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EXCEPTIONS 

Let's literally start withthe bottom line. The parties agnx that in the years leading upto 

the rate! case, Chapafial City Water Company earnad a return on year end capital fbr 2010,201 1, 

and 2012 of 4.19%, 4.8!??? and 5.33%, respectiVely. hning that same period, the company's 

a;llthorized rate of return was over lo?!. U d o ~ l y ,  this story i s  the same for many of 

Ariuwa's private water compmies. To its credit, the Arizona Corporation Commission is 

working with SEaLehOlders in order to develop policies that can make it mo= likely that 

COmpBILies will get closer to their authotrzed rate of return. Udmtmately, in a c h i c  case of the 

right hand not knowing what the left hand is doing Staffand RUCO have suggested policy 

chges  in this case that m e  to make it b d e r  forthe company to earn its authorize!d rate of 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

return. Perhaps worse is that these policy changes have been introduced in the guise of 

acljustments aad proposed as part of a closed process in which other stakeholdem 8te unable to 

piirticipate. 

S~sprOpeclcdPolicyonHypo~eticalCa~Stredercs 

On the day that EPCOR purchased chaparral City Water Company, (CCWC) the 

company had a capital stmctme that was comprised of 84.5% equity and 15.5% debt. The ACC 

approved this capital structure in CCWC’s previous rate case and EPCOR has made no capital 

infhions-md has indeed worked to reduce equity by paying dividends of $1SM in both 201 1 

and 2012. Now however, staffis suggesting that instead of using CCWC’s actual capital 

shwture, the Commission should create a “Hypothetical” Capital structure comprised of 60% 

eqUityandw/;Ddebt, 

Staff‘s bypdw&d capitd&ructure propoIlrl is a palicy ehrngein theguise of an 

adjlrstmcnt. 

In his Direct Testimony, Mr. Cassidy implies that the Staffpposal is actually an equity 

adjustment bweweq after admittingthathe made no actual calculations, Mr. Cassidy went onto 

admitdwringcrossexamma.b * ‘on that creating a hypothetical capital stnrcture wasn’t even his idea 

He was simply told to make the adjustment based on a policy decision by someme higher up with 

M. There was literally no evidence to support the hypotbtical capital stmctum at the time that 

staffpropodit. 

The Concept of Woublt €,everage” is a red herring. 

After Staf€used its Direct Testimony to advocate its uuwritten policy that the Company be 

forced to adopt a hypothetical capital structute, Staf€invented a p t  hoc justification for the 

policy in its sumbuttal testimony. Staffcalls this concept “Double Leverage.” To its credit, staff 

makes it very cleat that the “Double Leverage” conwpt had now to do with its original 

ltxo- ‘on because stafFad.mits that it received the informaton on which its ”Double 

Leverage”theay is based after it filed &Direct Testimony. 
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Not only is it clear that "Double Leverage" had nothing to do with the creation of S W s  

policy propo9al, it is also clear that "Double Levemge" has nothing to do with this case. "Double 

Leverage" allegedly occurs when a company borrows money and then invests it into a regulated 

entity. Howevez, FPCOR made no such capital infusion. In addition to not being a fjactor in this 

case, the concept of "Double Leverage" is foreign to utility regulation generaIly. We are not 

aware of the ACC requiring the companies it regplates to provide tbe financial inform&on of its 

shamhddem in order to determine whether double leverage exists. The concept of "Double 

Leverage'' is foreign to utility regulation, doesn't fit the facts of this case and was based on 

information received after S e m a d e  its policy rem- 'on. The ACC sslould reject this 

post hoc ratiooalization for its policy change. 

StrdPII Eewpelicyisim~ibIetorrchieve. 

Staff asserts that it proposed its new policy of meatkg hypdwtical capital stnrcane in 

order to "encourage CCWC to move towards a more balmced capital stntcture going forward." 

Let's leave aside ttse fact that the compmy hadno notice that it was suppossdto chanlJe its capital 

s t r u c t u r e , ~ t h a a i t w a s m a i n t a i n i n g t h e s a m e ~ i ~ ~ t h a c S ~ ~ ~ a n d t h e  

commission approved in the CCWC's praTiousrate case. Let's focus on the fact that the 

company would bave vioMed ACC policies that 81p: actually written in order to comply with 

S W S  "encourageanent". 

There are only two ways in whichan owner can reduce the equity to debt ratio of its 

regulated company. The owner can inrreaSe dividends in order to remove equity, or it can infuse 

debt into the company. EPCOR proposed to hold its current debt constant to alleviate Wm 

borrowing needs and lessenthe increase inequity. Thisppodwasrejected by d. Although 

staffwants less equity in the capital stsucture, its position in the capital financing application 

syggeststheoppo8ite. 

EPCOR brd no notice that it needed to change its capital structure and would have had no 

a b i i  to comply had it known of Staff's policy in advance of tire hearing. StatT's new 
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Hypothetical Capital Stnacture policy is an example of the worst type of regulation. The policy 

change was not vetted through a public process or approved by commissioners. The policy 

changewasdi~asfinanciaiadj~entaadwasjustifiedposthocllcrinninformationthat 

wasn't available when stafFrecmumnded the new policy. The company had no notice of the 

new policy and no opporhmity to comply with the policy. Furthema, staf€made no dculations 

to determirae how much of a financial penalty the m p y  would be forced to bear in order to 

comply with Staff's "encomement." Finally, other companies regulated by the ACC have no 

idea ifthey are now required to comply with Stairs policy. The ACC needs to reject M s  new 

policy and give the c o m p y  an opportunity to earn a firir return on its actual investment. 

The Proposed Order 

To her credit, the Judge rejects the notion of imposing a hypothetical capital structure on 

the company. However, in a move that would dismay Alice during her trip to Wonderlaud, the 

Judge then imposes the COST of a hypothetical capital stmctme, without actually adopting a 

hypothetical capital structure. What do we call this new strucane? Perhaps it's a Virtual- 

H y p o t h e t h l c a p i l a l S ~ . "  

The Judge correctly points out that the Company proposes a cost of equity of 10.50 

percent RUCO recommet.cds 9.35 percent, and staffrecommends 9.60 percent. The Judge then 

refm to the arguments used in hvor of establishing a hypothetical capital structure atxi unnes up 

withthis incredible sentence. "After considering all the testimony and evidence presented by the 

parties, we find that a cost of equity of 8.65 percent should be approved." (ROO Page 40). 

Really? Whatevidencewouldthatbe? Staf€witmssCassidyadmi#sdtbathemadeno 

c a i ~ o n s t o ~  the effect that the hypothetical qital stmctme would have on the cost 

of equity. How could & Judge reject Staff and RUCO's recorrrmended capital structure and then 

adjust the cost of equity to reflect a hypothetical capital stmctm+which is a calculation that 

staff never made-& get a result that is 70 basis point BELOW the lowest cost of equity 

number suggested by any party? 
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Moditrcl Vintage Group Depredation 

“Regulatory lag works both ways.” That’s one of the most common expressions in utility 

regulation. Whenacoanpany complainsthat it makes investments between rate cases a h a s  to 

wait until the next- case in order to earn areturn on those investments, or that it takest00 long 

fbr a Commission to process a rate utility regulators have traditidy said that “Regulatory 

lag works both ways.” In this context, the stateollent means that colllpanies canalso have assets 

that remain in rate base for longer than their depreciable life. In theoryy the “extra’ depreciation 

can offset some of the lost revenue b m  the delay. 

H e r e , S t a f f h s s p r o p o s e d c ~ t h e r e ~ G r o u p D e p r e c a t i o n M ~ t o a m ~ e d  

Vintage Group Depreciationmethodthatagpeamto be intended to elimitaate any chance that an 

asset could be “over deprecia&d.” This is a UnilAteral policy change that doesn’t recognize that 

compmies make substantial investment inbetween rate cases and that it takes several years of 

regulatory process for investments to be put into rate base. Even accounting for a SIB 

mechanism, EPCOR will make more investment between rate cases than any potential fbr over- 

depreciation. Indeed, EPCOR’s capital plan calls for the company to invest over $2.5 million in 

each of years 2014 aed 2015. This amount of investment is much larger than the plant associated 

with the assets that Staff is concerned are being “over depxhtd’’ 

stafPrprogegcrl.scttrodisbdam-*fErwed 

InRArlitiontotiltbgthefidmm&dregulatorybalmce-byacxe~theremodof 

items that are potentially over depmiatd while not increasing the pace at which invments are 

added to rate base-the ‘‘Modified Vintage Group Depwiation Method” is hdamentally flawed 

inotherways. 

Somcittmswarouthsterthan theirrrsctrrllives. 

S~hrrsanalyzedapool ofassetsddetermrned that some have lasted longer than they 

were supposed to. Fair enough, but in any group there are also assets that are removed h m  

service before they have reached their book life. The Group m i a t i o n  Method accounts for 
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variation in asset lives by depreciating similar assets as a group. Assets that happen to last longer 

than anticipated are oilkt by assets that wear out faster than anticipated. The Group Method is 
. .  widely awepted aud provides a simple and eflktive way of ensllring that the miturd vBfl8fHM in 

assets lives is accounted for projmiy. (Transcript Vol. I at 74 line 18 [Hubboard Testimony]). 

Here, StafFbas d y  looked at assets that lasted longer than mticigmted and concludes that they 

have beem “over cleprecistsd” however, Staff did not conduct any analysis of assets that had 

shorter livestban the rest ofthe group and were therefore “mderdepreciated” One 

Group Accounting is that it accounts for this natural variation in asset lives-so= assets last 

of 

lo~athan & and s ~ r n e ~ e a r  out faster- expected-and ratherthantry to keep track of 

all of them by individual “vintage” as staffsuggests, the Gzrmp Depreciation method 

automrrtically oftktsthe longer lived assets with the shorter lived assets by combiningtfiem in a 

singlegroup. ~ ~ V i n t a g e ~ p D e p r e c i a t i o n M e t h o d i n ~ a g r e a t d e a l o f c o m p l e x i t y  

in oder to solve a problem that the group method solves automaticdy. 

DGpreeiatioa orpcast is not really “over &!olkwD” 

Staffs justification for its new depraciationmethod appears& be based on aooncemthat 

Depreciation expense will be “over collected”. On the surfbce, this seems reasonable; if an item 

like say, rate case expense, is collected for a longer period of time than its original amortization 

period then a compauy could ultimately collect more money in rates than it originally spent on the 

preceding rate case. However, this d y s i s  does not hold tnae withdepreciationexpense because 

eachyear’sdepreciatonexpense increasestheaccumulateddepteciationacmmtandthe 

accumulated ~iationzaccormt is thenused to decrease thebalance ofthe firture asset 

purchases. That meansthat ifanasset is in service longerthan its book life? the “extra” 

depreciation amount will be used to decrease the value of the asset that eventually replaces it. 

Take for example the case of a piece of equipment that is supposed to last five years, but instead 

it lasts for 10 years. The asset wouldhave been m y  depreciatedinthe first five years and 

th-rding to SEafIps reasoning-the company would “over coUect” depreciation expense 

- 6 -  
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for the extra five yearsthatthe equipmat was in service. On the surfke, this d y s i s  seems 

conect, however, whenthe asset is retired aAer 10 years, the accumulated depmhtionaccount 

asso&cd with that asset will have a negative balance equal to all of the “over collecW” 

depnx&ionexpglse. Then whenthe replacement asset is placed in StrYMe, itsnet bookvalue 

will be the purchase price ofthe new asset lesar the accumulated deprdation associated with 

the previous amset Indeed, ifthereplacement asset costs the sameamount asthe original asset 

then the net bookvalue of the IKW asset onthe day it is pleboed in service will be m. Staffhas 

cfeafed a complex and novel depteciaton method in order to solve a problem that the current 

group accounting method has already solved. 

Staff‘s mew mctlrod b much too c o m p k  

StaBps newdepre&iun method would gmdWher in the exist@ Group Depfeciation 

Method and create asystem going forward in which each new Bssetwodd be grouped with 

similar assets purchased in the same year. These annual sub groups would Comprise “Vintages” 

and would be dqmhted individually. Thus for an asset with a 20 year life, in the year 2034, the 

company will still have the original pre 2014 Group account followed by 20 individual 

“ V i e s ”  that d e c t  annual ppI1.chases--e;t which time the 2015 V i  will be retired Thus 

2034 will be the first year in which the ACC will be ens\aing that there is no “over depreciation” 

of these assets. SWadzuitsthat it inventedthismethodology based onone day’sworkonan 

-spreadshed 
The company, of course, has a much more complex system of accounts thau an Excel 

spreadsheetand- that the programming costs done of switching to StafPs new method 

would ex& $500,000. However, the mal cost associaded with the new Vintage Method will be 

the ongoing cocpfs oftrying to iden@ and track assets by Group and Vintage instead of simply by 

Group. Onecanenvisionascenario in whichatankisbuilt inone year and thecompany makes 

Whxtedhg improv~ inanotberyear .  Underthegmupmethod,allofthoseassetswould 

simply be in a category called “tanks.” Under the vintage metbod, the company would have to 

- 7 -  
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maintain an original tank account and would then have to track each lifeextending impvement 

by vintage. Thus under S W s  method, a single asset may have multiple ”vintages. 

V h & b g e ~ i d i b l l t W t i O R i S E d r e r r d f l y @ V *  

While companies do indeed keep track ofthe purchase dates of various assets, they do not 

track, say, capitdid labor costs or major repairs in septlrate vintages. How does a company 

account for major repairs on a section of pipe tbat it installed five years ago? The costs of major 

repairs are addsdto the cost ofthe asset, but which vintage? When the c o m p y  mj~laces large 

SectiOIls of pipe, it would have to &termme whenpiecesofthatpipewereinstalled,adjustthe 

cost to reflect previous repairs and recalculate the historic vbtages accordbgly. Additionally, 

companies would fbce the additional c0mPlic;Itton of keeping track of diffeffnt lives for difftrent 

Vintages as ploducts m v e ,  or become obsolete at difkmnt rates. It’s quite possible that pumps 

and equipment built in, say, 2016 could have shorter lives than improved pumps and equipment 

placed in service in, say, 2024. Meanwhile, both of these Vintages could have longer lives than 

the original “gm&dmd”’2014 rate case Vintage. This would lead to the absurd result of 

~ ~ c ~ ~ ~ 2 O ~ V ~ ~ e s ~ ~ ~ ~ v i d ~ ~ ~ ~ ~ ~ t  

depreciation rates. 

Staff‘s complex n m  method ignores simple mlationa 

For the sake of argument, let’s say that the ACC concludes that some items are indeed 

“over“ depreciated a d  that this is a problem. SW?s proposed solution ignores traditional and 

well established accounting remedies that are readily available. The most obvious solution is to 

simply increase the depm&ble lit% of the group. If an asset class, say pumps, is being 

deQreciated over 15 years and they are being used for an average of say 18 years, then just 

change the dgpnciable lifk ofthe pump class to 18 years. There’s no reasonto establish a 

”vintage” dass for annual pump purchases and then try to detmnme - howtoaccountfor 

capitakedrepakexpenses, orthe cost of instalMonor disposal by vintage. Ifthe pumps 

actually last 18 years, then depreciate them over 18 years 

- 8 -  
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Codusion 

S W s  proposed Modified Group Vintage Depreciation method is complex, unwieldy, 

expensive to design arad maintain and yet it provides little ifany &M accuracy and doesn't 

solve the "pmblem" of over depreciation any better than the widely used and much simpler group 

depreciation~Staffwi~Becker~ttedthathedesigaedthisnewdepreCiation 

mefhod in a single day using an Excel Spnddwet Frankly, S W s  proposal looks like it was 

designed in a single day using an Excel Spmdhzet 

Thir rate case ia UI €Rappmp*teforrurr in whicb to introdtlce these preposila 

S W s  propod policy changes are complex, controversial, have broad iknplidons and 

cau af€ect a wide variety of companies. The WUAA believes that it is inappro- for these 

policy changes to be h tdd  by Staff in a coml)$ny-specific rate case. By the time the WUAA 

learnedoftheseproposalsandundentoodtheirimplications,thedEl;teforin~~~nhadI#lssed. 

Fortunately, the AIJ saw fit to grant the WWAA a limited intervention over RUCO's objection. 

However, othercompanieSthat will be affected by these policy changes are not in the case. 

Indeed, even with proper notice and broad based intervention, a rate o ~ s e  is apoor fonnn to 

discuss- policychanges. Thecomrmssl 'on usually employs its much more open and 

flexible workshop jmcess in which =(or prefdly  Commissioners) can propose policy 

changesandstElk&holderscandiscuss~implicationsofthosechanges. TheCommissioncan 

thenadopt or reject those changes and cmnpmbs have time to implementthem. Here, EPCOR 

had no idea that it was going to be pedked fbrmahbhhg a capital ScNCture that the ACC had 

approved in its lastrabe case. The company also hadno ideathat the S t a f ' f d d  reject the 

depredation method that the ACC and NARUC have used for years. E;mrthenmore, ifthe ACC 

does approve these policy chmges as part ofthis case will 0 t h  companies be bound by them? 

Should other companies switch to the Modified Vintage &up Depreciation Method that Staff 

believes should be required of EPCOR? Should the W U M  and other cOmpzLtzieS intervene in 

each rate case in order to be properly positioned in case Staf€pqma-aud RUCO then 
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ado- broad based policy change? Are other water companies now on notice that staff no 

longer accepts the well established Group Depreciation Method? How about Tucson Electric 

Power,SouthwestGasandA.rizoaaPublicserviCe? Whatmethodofdepreciationshddthey 

use in their next rate case? Does the ACC now use adifferentdepreciationmethodology for 

Mkrent industries? Are southwest Gas’s pipes going to be depreciated wing the cirlloup Method 

while chipand City’s water pipes are depreciated under the Modified h u p  Vintage method? 

How about Ariuwa Water Company? Which mefhod should it use? 

As argued above, WUAA believes that the evidence in this case shows that the 

Hypothetical Capital Structure and Modified Group Vintage Depreciation methods aae ill advised 

and s h o d  be rejected. The Judge’s rejection of the Staffs proposed hypothetical capital 

strwtwe.. .followed by  he^ imposition of the effkcts of that capital structure.. .leading to a cost of 

equity number that is well below the rauge of options set by the parties should be *ected. 

We also believe that thm is a need for comphensive policy changes that would allow 

water companies anopportunity to earntheir ltUth0lizedrat.e ofreturn, incentivize ixlhmmm 

investmentandencourageconsoiidation, Thosepotentialchangesshouldbediscuxpedinanopen 

forum in which stakeholders have adequate notice and an opportunity to discuss the issues &at 

will affect them. The c%apmal City rate case is not that forum, The WUAA urges the ACC to 

reject the concepts of Hypothetical Capital Sbructure and Modified Vintage Group Depreciation 

and to also reject the process that allowed those collcepts to be introduced inthis case. 
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Phoenix, AZ 85007 

- 11 - 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

la Bell& 
30 1 East J s k l i n  Drive 
untRin Hills, AZ 85268 

de Evans 
tlicia€Iummll 
218 E. Palisades Blvd. 
untain Hills, AZ 85268 

igh M. OMeld-Berger 
623 E. Ashbrook Drive, Unit #2 
tuntain Hills, AZ 85268 

@ Division 
UZONA CORPORATION COMMISSION 
,OO West Washiagton Street 
loenix, AZ 85007 

mora M. Hebebstreit 
632 E. Ashbrook Drive, Unit A 
~untain Hills, AZ 85268 

acey Holland 
224 E. P d h b  Blvd 
untain Hills, AZ 85268 

- 12 - 


