore the existence or lack of a DSIC should not change the 

Itility’s ROE. (Tr. at 275 to 276). As Mr. Olea explained, the efficiency credit is a more appropriate 

neans to provide a financial benefit to the ratepayers. (Tr. at 276 to 277). Moreover, we find 

RUCO’s argument ironic; while today RUCO argues that adding a DSIC reduces risk, we do not 

aecall RUCO ever arguing that the absence of a DSIC results in higher risk. In addition, RUCO’s 

witness Mr. Rigsby conceded that some of the “sample” group of companies used to determine ROE 

have DSICs. (Tr. at 485). Logically, to the extent (if any) that a DSIC impacts risk, the reduced risk 

would be reflected in the sample companies used to set the ROE, and we are not persuaded that any 

3djustment to the ROE is warranted. 
* * * * * * * * * * 

Having considered the entire record herein and being fully advised in the premises, the 

Commission finds, concludes, and orders that: 

FINDINGS OF FACT 

1. On August 5, 2011, AWC filed with the Commission an application requesting 

adjustments to its rates and charges for utility service provided by its Eastern Group water systems, 

41  Decision No. 73736 authorized a cost of debt of 6.82 percent and a cost of equity of 10.55 percent which, when applied 
to a capital structure of 49.03 percent debt and 50.97 percent equity, results in an overall weighted average cost of capital 
of 8.72 percent. (Id. at 60-62.) 
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including its Superstition (Apache Junction, Superior, and Miami); Cochise (Bisbee and Sierra 

Vista); San Manuel; Oracle; SaddleBrooke Ranch; and Winkelman water systems. AWC also 

requested several other authorizations in the application. 

2. On February 20, 2013, the Commission issued Decision No. 73736 in Phase 1 of this 

matter, granting AWC a rate increase for its Eastern Group systems and, among other things, keeping 

the docket open for purposes of further consideration of AWC’s proposed Distribution System 

improvement Charge . 
3. By Procedural Order issued February 21, 2013, as modified by Procedural Order 

issued February 25, 2013, this matter was scheduled for hearing commencing April 8, 2013, other 

procedural deadlines were established, and a procedural conference was scheduled for March 4, 

2013. 

4. On March 4, 2013, a procedural conference was conducted during which the parties 

discussed various procedural matters. 

5.  On March 2 1,20 13, a Procedural Order was issued modifying certain filing deadlines 

established in the procedural schedule. 

6. On April 1, 2013, Staff filed a Settlement Agreement signed by all parties except 

RUCO and Globe. 

7. On April 2,2013, RUCO filed a Motion for Clarification or in the Alternative Request 

to Take Judicial Notice of the Underlying Record. RUCO requested clarification as to whether the 

Commission intended to leave the record open from Phase 1 of this case. 

8. On April 2, 2013, AWC filed a Joinder in RUCO’s Motion for Clarification. AWC 

agreed with RUCO that the entire underlying record should be held open for citation and reference 

and that DSIC issues should not be re-litigated at the April 8,2013 hearing. 

9. On April 2,2013, testimony in support of the Settlement Agreement was filed by Joel 

M. Reiker on behalf of AWC; by Steven M. Olea on behalf of Staff; by Greg Sorenson on behalf of 

Liberty Utilities; by Ron Fleming and Paul Walker on behalf of Global Water; by Thomas M. 

Broderick on behalf of EPCOR; and by Gary Yaquinto on behalf of AIC. 

10. On April 2, 2013, testimony in opposition to the Settlement Agreement was filed by 
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Patrick J. Quinn and William A. Rigsby on behalf of RUCO. 

11. On April 4, 2013, a Procedural Order was issued stating that the evidentiary record in 

Phase 1 would be held open and incorporated into the Phase 2 record. 

12. On April 8, 2013, an evidentiary hearing commenced before a duly authorized 

Administrative Law Judge. The hearing continued on April 11, 2013. AWC, RUCO, Liberty 

Utilities, Global Water, EPCOR, AIC, WUAA, Globe, and Staff appeared through counsel. 

13. On April 15,2013, AWC filed revised SIB Schedules A through D in accordance with 

Mr. Reiker’s testimony at the hearing. 

14. On April 29, 2013, post-hearing briefs were filed by AWC, RUCO, EPCOR, AIC, 

Staff, and jointly by Liberty Utilities and Global Water. 

15. The Settlement provides, among other things for: Commission pre-approval of SIB- 

eligible projects; SIB project eligibility criteria; a limit on SIB surcharge recovery to the pre-tax rate 

of return and depreciation expense associated with SIB-eligible projects; an “efficiency credit” of five 

percent; a cap on the SIB surcharge of five percent of the Phase 1 revenue requirement; separate line 

items on customer bills reflecting the SIB surcharge and the efficiency credit; Commission approval 

of the SIB surcharge prior to implementation and adjustments; a limit of five SIB surcharge filings 

between general rate cases; an annual true-up of the SIB surcharge; and notice to customers at least 

30 days prior to SIB surcharge adjustments. 

16. The SIB mechanism “is a ratemaking device designed to provide for the timely 

recovery of the capital costs (depreciation expense and pre-tax return on investment) associated with 

distribution system improvement projects meeting the requirements contained herein and that have 

been completed and placed in service and where costs have not been included for recovery in 

Decision No. 73736.” (Ex.A-1,82.3.) 

17. Cost recovery under the SIB mechanism is allowed for the pre-tax return on 

investment and depreciation expense for projects meeting the SIB-eligible criteria and for 

depreciation expense associated with those projects, net of associated plant retirements. The rate of 

retwn, depreciation rates, gross revenue conversion factor and tax multiplier are to be the same as 

those approved in Phase 1 by Decision No. 73736. 
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18. The SIB surcharge will include an “Efficiency Credit” equal to five percent of the SIB 

Bevenue requirement. 

19. The Agreement caps the amount that is permitted to be collected annually by each SIB 

;urcharge filing to five percent of the revenue requirement authorized in Decision No. 73736. 

20. The SIB surcharge will be applicable only for plant replacement investments to 

xovide adequate and reliable service to existing customers and that “are not designed to serve or 

xomote customer growth.” 

2 1. Under the Settlement, AWC: may file up to five SIB surcharge requests between rate 

:ase decisions; may make no more than one SIB surcharge filing every 12 months; may not make its 

nitial SIB surcharge filing for the Eastern Group prior to 12 months following the effective date of 

DecisionNo. 73736 ( i e . ,  February 20,2014); must make an annual SIB surcharge filing to true-up its 

;urcharge collections; and must file a rate case application for its Eastern Group no later than August 

3 1,2016, with a test year ending no later than December 3 1,20 15, at which time any SIB surcharges 

,hen in effect would be included in base rates in that proceeding and the surcharge would be reset to 

zero. 

22. The SIB surcharge will be a fixed monthly charge on customers’ bills, with the 

The surcharge will increase surcharge and the efficiency credit listed as separate line items. 

proportionately based on customer meter size. 

23. Each SIB surcharge filing must be approved by the Commission prior to 

implementation. Upon filing of the SIB surcharge application, Staff and RUCO would have 30 days 

to review the filing and dispute andlor file a request for the Commission to alter the surcharge or true- 

up surcharge/credit. Although AWC is also required to provide a proposed order with each SIB filing 

for the Commission’s consideration, and if no objection is filed to the SIB surcharge request the 

request shall be placed on an Open Meeting agenda at the earliest practicable date, in order to protect 

the public interest we believe that Staff should prepare its own Staff Report and Proposed Order for 

the Commission’s consideration. 

24. At least 30 days prior to a SIB surcharge becoming effective AWC is required to 

provide public notice to customers in the form of a bill insert or customer letter. The notice must 
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nclude: the individual surcharge amount by meter size; the individual efficiency credit by meter size; 

he individual true-up surchargekredit by meter size; and a summary of the projects included in the 

:urrent surcharge filing, including a description of each project and its cost. 

25. The Settlement Agreement, with the modifications discussed above regarding 

‘mancial information filing requirements, represents a reasonable compromise of contested issues, is 

n accord with Arizona law and, as a whole, is consistent with the public interest. 

CONCLUSIONS OF LAW 

1. AWC is a public service corporation within the meaning of Article XV of the Arizona 

2onstitution and A.R.S. $9 40-250,40-251, and 40-367. 

2. 

3. 

4. 

The Commission has jurisdiction over AWC and the subject matter of the application. 

Notice of the proceeding was provided in accordance with the law. 

The SIB mechanism embodied in the Settlement Agreement is compliant with the 

2ommission’s constitutional requirements, as well as the case law interpreting the Commission’s 

mthority and discretion in setting rates. The Commission has the constitutional ratemaking authority 

to approve adjustment mechanisms in a general rate case. 

5. The Settlement Agreement, and the SIB mechanism incorporated therein, with the 

modifications discussed above, satisfies the fair value concerns addressed by various court decisions. 

I . .  

. . .  

. . .  

. . .  

. .. 

. . .  

. . .  

. . .  

59 DECISION NO. 73938 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

15 

1 8  

15 

21 

2: 

2: 

2 

2 

DOCKET NO. W-O1445A- 1 1-03 10 

ORDER 

IT IS THEREFORE ORDERED the Settlement Agreement filed on April 1, 2013, and the 

[B mechanism incorporated therein, with the modifications discussed above, are reasonable and in 

le public interest, and shall be approved, as discussed herein. 

IT IS FURTHER ORDERED that this Decision shall become effective immediately. 

BY ORDER OF THbARIZONA CORPORATION COMMISSION. 

'OMMISSIONER 

>ISSENT 
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SETTLEMENT AGREEMENT ON DSIC AND DSIC-LIKE PROPOSALS 
AND 

LIST OF SIGNATORY PARTIES 

The purpose of this Settlement Agreement (“Agreement”) is to settle specific, identified 
remaining issues related to Phase 2 of Docket No. W-O1445A-11-0310, Arizona Water 
Company’s (“AWC” or “Company”) application to increase rates for its Eastern Group of 
systems as identified in its August 5, 2011 application (“Rate Case”). These remaining issues 

. relate to a DSIC proposal presented by AWC in the Rate Case and the parties’ responses to that 
proposal, including presentation of DSIC-like proposals. This Agreement is entered into by the 
following entities: 

Arizona Water Company 

, Arizona Corporation Commission Utilities Division (“Staff”) 

Global Water - Palo Verde Utilities Company, Globai Water - Santa Cruz Water Company, 
Valencia Water Company- Town Division, Valencia Water Company - Greater Buckeye 

Division, Water Utility of Greater Tonopah, Willow Valley Water Co. and Water Utility of 
Northern Scottsdale (collectively the “Global Utilities”) 

I 

I EPCOR Water Arizona Inc. 

Rio Rico Utilities, Inc. dba Liberty Utilities (“Liberty Utilities”) 

The Water Utility Association of Arizona (“WUAA”) 

Arizona Investment Council (“AIC”) 

These entities shall be referred to collectively as the “Signatory Parties.” 

I 
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TERMS AND CONDITIONS 

In consideration of the promises and agreements contained in this Agreement, the 
Signatory Parties agree that the following numbered sections and subsections, including attached 
exhibits and schedules, comprise the Signatory Parties’ Agreement. 

1.0 RECITALS 

1.1 Docket No. W-01445A-11-0310 was commenced by the filing of a rate 
application by AWC on August 5, 2011. AWC’s application (“Application”), among other 
relief, proposed that the Arizona Corporation Commission (“ACC” or “Commission”) adopt a 
Distribution System Improvement Charge (“DSIC”). 

1.2 Following a sufficiency finding by Staff on September 6, 201 1, RUCO filed an 
Application to Intervene on September 14,201 1. Kathie Wyatt filed an Application to Intervene 
on October 20,201 1. 

1.3 The Administrative Law Judge granted the applications to intervene filed by 
RUCO and Kathie Wyatt. No other persons or entities intervened in the Rate Case or 
participated in the proceedings until after the Commission entered its Decision No. 73736 on 
February 20,2013. 

1.4 The Administrative Law Judge scheduled an evidentiary hearing on the 
Application to commence on May 14, 2012. The evidentiary hearing closed on May 24, 2012. . 
Testimony and exhibits were presented by AWC, RUCO, and S M .  Kathie Wyatt did not 
appear. 

1.5 Following post-hearing briefing, the Administrative Law Judge issued a 
Recommended Opinion and Order (“ROO”) on January 30, 2013. AWC and RUCO filed 
exceptions to the ROO and Staff responded to AWC’s exceptions. In addition, amendments to 
the ROO were presented at the Open Meeting at which the Commission considered the ROO on 
February 12, 2013. At the Open Meeting on that date, the Commission voted 5-0 to adopt 
Decision No. 73736, and reopened intervention for the limited purpose of discussing AWC’s 
DSIC proposal, other DSIC-like proposals, and the possibility of achieving a settlement or 
compromise on the two. On February 21, 2013, the Administrative Law Judge issued a 
Procedural Order setting forth a schedule for the determination of the remaining issues in Phase 
2 of the Rate Case (the “Phase 2 Proceedings”). 

1.6 The Global Utilities, EPCOR Water Arizona Inc., Liberty Utilities, WUAA, 
Arizona Investment Council and the City of Globe moved to intervene and were granted 
intervention in the Phase 2 Proceedings. Staff filed a notice of settlement discussions on 
February 21,2013, setting settlement discussions in the Phase 2 Proceedings for March 4, 2013. 
The Signatory Parties and Kathie Wyatt were notified of the settlement discussion process, were 
encouraged to participate in the negotiations, and were provided with an equal opportunity to 
participate. Formal settlement discussions between the Signatory Parties began on the scheduled 
date of March 4,201 3. Kathie Wyatt did not appear or participate. A settlement was reached on 
all issues in the Phase 2 Proceedings by the participating Signatory Parties. 

136346.1\0324022 3 
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1.7 The Signatory Parties agree that the negotiation process undertaken in this matter 
was open, transparent and inclusive of all Signatory Parties, with each such party having an 
equal opportunity to participate. All Signatory Parties attended and actively participated in the 
settlement discussions. This Agreement is a result of those meetings and the Signatory Parties’ 
good faith efforts to settle all of the issues presented in the Phase 2 Proceedings. 

1.8 The purpose of this Agreement is to document the settlement of all issues 
presented in the Phase 2 Proceedings in a manner that will promote the public interest and 
provide for a prompt resolution of the issues on the schedule ordered by the Commission. 

1.9 The Signatory Parties agree that the terms of this Agreement will serve the public 
interest by providing a just and reasonable resolution of the issues presented in the Phase 2 
Proceedings and promoting the health, welfare and safety of customers. Commission approval 
of this Agreement will further serve the public interest by allowing the Signatory Parties to avoid 
the expense and delay associated with continued litigation of the Phase 2 Proceedings. 

1.10 The Signatory Parties agree to ask the Commission to (1) find that the terms and 
conditions of this Agreement are just and reasonable and in the public interest, along with all 
other necessary findings, and (2) approve the Agreement and order that the Agreement and the 
System Improvement Benefits (“SIB”) mechanism contained herein shall become effective at the 
earliest practicable date. 

2.0 SYSTEM IMPROVEMENT BENEFITS (“SIB”) MECHANISM 

2.1 It is necessary for AWC to undertake a variety of system improvements in order 
to maintain adequate and reliable service to existing customers. AWC is also required to 
complete certain system improvements in.order to comply with requirements imposed by law. 
The Signatory Parties acknowledge that these projects are necessary to provide proper, adequate 
and reliable service to existing customers; are not designed to serve or promote customer growth; 
and will not comprise an upgrade or expansion of existing plant unless justified for existing 
customers per Section 6.3.3. 

2.2 Both the cost of these projects and the timing of their proposed completion and 
other factors set forth in the record create a circumstance for AWC that justifies the 
implementation of a SIB mechanism. 

2.3 For ratemaking purposes and for the purposes of this Agreement, the Signatory 
Parties agree that the Commission may authorize a SIB mechanism for AWC in Docket W- 
01455A-11-03 10. The SIB mechanism is a ratemaking device designed to provide for the timely 
recovery of the capital costs (depreciation expense and pre-tax return on investment) associated 
with distribution system improvement projects meeting the requirements contained herein and , 

that have been completed and placed in service and where costs have not been included for 
recovery in Decision No. 73 73 6. 

2.4 A list of these projects and an estimation of the capital costs of each is set forth in 
SIB Plant Table I, attached hereto as Exhibit A 

4 
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2.5 AWC may seek a SIB surcharge for projects on SIB Plant Table I that have been 
completed and placed into service, per SIB Plant Table I1 (Exhibit C). 

3.0 CALCULATION OF AMOUNTS TO BE COLLECTED BY THE SIB 
SURCHARGE 

3.1 The amount to be collected by the SIB surchge (“SIB Authorized Revenue”) 
shall be equal to the SIB revenue requirement rninus the SIB efficiency credit. 

The SIB revenue requirement is equal to the required pre-tax return on investment 
and depreciation expense associated with SIB-eligible projects that have been completed and 
placed into service, per SIB Plant Table 11 (Exhibit C), net of associated retirements. For such 
calculation: 

3.2 

3.2.1 The required rate of return is equal to the overall rate of return authorized 
in Decision No. 73736. 

3.2.2 The gross revenue conversion factor/tax multiplier is equal to the goss  
revenue conversion factor/tax multiplier approved in Decision No. 73736 and; 

3.2.3 The applicable depreciation rate(s) is equal to the depreciation rate(s) 
approved in Decision No. 73736. 

3.3 The SIB Efficiency Credit shall be equal to five percent of the SIB revenue 
requirement. 

3.4 The amo’unt to be colIected by each SIB surcharge filing shall be capped &udly 
at five percent of the revenue requirement authorized in Decision No. 73736. 

4.0 TIMING AND FREQUENCY OF SIB FILINGS 

4.1 
Parties agree that: 

For ratemaking purposes and for purposes of this Agreement, the Signatory 

4.2 AWC may make its initial SIB surcharge filing no earlier than twelve months 
after the entry of Decision No. 73736. 

4.3 Any subsequent SIB surcharge filings shall be made within sixty (60) days of the 
end of the previous twelve (12)-manth SIB surcharge period. 

4.4 AWC may make no more than one (1) SIB surcharge filing every twelve (12) 
months. 

4.5 
decisions. 

AWC is permitted no more than five (5) SIB surcharge filings between rate case 

I 
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4.6 Unless otherwise authorized by the Commission, AWC (Eastern Group) shall be 
required to file its next general rate case no later than August 31,2016 with a test year ending no 
later than December 3 1,20 15. 

4.7 Any SIB surcharges that are in effect shall be reset to zero upon the date new rates 
become effective in AWC’s next general rate case. 

4.8 Every six (6)  months AWC shall file a report with Docket Control delineating the 
s t a m  of all SIB eligible projects listed per SIB Plant Table I above, and may include 
modifications to that list for approval by the Cornmission using the process referenced in Section 
6.0. 

4.9 AWC shall make an annual SIB surcharge filing to true-up its collections under 
the SIB surcharge and establish the surcharge for the new surcharge period. A new SIB 
surcharge may be combined with an existing SIB surcharge such that a single SIB surcharge and 

, . . SIB efficiency credit are shown on a customer’s bill. 

5.0 RECONCILIATION AND TRUE-UPS 

5.1 The revenue collected by the SIB surcharge over the preceding twelve months 
shall be trued-up and reconciled with the SIB Authorized Revenue for that period. 

5.2 For each twelve (12) month period that a SIB surcharge is in effect, AWC shall 
reconcile the amounts collected by the SIB surcharge with the SIB Authorized Revenue, for that 
twelve (1 2)-month period, consistent with Schedule By attached hereto as Exhibit B. 

. 5.3 Any under- or over-collected SIB revenues shall be recovered or refunded, 
without interest, over a twelve-month period by means of a fixed monthly true-up surcharge or 
credit. . 

5.4 Starting with the second annual SIB surcharge, where there are ovedunder- 
collected balances related to the previous annual SIB surcharge, such overlunder-collected 
balances shall be carried over to the next year, and capped to the extent annual revenues do not 
exceed the five percent cap. If, after the five year period there remains an overlunder-collected 
balance, such balance shall be reset to zero, and any overlunder-collected balance shall be 
addressed in the Company’s next rate case for the Eastern Group. 

6.0 ADDING PROJECTS TO SIB PLANT TABLE I 

6.1 For ratemaking purposes and for purposes of this Agreement, the Signatory 
Parties agree that AWC, during the period to which the SIB applies, may request Commission 
authorization to modify or add other projects t o  SIB Plant Table I. Such additional projects may 
be added to SIB Plant Table I if they satis@ the criteria set forth in Paragraphs 6.2, 6.3, and 6.4. 

6 
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6.2 To be eligible for SIB recovery, an asset must be utility plant investment that 
represents expenditures made by the Company to maintain or improve existing customer service 
and system reliability, integrity and safety. Eligible plant additions are limited to replacement 
projects. The costs of extending facilities or capacity to serve new customers are not recoverable 
through the SIB mechanism. 

6.3 To be eligible for SIB recovery, a project must be a distribution system 
improvement that satisfies at least one of the following criteria: 

6.3.1 Water loss for the system exceeds ten (10) percent, as calculated by the 
following formula: 

6.3.1.1 ((Volume of Water Produced - (Volume of Water Sold + 
Volume of Water Put to Beneficial Use))l(Volume of Water Produced)). If the Volume of Water 
put to Beneficial Use is not metered, it shall be established in a reliable, verifiable manner; 

6.3.2 Water Utility plant assets have remained in service beyond their useful 
service lives (based on that system’s authorized utility plant depreciation rates) and are in need 
of replacement due to being worn out or in a deteriorating condition through no fault of the 
Company; 

6.3.3 Any other engineering, operational or financial justification supporting 
the need for a plant asset replacement, other than AWC’s negligence or improper maintenance, 
including, but not limited to: 

6.3.3.1 A documented increasing level of repairs to, or failures of, a 
plant asset justifying its replacement prior to reaching the end of its useful service life (e.g. black 
poly pipe); 

6.3.3.2 Meter replacements for systems that have implemented a meter 
testing and maintenance program in compliance with A.A.C. R14-2-408 (E); 

6.3.3.3 Meters replaced in a system for the purpose of complying with 
the U.S. Environmental Protection Agency’s Reduction of Lead in Drinking Water Act of 2010; 
and 

6.3.3.4 Assets that are required to be moved, replaced or abandoned by 
a governmental agency or political subdivision if AWC can show that it has made a good faith 
effort to seek reimbursement for all or part of the costs incurred. 

6.4 To be eligible for SIB treatment, a project must be a distribution system 
improvement with assets to be classified in the following plant categories: 

6.4.1 Transmission and Distribution Mains; 

6.4.2 Fire Mains; 

7 
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6.4.3 

6.4.4 

6.4.5 

6.4.6 

Services, including Service Connections; 

Valves and Valve Structures; 

Meters and Meter Installations; 

Hydrants 

6.5 With a request to modify or add projects to SIB Plant Table I, AWC shall provide 
a proposed order for Commission consideration. Stdfand RUCO shall have 30 days to object to 
the projects AWC is seeking to include in its revised SIB Plant Table I. Staff shall promptly 
process AWC’s request and shall docket any S W  recommendations to the Commission within 
thirty days after AWC has filed its request. If there is no objection to AWC’s request,, that 
request shall be placed on an open meeting agenda at the earliest practical date. 

7.0 SIB SURCHARGE FILING REQUIREMENTS 

7.1 For ratemaking purposes and for all purposes of this Agreement, the Signatory 
Parties agree that AWC shall include the following information with each SIB surcharge filing: 

7.1.1 A schedule (an example of which is attached hereto as Exhibit Cy SIB 
Plant Table 11) showing the SIB eligible projects completed for which AWC seeks cost recovery. 
Such projects must I)  be projects set forth in AWC’s initial SIB Plant Table I or have been added 
to said SIB Plant Table I pursuant to Section 6.0 of this agreement; 2) have been completed by 
AWC; and 3) be actually serving customers. 

7.1.2 SIB Schedule A (an example of which is attached hereto as Exhibit D), 
showing a calculation of the SIB revenue requirement and SIB efficiency credit, as well as the 
individual SIB fixed surcharge calculation; 

I 

7.1.3 SIB Schedule B (an example of which is attached hereto as Exhibit B), 
showing the overall SIB revenue true-up calculation for the prior twelve-month SIB surcharge 
period, as well as the individual SIB fixed true-up surcharge or credit calculation; 

7.1.4 SIB Schedule C (an example of which is ‘attached hereto as Exhibit E) 
showing the effect of the SIB surcharge on a typical residential customer bill; 

7.1.5 SIB Plant Table 11, summarizing SIB-eligible projects completed and 
included in the current SIB surcharge filing. 

7.1.6 SIB Plant Table I (an example of which is attached hereto as Exhibit A), 
summarizing SIB-eligible projects contemplated for the next twelve (12)-month SIB surcharge 
period; 

8 
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7.1.7 SIB Schedule D (an example of which is attached as =bit F) showing 
an analysis of the impact of the SIB Plant on the fair value rate base, revenue, and the fair value 
rate of return as set forth in Decision No. 73736. 

7.1.8 A proposed order for the Commission’s consideration. 

7.2 At least 30 days prior to the SIB surcharge becoming effective, AWC shall 
provide public notice in the form of a billing insert or customer letter which includes the 
following information: 

7.2.1 The individual SIB surcharge amount, by meter size; 

7.2.2 The individual SIB efficiency credit, by meter size; 

7.2.3 Any individual SIB true-up surcharge or credit, by meter size; and 

7.2.4 A summary of the projects included in the current SIB surcharge fihg, 
including a description of each project and its cost. 

8.0 RATE DESIGN 

8.1 The SIB fmed surcharge/rate design shall be calculated as follows: 

8.1.1 The SIB surcharge shall be a fixed monthly surcharge containing a SIB 
fixed surcharge and the SIB efficiency credit as its two components. 

8.1.2 The SIB surcharge shall be calculated by dividing the overall SIB revenue 
requirement by the number of 5/8-inch equivalent meters serving active customers at the end of 
the most recent twelve (12) month period, and shall increase with meter size based on the 
following meter capacity multipliers: 

8.1.2.1 

8.1.2.2 

8.1.2.3 

8.1.2.4 

8.1.2.5 

8.1.2.6 

518-in~h x %-inch 1.0 times 

1 -inch 2.5 times 

1 %-inch 5 times 

2-inch 8 times 

3 -inch 16 times 

4-inch 25 times 

9 
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I . .  

8.1.2.7 6-inch 

8.1.2.8 8 - k h  

50 times 

80 times 

8.1.2.9 10-inch & above 115 times 

8.2 The SIB surcharge shall apply to all of AWC’s metered general service 
customers, including private fire service customers. 

9.0 SIB SURCHARGE IMPLEMENTATION 

9.1 
Parties agree that: 

For ratemaking purposes and for all purposes of this Agreement, the Signatory 

9.2 AWC’s SIB surcharges and SIB true-up surchargedcredits shall not become 
effective unless approved by the Commission. 

9.3 AWC shall provide a proposed order with each SIB surcharge filing for the 
Commission’s consideration. 

9.4 Staff and RUCO shall have thrrty (30) days from the date a SIB surcharge filing is 
made by AWC to review the amount of the SIB surcharge or SIB true-up surcharge or credit, and 
dispute and/or file a request for the Comx-nission to alter the SIB surcharge or SIB true-up 
surchargekredit. If no objection is filed to AWC’s request within the thirty-day timeframe, the 
request shall be placed on an open meeting agenda at the earliest practicable date. 

10.0 COMMISSION REVIEW OF SIB MECHANISM 

10.1 For ratemaking purposes and for all purposes of this Agreement, the Signatory 
Parties agree that the Commission may determine that good cause exists to suspend, terminate or 
modify AWC’s SIB mechanism, after the affected parties are afforded due process and an 
opportunity to be heard prior to any suspension, termination, or modification of the SIB 
mechanism, 

10.2 The Signatory Parties agree that, although the SIB mechanism discussed in this 
agreement may be used as a template in other rate proceedings, it is specific to AWC in Docket 
W-O1455A-11-03 10. The Signatoiy Parties further agree that Staff may recommend and/or that 
any utility may apply to the Commission for a similar SIB mechanism for projects meeting the 
criteria outlined herein in a full rate case application. 

11.0 COMMISSION EVALUATION OF PROPOSED SETTLEMENT 

10 
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11.1 This Agreement shall serve as the procedural device by which the Signatory 
Parties will submit their proposed settlement of the Phase 2 Rate Proceeding to the Commission. 
Nothing herein is intended to amend or supersede Decision No. 73736, which Decision is find in 
every respect. 

11.2 All currently-filed testimony and exhibits, as well as the testimony in support of 
this Agreement anticipated by the Commission's February 21, 2013 Procedural Order, shall be 
offered into the Commission's record as evidence. All Signatory Parties waive the filing and 
submission of surrebuttal testimony and exhibits from Staff and Intervenors, and the filing and 
submission of rejoinder testimony and exhibits from AWC. 

11.3 The Signatory Parties recognize that the Commission will independently consider 
and evaluate the terms of this Agreement. 

11.4 If the Commission issues an order adopting all material t e r n  of this Agreement, 
such action shall constitute Cornmission approval of the Agreement. Thereafter, the Signatory 
Parties shall abide by the terms of this Agreement, as approved by the Commission. 

11.5 The Signatory Parties agree to support and defend this Agreement, including 
filing testimony in support of the Agreement and presenting evidence in support of the 
Agreement at the hearing in the Phase 2 Proceedings scheduled to begin on April 8,2013, and 
will not oppose any provision of the Agreement in pre-filed or live testimony. The parties agree 
to waive their rights to appeal a Commission Decision approving the same, provided that the 
Commission approves all material provisions of the Agreement. The Signatory Parties shall take 
reasonable steps to expedite consideration of the settlement, entry of a Decision adopting the 
settlement, and implementation of the mechanism anticipated in this Agreement, and shall not 
seek any. delay in the schedules set for consideration of the Agreement or for the Administrative 
Law Judge's or Commission's consideration of the settlement embodied in the Agreement. If 
the Commission adopts an order approving all material terms of this Agreement, the Signatory 
Parties will support and defend the Commission's order before any court or regulatory agency in 
which it may be at issue. 

11.6 If the Commission fails to issue an order adopting all material terms of this 
Agreement or adds new or different material terms to this Agreement, any or all of the Signatory 
Parties may withdraw from this Agreement, and such Signatory Party or Parties may pursue 
without prejudice their respective remedies at law. For the purposes of this Agreement, whether 
a term is material shall be left to the discretion of the Signatory Party choosing to withdraw from 
the Agreement. If a Signatory Party files an application for rehearing before the Commission, 
Staff shall not be obligated to file any document or take any position regarding the withdrawing 
Signatory Party's application for rehearing. 

11.7 The Signatory parties recognize that Staff does not have the power to bind the 
Commission. For purposes of proposing a settlement agreement, Staff acts in the same manner 
as any party to a Commission proceeding. 

12.0 MISCELLANEOUS PROVISIONS 

11 
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12.1 The provisions set forth in the Agreement are made for purposes of settlement 
only and shall not be construed as admissions against interest or waivers of litigation positions of 
the Signatory parties in this proceeding or related to other or future rate cases. 

12.2 This Agreement represents the Signatory Parties’ mutual desire to settle disputed 
issues in a manner consistent with the public interest. None of the positions taken in this 
Agreement by any of the Signatory Parties may be relied upon as precedent in any proceeding 
before the Cornmission, any other regulatory agency, or any court for any purpose except in 
furtherance of this Agreement. 

12.3 This case presents a unique set of circumstances and to achieve consensus for 
settlement, participants may be accepting positions that, in other circumstances, they would be 
unwilling to accept. They are doing so because the Agreement, as a whole, with its various 
provisions for settling the unique issues presented by this case, is consistent with their long-term 
interests and with the broad public interest. The acceptance by any Signatory Party of a specific 
element of this Agreement shall not be considered as precedent for acceptance of that element in 
any other context. 

12.4 

I 

No Signatory Party is bound by any position asserted in negotiations, except as 
expressly stated otherwise in this Agreement. No Signatory Party shall offer evidence of 
conduct or statements made in the course of negotiating this Agreement before this Commission, 
or any other regulatory agency, or any court. 

12.5 Each of the terms and conditions of the Agreement is in consideration and support 
of all other terms. Accordingly, the terms are not severable. 

11.6 The Signatory Parties warrant and represent that each person whose signature 
appears below is fully authorized and empowered to execute this Agreement. 

12.7 The Signatory Parties acknowledge that they are represented by competent legal 
I 
I counsel and that they understand all of the terms of this Agreement and have had an opportunity 

to participate in the drafting of this Agreement and to N l y  review it with their counsel before I 

signing, and that they execute this Agreement with full knowledge of the terms of the 
Agreement. 

12.8 This Agreement may be executed in any number of counterparts and by each 
individual Signatory Party on separate counterparts, each of which when so executed and 
delivered shall be deemed an original and all of which taken together shall constitute one and the 
same instrument. This Agreement may also be executed electronically or by facsimile. 

12.9 To the extent any provision of this Agreement is inconsistent with any existing 
Commission order, rule or regulation, this Agreement shall control. 
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Executed this E day of April, 2013. 

AFXZONA WATER COMPANY 

ARTZONA CORPORATION COMMISSION 
UTILITIES DIVISION 

GLOBAL WATER - PAL0 VERDE UTILITIES 
COMPANY 

By: 
Name: 
Its: 

13 
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Executed this day of March, 2013. 

ARIZONA WATER COMPANY 

By: 
Name: 
Its: 

ARTZONA CORPORATION COMMISSION 
UTILITIES DIVISION 

P c c  Its: 

GLOBAL WATER - PAL0 VERDE UTILITIES 
COMPANY 

By: 
Name: 
Its: 

13 
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Executed this ___ day of March, 20 13. 

ARIZONA WATER COMPANY 

D... D Y .  

Ttc. 
Name: 

ARIZONA COWORATION COMMISSION 
UTILTTIES DIVISION 

GLOBAL WATER - PALO VERDE UTILITIES 
COMPANY . .  

. -  
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GLOBAL WATER - SANTA CRUZ WATER 
COMPANY 

By : 
Nani;: Ron Fleming \r Its: Vice-president \-// 

VALENCIA WATER COh4PANY - TOW 
DIVISION 

I 

I 

736346. IiU324022 

Its: Vice-president .-....-.4 

VALENCIA WATER COMPANY - GREATER 
BUCKEYE DIVISION 

- Its: Vice-President 

WATER UTILITY OF GREATER TONOPAH 

WILLOW VALLEY WATER CO. 

‘f 

/, 
Its: Vice-President 

14 
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WATER UTILITY OF NORTHERN 
SCOTTSDALE 

"-7 

Its: Vice-President 

EPCOR WATER ARIZONA, INC. 

! 

Name: 
Its: 

RJO RICO UTILITIES, INC. dha LIBERTY 
UTILITES 

By: 
Name: 

15 

THE WATER UTILITY ASSOCIATION OF 
ARIZON4 

By: 
Name: 
Its: 

ARIZONA INVESTMENT COUNCTL 

By: 
Name: 
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WATER UTILITY OF NORTHERN 
SCOTTSDALE 

By: 
Name: 

EPCOR WATER ARIZONA, INC. 

N O  RICO UTILITIES, INC. dba LIBERTY 
UTILITIES 

Name: 

THE WATER UTILITY ASSOCIATION OF 
ARIZONA 

ARIZONA INVESTMENT COUNCIL 

By: 
Name: 

15 
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WATER UTILITY 
SCOTTSDALE 

OF NORTHERN 

D.,. 

RIO RICO UTILITIES, INC. dba LIBERTY 
UTILITIES 

T€€E WATER UTILITY ASSOCLATION OF 
ARIZONA 

Name: 
Its: 

ARTZONA DIVESTMENT COUNCIL 

By: 
Name: 

15 
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WATER UTILITY OF NORTHERN 
SCOTTSDALE 

By: 
Name: 
Its: 

EPCOR WATER ARIZONA, INC. 

Bp: 
Name: 
Its: 

RIO RICO UTILITIES, NC. dba LIBERTY 
UTTLITIES . 

By: 
Name: 
Its: 

THE WATER UTTLITY ASSOCIATION OF 
ARIZONA 

By: 
Name: 
Its: 

ARIZONA INVESTMENT COUNCIL 
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RE? Arizona Water Company (Rates Phase 2) Docket No. W-0 1445A-11-03 10 

Dissent by Commissioner Brenda Burns 

Decision #73736 did not grant DSIC. Instead, the Decision stated: 

[W]e conclude that the Eastern Group, due to the age of some of its systems and the 
resulting increased need for infrastructure replacement and improvement, necessitates a 
somewhat higher COE (page 61, lines 15-17) 

However, this Decision allows for a different mechanism to fund that infrastructure replacement 
and improvement (SIB) and preserves the same ROE from Decision #73736, thereby authorizing 
double recovery. 

In this case: 

AWC proposed a cost of common equity of 12.5% 
RUCO proposed a cost of common equity of 9.4% 
Staff proposed a cost of common equity of 9.4% 

Decisions, since 2010, have granted the following ROES, for Class A and Class B companies 
(not including this AWC case): 

Class A: 9.37% (average, of seven companies) 
Class A: 9.50% (median) 

Class B: 9.52% (average, of six companies) 
Class B: 9.50% (median) 

The results, reflected above, are remarkably consistent. Therefore, if we had awarded 10.0% to 
AWC, in this Decision, we still would have granted an ROE that is fifty basis points higher than 
recent history’s median. It must also be noted that current interest rates have been at historic 
lows. On top of that, we awarded SIB. 

During my tenure, I have been receptive to and advocated for crucial water reforms. This 
Commission, over the last two-plus years, has done an admirable job of meeting the challenges 
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of adopting new policies by doing so in a prudent and cogent manner. Due to years of 
workshops, meetings with stakeholders, evidence presented in various rate cases and discussions 
in Open Meetings I have been persuaded that a DSIC-like mechanism is a reform proposal worth 
executing. I believe, when appropriate, a properly implemented DSIC/SIB mechanism can help 
ensure infrastructure integrity, provide stability for a water company and lessen rate shock for 
customers. 

If AWC had originally been awarded a 10.0% ROE, in tandem with this Commission’s first ever 
DSIC-like mechanism, as suggested by the ROO, it would have been a fair outcome. The AWC 
ratepayers should not be asked to pay for an elevated ROE while also being the test case for a 
newly approved SIB. 

This Decision is not in the best interest of the ratepayers and now potentially exposes the 
Commission to litigation that could jeopardize the worthy features of SIB. I would hate to see a 
lot of good work, performed by stakeholders and ACC staff, fall by the wayside because of this 
action. For the reasons stated above, I must dissent. 

Sincerely, 

Brenda Burns 
Commissioner 
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