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Staff (S Exhibits)

1 through 4, 7 through 15
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1 through 3, 5 through 14
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James Schoemperlen (JS Exhibits)

1-2
3-4
4a

4b
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6

7

10
12-14
15

16

17
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22-23
25-38
38a
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Not utilized
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Residential Utility Consumer Office (RUCO Exhibits)

4 Withdrawn
EXHIBITS TO BE PROVIDED
Staff (S Exhibits)
5 Marlin Scott’s Calculation of the 1,800
customers; to be provided by Staff (see page
600 of transcript)
6 Third step of Marlin Scott’s calculation from

MSJ-1; to be provided by Staff (see page 600
of transcript)
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James Schoemperlen (JS Exhibits)

11, 18, 19, 20a, 24, 45, 47-50
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Mr. Robert J. Metli, Goodman Water Co.
Ms. Bridget A. Humphrey, Staff
Mr. Daniel Pozefsky, RUCO
Mr. Lawrence Wawrzyniak, Intervenor
Mr. James Schoemperlen, Intervenor
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INTRODUCTION AND PURPOSE OF TESTIMONY.
PLEASE STATE YOUR NAME AND ADDRESS.

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

Phoenix, Arizona 85029.

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

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

Yes, my direct testimony was presented in two volumes. My background
information and qualifications are set forth in the rate base and revenue

requirement volume of my direct testimony.

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

Yes, my rebuttal testimony on rate base, income statement, revenue requirement
and rate design is being filed in a separate volume at the same time as this

testimony.

SUMMARY OF REBUTTAL TESTIMONY AND THE PROPOSED COST
F CAPITAL FOR T MPANY

A. Summary of Company’s Rebuttal Recommendation

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

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

Ab.

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

Rigsby, and Intervener witness Mr. Schoemperlen.

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

The cost of equity has decreased somewhat, as indicated by the Discounted Cash
Flow (“DCF”’) model and the Capital Asset Pricing Model (“CAPM™). The table

below summarizes the results of my updated analysis using those models:

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

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

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

help reduce the impact on rate payers.

2
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Q7. HAVE YOU UPDATED YOUR COST OF EQUITY ESTIMATE FOR GWC
USING DUFF&PHELPS SIZE STUDY DATA?

A7. Yes. Please see Rebuttal Exhibit TIB-COC-RB1. I have included cost of equity
estimates for the water sample companies. These estimates have been adjusted for
leverage (financial risk) differences between the companies in the size portfolios
contained in the study and the water sample companies and GWC. Further, like the
Build-up Method cost of equity estimate using the Morningstar data, the cost of
equity estimates includes a water industry risk premium adjustment.'! Based on

various measures of size the results are as follows?:

Stock Cost of

Symbol  Company Equity
AWR  American States Water Co. 12.26%
WTR  Aqua America 10.39%
CWT  California Water Services Group 12.52%
CTWS  Connecticut Water Services 13.97%
MSEX  Middlesex Water Company 13.39%

SIw SIW Corp. 13.47%
Average 12.67%
Goodman Water Company 18.20%

The updated 12.67 percent average for the water utility sample is in the range of
my CAPM estimates. My CAPM estimate of 11.8 percent (mid-point) for the

sample water utilities and my overall recommendation of 10.2 percent for GWC is

! Note that the risk premium for the water utility industry is negative indicating that water utilities
are less risky than the market as a whole.

2 See Exhibit TJB-COC-DT1, Table 7.
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AS.

Q9.

A9.

Q10.

A1l0.

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

basis points higher than the sample water companies.

HAVE YOU CHANGED THE ANALYSIS?

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

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

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

Yes. Based on the industry data, each of above estimates are based on the Duff and
Phelps Study is adjusted downward for the water utility industry risk. As shown in
Table 5 of Rebuttal Exhibit TJB-COC-RB1, the appropriate downward financial

risk adjustment is approximately 300 basis points.

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

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

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

4
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Q8.

A8.

Q9.

A9.

Q10.

Al0.

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

from 1926 to 2010.

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

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

the average of the publicly traded water utilities.

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

The Company’s recommended capital structure consists of approximately 18.3
percent debt and 81.7 percent common equity as shown on Rebuttal Schedule D-1.
Based on my updated cost of capital analysis, | am recommending a cost of equity
of 10.2 percent. Based on my 10.2 percent recommended cost of equity and an 8.5
percent cost of debt, the Company’s weighted average cost of capital (“WACC”) is

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

WHY IS YOUR COST OF EQUITY RECOMMENDATION LOWER IN
YOU REBUTTAL THAN IN YOUR DIRECT TESTIMONY?

My lower cost of equity recommendation is the result of a combination of number |

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




|

1 which are used in my CAPM estimates; 2) lower estimates of growth for the water
2 utility stocks used in my DCF model; and 3) a lower estimate of the current market
3 risk premium used in my current market risk premium CAPM estimate. These
4 changes have all been impacted by the change in the economic and market
5 conditions and forward-looking expectations of both the economy and the water
6 utility industry.
7
g8 | Q1. HOW HAVE ECONOMIC CONDITIONS CHANGED SINCE YOU
9 PREPARED YOUR COST OF CAPITAL ANALYSIS IN AUGUST 2010?
10 | All. During the past seven months, both the economy and the financial markets have
11 improved. The unemployment rate has dropped to 9.5 percent to 9.2 percent. The
12 economy (real GDP) grew by an annualized rate of 3.1 percent in the fourth quarter
13 of 2010 compared to 1.7 percent in the third quarter of 2010. The real GDP growth
14 for the first quarter of 2010 was recently reported by at an annualized rate of only
15 1.8 percent lower than the expected 3.1 percent . For the rest of 2010, the
16 economy is expected to grow at a modest 3.0 percent to 3.5 percent. Economists
17 do continue to express concerns over the federal deficits and the high federal debt,
18 rising oil prices and food prices, and sluggish housing starts and existing home
19 sales, which are all risks to future economic growth.
20
21 | Q12. HOW HAS THE ANALYSTS OUTLOOK FOR THE WATER UTILITY
22 INDUSTRY CHANGED SINCE YOU PREPARED YOUR COST OF
23 CAPITAL ANALYSIS IN AUGUST 2010?
24 | Al12. The outlook for the Water Utility Industry hasn’t changed much other than the
25 recent earnings reports were disappointing. Value Line continues the theme that
LAWRENCEVZG despite a more business friendly regulatory environment for the water utility
roRNEr AT L 6
(5301 308-0411
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Q13.

Al3.

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

dilute shareholder gains moving ahead.’

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

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

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

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

SI1d
SId
Id
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based on the results its DCF and CAPM methods.® But, RUCO also recommends a
hypothetical capital structure of 40 percent debt and 60 percent equity and a
hypothetical cost of debt of 6.13%.” Based on its hypothetical 40 percent debt and
60 percent equity capital structure, RUCO determined the WACC for GWC to be
7.85 percent.'® The hypothetical capital structure and hypothetical debt results in an
effective overall return on equity of only 6.6 percent. This return is clearly
inadequate and does not meet the just and reasonable standards as set out in Hope
and Bluefield."!

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

standards as set out in Hope and Bluefield.

Q14. PLEASE SUMMARIZE THE PARTIES RESPECTIVE COST OF EQUITY

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

e

10 77

' Bourassa Dt. at 13-24.

12 See Direct Testimony of James Schoemperlen (“Schoemperlen Dt.”) at 30.
P
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ESTIMATES AND RECOMMENDATIONS.

Al14. The respective parties’ cost of equity recommendations are summarized below:

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

Q15. THE COST OF EQUITY RECOMMENDATION OF RUCO DIFFERS
SIGNIFICANTLY FROM THE ESTIMATES PRODUCED BY RUCO’S

DCF MODEL AND CAPM MODEL. PLEASE COMMENT.

A15. RUCO proposes a cost of capital of 9.0 percent, even though RUCO’s models
produce an indicated cost of equity of 7.52 percent. This would make sense if
RUCO intends to recognize GWC’s smaller size, lack of liquidity and other firm-
specific risks.  The explanation given by Mr. Rigsby for his higher

recommendation was that he believed the 9.0 percent would cover any investor

concerns regarding any unique business risk associated with Gwc. M

Q16. DESPITE MR. RIGSBY’S RECOMMENDATION OF 9.0 PERCENT, MR.
RIGSBY’S PROPOSED A HYPOTHETICAL CAPITAL STRUCTURE FOR
GWC WHICH RESULTS IN AN EFFECTIVE RATE OF RETURN ON
EQUITY OF 6.6 PERCENT LESS THAN MR. RIGSBY’S COST OF

EQUITY ESTIMATE OF 7.52 PERCENT. PLEASE COMMENT.

A16. 1 will discuss RUCQO’s effective rate of return on equity of 6.6 percent later in my

'* Rigsby Dt. at 52.
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Q17.

AlT.

Q18.

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

Commission in Decision No. 69164."

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

Absolutely not, but it is hard to take comfort from RUCO making it seem like they
are being generous by offering a higher ROE than their model indicates, when in
fact they are simply being confiscatory and manipulating cost of capital theory. It is
a “wolf in sheep’s clothing” approach. Mr. Rigsby should instead use reasonable
comparators, apply the models as they are meant to be applied, and then make his

upward adjustments for company specific risk as necessary.

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

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

10




1 IN AN EFFECTIVE RATE OF RETURN ON EQUITY OF 5.87 PERCENT;
2 LESS THAN MR. SHOEMPLERLEN’S COST OF EQUITY ESTIMATE OF
3 8.0 PERCENT. PLEASE COMMENT.

4 | Al8. Iwill discuss Mr. Schoemperlen’s effective rate of return on equity of 5.87 percent
5 later in my testimony. For now I simply observe that, like RUCO, Mr.
6 Schoemperlen’s recommendations are results-oriented and should be rejected.
7
g | Q19. HOW DO THE PARTIES’ RECOMMENDATIONS COMPARE TO
9 OTHER FORECASTS OF COMMON EQUITY RETURNS?

10 | Al9. Value Line, a reputable publication that has been used by the Company, Staff, and

11 RUCO cost of capital witnesses, publishes forecasts of returns on common equity

12 for larger publicly traded companies. These water utilities are included in my

13 sample group and in Staff’s sample group. Value Line (April 22, 2011) projects the

14 following returns on equity for those utilities:

15 American States Water 12.5%

16 Aqua America 13.0%

17 California Water 10.0%

18 SJW Corp. 1.5%

19 Average 10.8%

20 Just as important, the currently authorized ROE’s for the sample water utility

21 companies as reported by AUS Utility Reports (April 2011) average 10.14 percent

22 and are as follows:

23

24 American States Water 10.20%

25 Aqua America 10.33%

S v26 California Water 10.20%
oty 11
(702-398-0411
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Connecticut Water 9.75%

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

In addition, all of the sample water utilities are significantly larger than GWC. As
I have discussed it is well documented that investment risk increases as the firm

size decreases, all else remaining constant.'® AUS Utility Reports (April 2011)

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

Net Plant Revenue
American States Water § 855.0 $ 400.8
Aqua America $3,469.3 $726.1
California Water $1,270.2 $460.4
Connecticut Water $ 344.2 § 68.1
Middlesex Water $ 398.7 $102.7
SJW Corp. $ 6924 $215.6
Average $1,171.6 $329.0

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

1¢ Bourassa Dt. at 39-40.

12
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Q20.

A20.

Q21.

A2l.

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

adopted by the Commission.

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

The Commission recently authorized Sahuarita Water Company (“SWC”) a 10.3
percent return on equity in Decision 72117 (February 11, 2011).'7 SWC is nearly 5
times the size of GWC in terms of net plant and over 4.4 times the size of GWC in
terms of revenues. Further, its rates will be in effect roughly during the same time
frame as Goodman Water Company. The Company cannot compete for capital
with such low recommendations by the other parties not only with respect to SWC

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

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

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

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

13




STTTTTETTmmmmsees

P.O0. Box 1448

(520)-3%8-0411

O g A L R W N e

[ 'S T N Y S T e e e e e
EWBP‘O\OOO\]O\(JI-&WN'—‘O

25
26

LAWRENCE V.
ROBERTSON, JR.
ATTORNEY AT Law

TUBAC, ARIZONA 85646

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

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

A. Updates to Staff’s Models

Q22. HAVE YOU UPDATED THE STAFF MODELS AS OF APRIL 22,2011

A22. Yes. The indicated cost of equity is 9.6 percent. While I believe that 9.6
percent is still too low, the 9.6 percent is 50 basis points higher than Staff’s analysis from
January 2011. I have attached the results of an updated analysis using the Staff models at
Rebuttal Exhibit TIB-COC-RB2.

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

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

A22. First, it is important to note that Mr. Manrique does not reject analyst estimates of
growth; he just disagrees with the amount of weight I gave these estimates.'® Staff
gives 50 percent weight to analysts’ estimates and 50 percent weight to historical
growth data. So the dispute between Mr. Manrique and me comes down to
something between 50 percent and my “greater” emphasis. In my direct testimony
I explained why a weight greater than 50 percent should be given to analysts’

estimates.”

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

14




(Vo TR B B« LY, TR — N VS SR o B

[N O I [ S N S S G T e e o e e
-PUJNSO\OOO\IG\UI-DUJNHO

25
26

LAWRENCE V.,
ROBERTSON, JR.

ATTORNEY AT Law
P.0. Box 1448
TUBAC, AREZONA B5646
{520)-398-0411

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

A23.

ESTIMATES ARE “OVERLY OPTIMISTIC”?

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

their own formal study, the authors concluded:

We have compared the accuracy of four methods for
estimating the growth component of the discounted cash flow
yield on a share: past growth in earnings (KEGR), past

owth in dividends (KDGR), past retention growth rate
?IT(BRG), and forecasts of growth by security analysts
KFRG). .. For our sample of utility shares, KFRG
performed well, with KBRG, KDGR, and KEGR following in
that order, and with KEGR a distant fourth....

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

abnormaliEiOes that are not considered relevant for future
growth....

As I have testified, to the extent that past results provide useful indications of
future growth prospects, analysts’ forecasts of growth would already incorporate
that information.?’ In addition, a stock’s current price already reflects known
historic information on that company, including its past dividend and earnings

history.?? If investors rely on analysts’ growth rate forecasts, those are the relevant

20 David A. Gordon, Myron J. Gordon and Lawrence I. Gould, “Choice Among Methods of
Estimating Share Yield,” Journal of Portfolio Management (Spring 1989) 50-55.

21 Bourassa COC Dt. at 30.
22 Id
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Q24.

A24.

Q25s.

A25.

forecasts for determining equity costs.

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

No. Nor Does Mr. Manrique does not offer any evidence on the extent investors
rely on historical growth or on analyst estimates of future growth. Mr. Manrique
offers no quantitative or conceptual argument to rebut the conclusions of Gordon,
Gordon, and Gould, and offers no evidence that any of the measures of past growth
he has used — historical EPS, historical DPS, historical sustainable growth —
provides a better forecast of future growth for utilities than analysts’ estimates of
growth. Mr. Manrique is using Staff’s inputs into the DCF model mechanically
without considering the reasons for using those inputs. Unfortunately, Staff’s
inputs gives less weight to the best estimate of future growth in in an effort to drive

down the cost of equity.

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

No. In the quoted remarks, Professor Gordon does not say anything about past
growth rates. There is no guidance on which past growth rates (EPS, DPS, or book
value) should be used, if any, or what weight past growth rates should be given
when estimating the growth rate in the DCF model. That is the issue. Mr.

Manrique agrees that “Professor Gordon would temper the typically higher
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Q26.

A26.

Q27.

A27.

analysts’ growth rates with the typically lower GNP growth rate.”> I am sure Mr.
Manrique would also agree that I have tempered my estimate by considering past

growth rates that are well below the long-term GNP (or GDP) growth rate.

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

Yes.?® He also states that investors rely “to some extent on past growth as well.”?
That is true, but he does not demonstrate the extent to which investors rely on past
growth rates — he simply states that they are considered. Again, if analysts’
estimates already consider past growth, then Staff vastly overstates the impact of
past growth rates in its DCF model. It is, basically, a type of “double-counting”

that produces extremely low results.

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

Yes. For my second specific response to the assertion that analysts’ estimates are
“overly optimistic,” I point to Value Line. Value Line is in the business of selling
information to investors, and all of the parties have relied on Value Line in their
cost of equity estimates. Value Line has every incentive to provide accurate
forecasts to encourage investors to continue to subscribe to its publications. Value
Line does not sell stock and has no incentive to bias upward its buy/sell

recommendations and estimates of future growth. Zacks and Morningstar provide

3 Manrique Dt. at 39.

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

2> Manrique at 38.

26 Id
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Q28.

A28.

similar investment services. Neither markets stock — they sell information, which
won’t be purchased if it is inaccurate or biased. Yahoo Finance is a free service,
but it does not earn commissions from the sales of stock. In sum, Mr. Manrique’s
testimony is simply wrong. None of these services has any reason to provide
inaccurate information to its users. But, more importantly, whether the estimates
by Value Line, Morningstar, Zacks, or Yahoo Finance turn out to be inaccurate is
irrelevant. The importance of analyst estimates is that they reflect widely held

investor expectations.

DO YOU HAVE ANY FURTHER COMMENTS ON THE TOPIC OF
STAFF’S DCF GROWTH ESTIMATES, MR. BOURASSA?
Yes. I am attaching a copy of document filed with the public utilities commission
in a 2005 California rate case at Rebuttal Exhibit TIB-COC-RB3. This document
was prepared by Mr. Gary Hayes, a witness for San Diego and Electric Company.
It lists a number of sources that further contradict Mr. Manrique’s claim that
analysts typically make upwardly biased forecasts of growth.

Additionally, to further support the use of analyst forecasts of growth, Dr.

Morin states:

Because of the dominance of institutional investors and their
influence on individual investors, analysts’ forecasts of long-
run growth rates provide a sound basis for estimating required
returns. Financial analysts exert a strong influence on the
expectations of many investors who do not possess the
resources to make their own forecasts, that is, they are a cause
of g. The accuracy of these forecasts in the sense of whether
they turn out to be correct is not at issue here, as long as they
reflect widely held expectations. As long as the forecasts are
typical and/or influential in that they are consistent with
current stock price levels, they are relevant. The use of
analysts’ forecasts in the DCF model is sometimes denounced
on the grounds that it is difficult to forecast earnings and
dividends for only one year, let alone for longer time periods.
This objection is unfounded, however, because it is present
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investor expectations that are being priced; it is the consensus
Jorecast that is embedded in price and therefor%in required
return, and not the future as it will turn out to be.

Dr. Myron Gordon, the same Professor Gordon Mr. Manrique quotes in his
testimony as the “father” of the standard regulatory version of the DCF model
utilized by Mr. Manrique and myself in the instant case, has also recognized the
significance of analysts’ forecasts of growth in EPS in a speech he gave in March

1990 before the Institute for Quantitative Research and Finance. He said:

We have seen that earnings and growth estimates by security
analysts were found by Malkiel and Cragg to be superior to
data obtained from financial statements for the explanation of
variation in price among common stocks. ... Estimates by
security analysts available from sources such as IBES are
Jar superior to the data available to Malkiel and Cragg. Eq
(7) 1s not as elegant as Eq (4), but it has a good deal more
intuitive appeal. It says that investors buy earnings, but what
they will pay for a dollar of earnings increases with the extent
to which the earnings are reflected in the dividend or in
appreciation through growth.?® (emphasis added)

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

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

demonstrate that analysts’ forecasts are superior to historical growth rate

extrapolations. These studies show that:

Efficient market hypotheses suggest that valuation should reflect the
information available to investors. Insofar as analysts’ forecasts are
more precise than other types we should therefore expect their
differences from other measures to be reflected in the market. It is

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

A29.

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

Vander Weide and Carleton further note:

[O]ur studies affirm the superiority of analyst’s forecasts over simple
historical growth extrapolations in the stock price formation process.
Indirectly, this finding lends support to the use of valuation models
whose input includes expected growth rates.

THAT’S A LOT OF EXPERT COMMENTARY, BUT WHAT DOES IT ALL
MEAN IN THIS CASE?

It means that the level of accuracy of analysts’ forecasts is an after-the-fact
evaluation with little relevance to the issues at hand here. What really matters is
that analysts® forecasts strongly influence investors and hence the market prices
they are willing to pay for stocks. Therefore, they should play a prominent role in
a proper equity cost determination. Staff, however, has failed to give these
forecasts sufficient weight in its analysis. Even Mr. Dreman, who Mr. Manrique

relies on’!, admits that:

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

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

A30.

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

This is my point. If investors rely on analysts’ growth rate forecasts, those
forecasts should be used to determine the cost of equity, proportionate to investor
reliance, and not in a manner that depresses the import of that reliance. Analysts’
growth rates influence the prices investors will pay for stocks and thus impact the
dividend yields. The dividend yields change until the sum of the dividend yield
plus the growth rate equals investors’ perceived cost of equity. Had the growth
forecasts been lower — as Mr. Manrique suggests they should be — the stock prices

would be lower and dividend yields would be higher, but there would not

necessarily be any difference in the ultimate estimate of the cost of equity.

HOW DO YOU RESPOND TO MR. MANRIQUE’S REFERENCE TO
PROFESSOR JEREMY SIEGEL?

Mr. Manrique’s reliance on the quote from Jeremy Siegel that “dividends and not
earnings are meaningful” is puzzling.”> The DCF model assumes, among other
things, that a firm will have a stable dividend payout policy and a stable return on
the book value of its stock. Thus, it is assumed that the stock’s price, its book
value, dividends paid, and earnings all grow at the same rate. While it is
appropriate to make such assumptions for forecasting purposes, these assumptions

are frequently violated when examining historical data. As it turns out, the

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

** Manrique Dt. at 39-40.
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Q31.

A31.

historical growth in the stock price, book value, dividends, and earnings for the
water utility industry has not been the same.** Estimates of long-term growth rates
should take this into account. Furthermore, I have not used earnings in my DCF
model; I used earnings growth as a proxy for growth. Earnings generate the funds
used to pay dividends. Growth in earnings provides more cash flows from which
dividends are paid. As a consequence, earnings growth is obviously extremely
important to investors, and is therefore an entirely appropriate proxy for growth in
the DCF model.

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

liquidity creates additional investment risk.

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

Yes, I have one more comment. 1 find Mr. Manrique’s reliance on a quotation
from Dr. Burton G. Malkiel is somewhat confusing. Dr. Malkiel is the Chemical

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

3 See Rebuttal Schedule D.4-3 and Rebuttal Schedule D.4-4,
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widely read national bestseller book on investing entitled, "A Random Walk Down
Wall Street." Mr. Manrique quotes Dr. Malkiel’s apparent criticism of analysts’
estimates. Yet, in November 2002, Professor Malkiel affirmed his belief in the

superiority of analysts' earnings forecasts when he testified before the South

Carolina PUC:

With all the publicity given to tainted analysts' forecasts and
investigations instituted by the New York Attorney General,
the National Association of Securities Dealers, and the
Securities & Exchange Commission, I believe the upward
bias that existed in the late 1990s has indeed diminished. In
summary, [ believe that current analysts' forecasts are more
reliable than they were during the late 1990s. Therefore,
analysts' forecasts remain the proper tool to use in
performing a Gordon Model DCF analysis.>® (emphasis
added)

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

issue.

C. Firm Specific Risk

Q32. IS MR. MANRIQUE CORRECT THAT PRIOR COMMISSION

A32.

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

Yes, Mr. Manrique is correct, although the Commission’s failure to recognize that
small firms are riskier than large firms - despite an abundance of empirical
financial evidence indicating otherwise - is another reason why it is more risky for
smaller utilities to do business in Arizona. Frankly, I am astonished that the

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

3% See Rebuttal testimony of Dr. Burton G. Malkiel, South Carolina Electric and Gas Co., Docket
No. 2002-223-E, pp. 16-17 (emphasis added).
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Q33.
A33.

This head-in-the-sand mentality is both frustrating and disturbing. Putting that
aside, there are many reasons why smaller utilities are more risk than larger
utilities. I have discussed these reasons extensively in my direct testimony and will
not repeat that testimony here.® The simple fact is that a rational investor is not
going to view an equity investment in GWC as having the same risk as the
purchase of publicly traded stock in a substantially larger utility such as Aqua
America, American States Water or California Water Service.

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

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

IS FIRM SIZE A UNIQUE RISK?

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

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

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

3 Bourassa COC Dt. at 15-21.

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

38 Morningstar, Ibbotson SBBI 2010 Valuation Yearbook, at 85.
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Q34.

A34.

Q3s.

A35.

With respect to the CAPM, Morningstar states’”:

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

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

Of course. Contrary to Mr. Manrique’s assertions, the investment related to such
factors as firm size and Arizona’s regulatory environment are important to
investors. These risks are not captured by the market data of the water utility proxy
group Staff uses to estimate the cost of equity for GWC. None of the utilities in
Staff’s water proxy group are of comparable size to GWC.* In fact, GWC is but a
small fraction of the size of the water utilities in Staff’s proxy group. And none of
the water utilities in Staff>s water proxy group operate exclusively in Arizona and

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

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

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

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

39 Morningstar at 89.
* Bourassa COC Dt. at 17.
N Id at 16-22.
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Q36.

A36.

Q37.

A37.

Q38.

A38.

orders, the recognition of known and measurable changes, the wide use of hook-up
fees, and regulatory responsiveness, such as the approval of arsenic recovery
mechanisms and arsenic remedial surcharge mechanisms.*> 1 will address each of

the alleged “attractive attributes” Mr. Manrique has identified.

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

No. I have no reason to believe that regulatory mechanisms similar to accounting
orders are not available to any of the sample water utilities in the regulatory
jurisdictions in which they operate. Therefore, accounting orders do not make
Arizona attractive to investors relative to other investments. Besides, the nature of

accounting orders limits their attractiveness.

WHAT DO YOU MEAN?

In Arizona, accounting orders are narrowly tailored for specific circumstances and
generally only allow utilities to traék certain, specified costs. No rate recovery is
authorized or assured by such orders. Rather, accounting orders issued by this

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

WHAT ABOUT THE RECOGNITION OF “KNOWN AND
MEASURABLE” CHANGES?

Again, this is not a regulatory attribute unique to Arizona. In fact, I am not aware

of any jurisdictions that utilize an historic test year where adjustments based on

2 Manrique Dt. at 41.
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known and measurable changes cannot be made to either the test year rate base or
to test year revenue and expenses in order to make the test year a more “normal”
representation of the costs of service during the period in which the rates will be in
effect. Arguably, the failure to allow such changes would be unlawful.

In contrast, California, in which three of the six sample water companies
(American States, California Water, and SJW Corp.) primarily operate, uses future
test years in setting rates. Under that state’s rate making system, future expenses
can be increased to reflect expected changes including projected inflation, revenues
can be adjusted to reflect expected future erosion of revenues from water
conservation, and future expected capital investment can be recognized in rate
base. This regulatory approach is more attractive to investors than the simple
recognition of known and measurable changes to an historical test year.

Moreover, California allows adjuster mechanisms that permit utilities to
recover increases in purchased power and purchased water costs due to increases
rates charged by power and water providers. More recently, in connection with
implementing conservation-oriented rate structures, California has authorized water
revenue adjustment mechanisms to be implemented in order to offset revenue
erosion due to conservation. In some cases, California allows utilities to file for
adjustment mechanisms when unexpected significant capital investment has to be
made. By allowing revenues to change between rate cases to match known
increases in investment and operating expenses, utilities are given a reasonable
chance to earn their authorized return.

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

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

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

A39.

Q40.

A40.

conservation adjustment adopted by the Commission for an Arizona water utility

with inverted-tier rates designed to encourage water conservation.

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

To some extent. But generally these mechanisms have only for allowed recovery
of debt service costs not capital and depreciation. That was beneficial, particularly
for utilities that could not cash flow the debt service without this mechanism in
place. However, these mechanisms did not include recovery of increases in
operating and maintenance costs associated with the arsenic facilities. And, the
Commission has made it clear that such mechanisms were special cases intended to
address extraordinary circumstances, and their approval did not establish a
precedent for adjuster mechanisms in general. Thus, while approval of the ACRMs
was certainly helpful to the water utilities that obtained them, they do not make
Arizona’s regulatory environment more attractive to investors than other

jurisdictions, which routinely authorize cost recovery mechanisms.

ARE THERE ANY OTHER “ATTRACTIVE ATTRIBUTES” THAT MAKE
OTHER JURISDICTIONS ATTRACTIVE RELATIVE TO ARIZONA?

Yes. For instance, as I discussed in my direct testimony, in many states in which
Aqua America operates, utilities are permitted to implement surcharges to recover
additional depreciation and capital costs outside the context of a rate case.” Aqua

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

Company (Eastern Group), Decision No. 66849 (March 19, 2004).
“¢ Bourassa COC Dt at 19-20.
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Q4l.

A41.

a final decision in a rate case.*” In addition, in certain states in which Aqua
America operates, utilities are allowed surcharges to reflect changes in certain costs
until such time as the costs are incorporated into base rates.*® Pennsylvania allows
water utilities to collect a distribution system improvement charge (“DISC”) for the
replacement of mains, storage tanks and other distribution system infrastructure.
Similarly, Middlesex operates utilities in Delaware, which also allows for the
implementation of a DISC for the recovery of depreciation and capital costs outside
the context of a rate case. Delaware also allows plant expected to be constructed
within three years from the end of the test period to be included in rate base. These

attributes are attractive to investors, and none of them are available in Arizona.

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

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

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

*1d.
46 Id

*" e.g. Arizona-American Water Company, Arizona Water Company, American States Water
Company, Algonquin Power & Utilities Corp.
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1 are attempting to develop a fair and reasonable return on invested capital and,
2 ultimately, rate of return on rate base. The Commission has broad discretion, and
3 may choose to use historic test years with limited out-of-period adjustments, refuse
4 to approve adjuster mechanisms for water and wastewater utilities, and impose
5 inverted-tier water rates without considering the impact on the utility’s revenues.
6 But if it does choose to adopt these policies, it cannot also ignore the impact on
7 investment risk. The criteria established by the Supreme Court in decisions such as
8 Bluefield Water Works apply in Arizona too.
9
10 | Q42. ARE YOU AWARE OF ANY STUDIES THAT SUPPORT YOUR
11 TESTIMONY THAT ARIZONA IS NOT AN ATTRACTIVE
12 REGULATORY ENVIRONMENT?
13 | A42. Yes. Standard and Poor’s, for example, issued a report in November 2008 that
14 ranked Arizona among the least credit supportive regulatory environments.® A
15 more recent example is the Janney Capital Markets (“Janney”) ranking of water
16 utility regulation and valuation which places Arizona at the bottom of the list. A
17 copy of the Janney report is attached at Rebuttal Exhibit TIB-COC-RB4. Investors
18 do recognize the overall effect of the unfavorable regulatory environment here in
19 Arizona.
20
21 | Q43. IS THERE A WAY TO PRECISELY QUANTIFY THE EFFECT OF THESE
22 ADDITIONAL RISKS (OTHER THAN FIRM SIZE) ON THE RETURN
23 REQUIRED BY AN INVESTOR?
24 | A43. No. But that does not justify ignoring the differences between the sample utilities
25 48 Assessing U.S. Utility Regulatory Environments, Rating Directs, Standard and Poor’s
26 | (November 7, 2008).
ROBERTSON, 2.
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Q44.

Ad4.

Q45.

A4S,

and GWC, as Staff proposes.

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

reflected in the market for small firms.*

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

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

returns on enterprises with comparable risks (the “comparable earning standard™).

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

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

4 Pratt at 56.
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Q46.

A46.

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

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

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

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

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

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

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

5% See Docket No. SW-02361A-08-0609.
3% Manrique Dt. at 42-43.
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Ad7.

Q46.

Adb6.

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

resounding “no”.

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

Mr. Manrique criticizes my use of 5 years of historical data to estimate growth. I
can provide similar criticism of Mr. Manrique’s decision to use 10 years of
historical data. A 10-year period includes one period of economic expansion and
two periods of economic recession. I believe a 5-year historical time period is more
appropriate because it includes one recent period of economic expansion and one
period of economic recession. Regardless of the time period, however, past growth
rates can be misleading because past growth rates may reflect changes in relevant
variables that may not be expected to continue in the future. Value Line reports
both 5- and 10-year historical growth in earnings, dividends, book value, cash flow,
and revenues. Long-term analysts’ forecasts are reported for 5-year periods. This
information would not be reported unless it represented value to investors, whether

for informational, forecasting, or analytical purposes.

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

For all practical purposes, my S-year and 10-year estimates of growth as well as
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Q47.

A47.

Q48.

A43.

Q49.

A49.

my overall cost of equity in the instant case would have been about the same.

REBUTTAL TO RUCO’S COST OF CAPITAL ANALYSIS, TESTIMONY
AND RECOMMENDATIONS

A. Proxies Used to Develop Cost of Equity
IS MR. RIGSBY’S SAMPLE GROUP DIFFERENT THAN THE
COMPANY’S AND STAFF’S SAMPLE?

Yes. Mr. Rigsby uses three publicly traded water utilities. He used the three
largest water utilities out of the six water utilities that I have used, the same ones

Staff typically uses when performing its cost of capital analysis.

DO YOU HAVE ANY CONCERNS REAGRDING MR. RIGSBY’S WATER
PROXY GROUP?

Yes. It is limited to only 3 companies (American States Water, Aqua America, and
California Water Company). Mr. Rigsby ignores the three other water utilities
used by both Staff and myself (Connecticut Water, Middlesex Water, and SJW
Corp.). More than three water companies are followed by Value Line. Mr. Rigsby
states that he does not use these companies because Value Line does not provide
the same type of forward-looking information (i.e. long-term estimates of return on

common equity, and share growth).>®

DOES THIS PREVENT THESE COMPANIES FROM BEING USED IN A
PROXY GROUP?

Clearly, no. Both Staff and the Company utilize these companies in their respective

56 Rigsby Dt. at 20.
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Q50.

AS0.

QS51.

ASl1.

Q52.

AS2.

proxy groups. Despite the lack of some forward-looking information, beta’s and
historical information are available from Value Line. Further, forward looking

estimates for earnings are available from Zacks, Morningstar, and Yahoo Finance.

ARE THERE CURRENTLY FORWARD LOOKING ESTIMATES OF
LONG-TERM RETURNS ON COMMON EQUITY AND SHARE GROWTH
FOR SJW CORP. FROM VALUE LINE?

Yes.”’

DOES MR. RIGSBY ALSO USE GAS DISTRIBUTION COMPANIES TO
DEVELOP HIS ESTIMATE OF THE COST OF EQUITY?

Yes, this helps to overcome his small water utility sample. Mr. Rigsby uses 9
natural gas companies. However, the sample gas utilities he uses are less risky and
therefore not comparable to water utilities. His sample water companies, for
example, have an average beta of 0.72, while his sample gas companies have an
average beta of just 0.66.® That means that the equity cost for the water utility
sample is greater than the gas utilities sample, based on their relative riskiness.
Even though the water utility sample has more systematic risk than the gas utility
sample, Mr. Rigsby assumes that the gas utilities and water utility have the same

systematic risk and are directly comparable. They are not.

CAN GAS UTILITIES BE USED TO ESTIMATE GWC’S COST OF
EQUITY?

Yes, but it is only fair and proper to use gas companies if the results produced by

%7 See Value Line Ratings and Reports, April 22, 2011.
%8 See RUCO Schedule WAR-7, page 1 of 2.
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the DCF and CAPM models are adjusted upward to reflect the water utilities’

additional risk. Mr. Rigsby made no such adjustment.

HAS THIS ISSUE EVER COME UP BEFORE?

Yes. In several prior cases, water utilities presented evidence of the cost of equity
using financial data for a similar group of publicly traded gas companies, which at
that time had a higher average beta than the water utility sample. In rejecting this
evidence, the Commission adopted Staff’s argument that because the water utility
sample had a lower average beta than the gas utility sample, the cost of equity for
the water utility should be lower.”

For example, in Arizona Water Company’s Eastern Group rate case, Staff
determined, based on an analysis using the CAPM, that the cost of equity for the
sample gas utility group was approximately 100 basis points higher than the water
utility sample group based on the average betas for each industry proxy.® The
water utility sample had an average beta of 0.59, while the gas utility sample had
an average beta of 0.69. Therefore, Staff’s cost of capital witness in that case, Mr.
Joel Reiker, testified that its estimate of the gas utilities’ cost of equity “would
require a significant downward adjustment” to make the two industry groups
comparable in terms of market risk.®! Here, in contrast, a significant upward
adjustment to the gas utility sample’s average cost of equity is necessary to make

the gas utility sample comparable to RUCO’s water utility sample.

5 Arizona Water Company (Eastern Group), Decision No. 66849 (March 19, 2004) at 21; see also
Arizona-American Water Company Decision No, 67093 (June 30, 2004) at 27.

5 Staff estimated that the cost of equity for the gas utilities was 10.4% using the CAPM, while the cost of
equity for the water utilities was 9.4% ~ a difference of 100 basis points. See Direct Testimony of Joel M.
Reiker, Docket No. W-01445A-02-0619 (filed July 8, 2003), Sch. JMR-7, Sch. JMR- 18.
§! Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619 (filed July 8, 2003) at 26 (italics
original). See also Decision No. 66849 at 21.
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As54.

Q5s.

AS5S.

CAN YOU QUANTIFY THE ADJUSTMENT NEEDED IN THIS CASE TO
MAKE THE GAS UTILITIES SAMPLE COMPARABLE TO THE WATER
UTILITIES SAMPLE?

Yes. By averaging the results of his equity cost estimate for the water utility
sample with his equity cost estimate for the gas utility sample, Mr. Rigsby has
depressed the cost of equity estimates. For example, the average of Mr. Rigsby’s
CAPM estimates for the water companies and gas companies are 6.0 percent and
5.7 percent, respectively. This is a 30 basis point difference, which reflects the

relative riskiness of the two sample groups.

HOW WOULD YOU FACTOR IN THE DIFFERENCE IN RISK
INDICATED BY THE AVERAGE BETA OF EACH UTILITY GROUP IF
YOU WERE TO USE THE GAS UTILITIES?

By using the CAPM, as Staff did in the Arizona Water Company case. As I
explained above, the difference between the results produced by Mr. Rigsby’s
CAPM model is 30 basis points. Because of the method used by Mr. Rigsby to
implement the CAPM, however, 30 basis points understates the required
adjustment to properly reflect the gas utilities’ lower investment risk. If my
method and inputs are used instead, similar to the method used in the
aforementioned Arizona Water Eastern Group case, the risk differential is 110

basis points, calculated as follows:

Rf Beta Rp K
Historic MRP — Gas 51% + 066 X 67% = 9.5%
Current MRP - Gas 51% + 066 X 109% = 12.3%
Average Gas Utility Sample 10.9%
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Average Water Utility Sample® 11.8%
Difference/Risk 1.1%
Adjustment

Given this difference, it is clearly inappropriate to simply average the gas utilities’
equity cost with the water utilities’ equity cost, as Mr. Rigsby has done. This error
assumes that an average gas utility has the same investment risk as an average
water utility, which is simply not the case at the present time. As a result,

Mr. Rigsby’s use of gas utilities depresses the cost of equity for GWC.

ARE THERE ANY OTHER INDICATIONS, BASED ON RUCO’S GAS
UTILITY SAMPLE, THAT GWC'S COST OF EQUITY IS
CONSIDERABLY HIGHER THAN THE RECOMMENDATIONS OF
RUCO AND STAFF?

Yes. The Commission recently authorized a 10.0 percent return on equity for
Southwest Gas Corporation. In April 2010, the Commission adopted a 9.5
percent return in equity in the rate case for UNS Gas.**  So, recent decisions on
cost of equity for gas companies have averaged 9.75 percent. The water utility
sample group has significantly more market risk than the gas utility sample group,
and therefore has a higher cost of equity. The indicated cost of equity for GWC,
based on the Commission’s recent decision for Southwest Gas and for UNS Gas, is
10.85 percent (9.75% + 1.1%, as shown above). That equity cost is substantially
higher than the cost of equity produced by Mr. Rigsby’s models, 7.54 percent, or
the 9.0 percent equity return he has recommended for GWC. Again, it is apparent

62 See Rebuttal Schedule D-4.12.
& Decision No. 70665 (Dec. 24, 2008).
5 Decision No. 71263 (April 14, 2010).
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Q57. WHAT OTHER CONCERNS DO YOU HAVE WITH RESPECT TO MR.

AST.

that something is wrong with the methods and inputs Mr. Rigsby has used in this

casc.

B. Criticisms of RUCO’s Implementation of the CAPM

RIGBY’S CAPM ANALYSIS?
I have five other concerns with respect to Mr. Rigsby’s CAPM analysis. First,

Mr. Rigsby employs a geometric average in calculating the market risk premium in
his CAPM. His choice to use geometric average depresses his cost of equity
estimate downward. As various finance experts have explained, an arithmetic
average is the correct approach to use in estimating the cost of capital.®’ In fact,
the CAPM was developed on the premise of expected returns being averages and

risk being measured with the standard deviation. As Dr. Morin states:

Since the [standard deviation] is estimated around the
arithmetic average, and not the geometric average, it is logical
to stay with arithmetic averages to estimate the market risk
premium. In fact, annual returns are uncorrelated over time,
and the objective is to estimate the market risk premium for
the next year, the arith%%etic average is the best unbiased
estimate of the premium.

My attachment at Rebuttal Exhibit TIB-COC-RBS includes an excerpt from Dr.
Roger Morin’s textbook on regulatory finance, which provides a detailed
discussion of this issue. Dr. Morin cites several academic studies that explain what
the arithmetic average is and why it’s the correct average to adopt when relying on
past data. The conclusion of the financial experts is that while the geometric mean

is useful in comparing what happened in the past, it should not be used to

8 Richard A. Brealey and Stewart C. Myers, Principles of Corporate Finance Chapter 7 (7th ed. 2003);
Morin, supra at 156-157; Ibbotson SBBI 2009 Valuation Yearbook 56-58.

5 Morin, supra, at 156-157.
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Q58.
A58,

determine estimates of expected future returns, future growth rates, or market risk

premiums.

WHAT IS YOUR SECOND CONCERN?

Second, Mr. Rigsby incorrectly uses the U.S. Treasury total returns rather than
income returns. As I explained in my direct testimony, the market risk premium is
calculated by subtracting the risk-free rate from the market return.®’” As shown on
Schedule WAR-7, at page 2, attached to Mr. Rigsby’s direct testimony, the total
return used to calculate the market risk premium was 6.3 percent (11.8% total
return of large company stocks minus 5.5% total return of intermediate government
bonds). This was the average total return on an intermediate-term Treasury (1926-
2011) as published in the 2010 Ibbotson SBBI Valuation Edition Yearbook (Table
2-1). By contrast, the average income return for an intermediate-term Treasury
security was 4.7 percent and the market risk premium using this figure would be
7.1 percent (11.8% total return of large company stocks minus 4.7% income return
of intermediate government bonds) — 70 basis points higher.

The reason that an average income return must be used, rather than the
average total return, is very simple. The CAPM is a risk premium methodology
that is based on the premise that an investor expects to eamn a return equal to the
return on a risk-free investment, plus a premium for assuming additional risk that is
proportional to the security’s market risk (i.e., its beta). U.S. Treasuries are
commonly used as a proxy for the risk-free rate because they are backed by the
United States government, effectively eliminating default risk. The income return

is the portion of the total return that results from the bond’s periodic cash flow, i.e.,

87 Bourassa Dt. at 30.
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the interest payments. The income return provides an unbiased estimate of the
riskless rate of return because an investor can hold the Treasury security to
maturity and receive fixed interest payments with no capital loss or capital gain. If
the total return on a Treasury security is used instead, additional risk is injected
into the CAPM estimate, which is inconsistent with treating the security as a
riskless asset.

As explained by /bbotson:

Another point to keep in mind when calculating the equity
risk premium is that the income return on the appropriate-
horizon Treasury security, rather than the total return, is used
in the calculation. The total return is comprised of three
return components: the income return, the capital appreciation
return, and the reinvestment return. The income return is
defined as the portion of the total return that results from a
periodic cash flow or, in this case, the bond coupon payment.
The capital appreciation return results from the price change
of a bond over a specific period. Bond prices generally
change in reaction to unexpected fluctuations in yields.
Reinvestment return is the return on a given month’s
investment income when reinvested into the same asset class
in the subsequent months of the year. The income return is
thus used in the estimation of the equity risk premium
because it represents the truly riskless portion of the return.®®

As a consequence of incorrectly using U.S. Treasury total returns as well as
geometric average, RUCO’s CAPM estimate dramatically understates the cost of
equity for the water utility sample. If an intermediate-term Treasury security is
used as the proxy for the risk-free rate of return, the market risk premium would

increase from 6.3 percent to 7.1 percent using the conceptually correct arithmetic

averages.

Q59. WHAT IS YOUR THIRD CONCERN IN THIS AREA?
AS59. Mr. Rigsby incorrectly uses a 5-year U.S. Treasury rate as his risk-free rate. This

8 Ibbotson at 55.
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Q60.

A60.

depresses Mr. Rigsby’s CAPM cost of equity estimates. Use of a short-term

treasury rate is conceptually incorrect. As Dr. Morin states:

At the conceptual level, because common stock is a long-term
investment and because cash flows to investors in the form of
dividends last indefinitely, the yield on very long-term
government bonds, namely the 30-year Treasury bonds, is the
best measure of the risk free rate for use in the CAPM and
risk premium methods. The expected stock return is based
upon long-term cash flows, regardless of an individual’s
holding period. Ultility asset investments generally have long-
term useful lives and should be correspondingly matched with
longer-term maturity financing instruments. Moreover, short-
term Treasury bill yields reflect the impact of factors different
from those inﬂuencin% the yields on longer term securities
such as common stock.”

Currently, the difference in yields between a 5-year U.S. Treasury and a 30-year

U.S Treasury is over 230 basis points.

WHAT ARE THE FACTORS THAT MAKE USE OF SHORTER TERM
RATES DIFFERENT?

According to Dr. Morin, “short-term rates are volatile, fluctuate widely, and are
subject to more random disturbances than long-term rates leading to volatile and
unreliable equity returns.”” He goes on to state that “on grounds of stability and
consistency, the yields on long-term Treasury bonds match more closely with

“ For example, the Federal Reserve has

expected common stock returns.
announced that it will continue to hold interest rates down to support economic

recovery, resulting in extremely low short- and intermediate-term Treasury rates —

¢’ Morin at 151-152.
1d at152.

"
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Q61.

A61.

precisely the type of manipulation that Dr. Morin warns of in his text on regulatory

finance, quoted above.”

WHAT IS THE FOURTH PROBLEM WITH MR. RIGSBY’S CAPM
ESTIMATES?

Mr. Rigsby has ignored current market risk. This Commission has consistently
approved the use of a current market risk premium in implementing the CAPM in
water and wastewater utility rate cases. For example, in the Chaparral City’s 2005
rate case,” the Commission adopted Staff's recommended cost of equity, which
used an historic market risk premium and a current market risk premium in
implementing the CAPM.™ In this case, Mr. Manrique has developed his CAPM

estimate using a current market risk premium.”

Ignoring current market risk,
RUCO has relied exclusively on incorrectly calculated historic market risk
premiums.

Changes in the current market risk premium have been a significant factor in
the cost of equity authorized by the Commission for water and wastewater utilities.
In Arizona Water Company’s Eastern Group case, filed in 2002, Staff computed a
current market risk premium of 13.1 percent in its CAPM estimate, and relied on
that market risk premium in estimating a cost of equity of 9.2 percent, using the

76

same six sample water utilities.”” At that time, the country was in the midst of a

recession, and, according to Staff, interest rates had fallen to the lowest levels since

72 See, e.g., Blue Chip Financial Forecasts, April 1, 2011.

” Chaparral City Water Company, Decision No, 68176 (September 30, 2005).

™ See Direct Testimony of Alejandro Ramirez, Docket No. W-02113A-04-0616 (March 22, 2005);
Surrebuttal Testimony of Alejandro Ramirez, Docket No. W-02113A-04-0616 (May 5, 2005).

> Manrique Dt. at 29, Sch. JIMC-3.

78 Decision No. 66849 at 21 (March 19, 2004); see also Direct Testimony of Joel M. Reiker, Docket No.
W-01445A-02-0619, 24-25 (July 8, 2003).
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the 1950s.”” Moreover, the average beta of Staff’s water utility sample group was
only 0.59 at that time, indicating that investment risk for the water utility industry
was low relative to the market.”®

Two years later, Arizona Water Company filed a rate case for its Western
Group systems. Interest rates had increased from the levels in 2003, and the
average beta of the Staff’s sample utilities had increased as well, indicating greater
investment risk. However, Staff’s cost of equity estimate was virtually identical to
the Eastern Group case, 9.1 percent. ™ The primary reason was that Staff’s current
market risk premium had dropped from 13.1 percent to 7.8 percent.** The
Commission, in adopting Staff’s CAPM estimate, relied on this change, explaining
that “while interest rates have gone up, the cost of equity for the market as a whole
has decreased, while the cost of equity for utilities has remained relatively
stable.”®!

Even more recently, in Black Mountain Sewer Corporation’s rate case, the
Commission relied on a further decline in the current market risk premium to
support Staff’s recommended 9.6 percent cost of equity.® In that case, interest
rates and the average beta of the sample group were even higher than 2003 levels,
and while the result produced by Staff’s models was higher, the increase was not as

large as would be expected.83 The reason was that the current market risk premium

7 See Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619, 5 (July 8, 2003).

8 See Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619, 23 (July 8, 2003); see also
Decision No. 66849 at 20,

7 Surrebuttal Testimony of Alejandro Ramirez, Docket No. W-01445A-04-0650, Sch. AXR-8 (May 25,
2005).

8.

81 Arizona Water Co. (Western Group), Decision No. 68302 (Nov. 14, 2005).

82 Black Mountain Sewer Corp., Decision No. 69164 (Dec. 5, 2006).

# 1n the Black Mountain case, the intermediate-term Treasury used by Staff in its CAPM was 4.8 percent,
while the average beta of Staff’s sample group was 0.74. Surrebuttal Testimony of Pedro M. Chaves,
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had decreased to only 5.7 percent, reducing the result produced by the CAPM.
Thus, while interest rates increased and the investment risk of the water utility
sample had increased, Staff explained that those increases were offset by a decline
in the current market risk premium, indicating that the overall risk of the market
had declined.®*

As these decisions show, not only has the Commission consistently
considered the current market risk premium, but changes in the current market risk
premium have had a major impact on the cost of equity, offsetting changes in
interest rates and water utility betas in recent cases. Even Mr. Rigsby
acknowledged the importance of considering current market conditions in

determining the cost of equity:

Consideration of the economic environment iS necessary
because trends in interest rates, present and projected levels
of inflation, and the overall state of the U.S. economy
determine the rate of return that investors earn on their
invested funds. Each of these factors represent potential risks
that must be weighed when estimating the cost of equity
capital for a regulated utility and are, most often, the same
factors considered by individuals who are also investing in
non-regulated entities.*

In light of the current volatility in the financial markets, the failure to
consider current market risk grossly distorts the CAPM result. As previously

stated, Staff normally utilizes the current market risk premium in its CAPM

(520)-398-0411

Docket No. SW-02361A-05-0657, Sch, PMC-2 (May 4, 2006). In Arizona Water's Eastern Group case, in
contrast, the intermediate-term Treasury used by Staff in its CAPM was 3.3 percent, while the average
beta of Staff’s sample group was 0.59. Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-

0619, Sch. JMR-7 (July 8, 2003).
8 Black Mountain Sewer Corp., Decision No. 69164 at 25-26 (Dec. 5, 2006).

85 Rigsby Dt. at 38-39.
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®

Q62.

A62.

estimate, and Mr. Manrique has done so again in this case. Consequently, RUCO’s
use of two historic market risk premiums (one of which is conceptually wrong for
the reasons given previously) without considering the impact of current market risk

on investor expectations invalidates RUCO’s cost of equity estimate.

WHAT IS YOUR FIFTH CONCERN WITH MR. RIGSBY’S CAPM
ANALYSIS?

Fifth, and perhaps most importantly, two out of the four of Mr. Rigsby’s CAPM
estimates (one for water and two for the gas utilities), as well as his overall CAPM
result, are below the current cost of Baa investment grade bonds. The current cost
of investment grade bonds is 6.0 percent®® The following are the results of

Mr. Rigsby’s CAPM as shown on WAR-1, page 3 of 3:

Geometric mean CAPM estimate - water companies  5.35%
Arithmetic mean CAPM estimate - water companies  6.64%
Geometric mean CAPM estimate - gas companies 5.10%
Arithmetic mean CAPM estimate - gas companies 6.29%
Overall CAPM result 5.85%

A simple reality check should have caused Mr. Rigsby to question his inputs to the
CAPM. This further illustrates that RUCO’s methods are not only biased

downward, but should not be used.

C. Criticisms of RUCO’s Use of Hvpothetical Capital Structure and
Hypothetical Cost of Debt

% Federal Reserve, April 21, 2011.
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Q63.

A63.

Q64.

Ab4.

WHY DOES MR. RIGSBY RECOMMEND A HYPOTHETICAL CAPITAL
STRUCTURE?

Mr. Rigsby explains that he recommends a hypothetical capital structure in cases
where the utility has a capital structure containing 100 percent equity or does not
have third party debt with a financial institution or bondholders that rate payers

could benefit from.%’

DOES THIS EXPLANATION COMPORT WITH YOUR PAST
EXPERIENCE WITH RUCO.

Not entirely. While I believe that Mr. Rigsby has proposed a hypothetical capital
structure in some instances where there was a capital structure consisting of 100
percent equity, I do not recall any case where Mr. Rigsby used the excuse of the
lack of third part debt. In a recent rate case for Rio Rico Utilities (“RRUI”), Mr.
Rigsby explained that his hypothetical capital structure was intended to account for
RRUI’s lower financial risk as compared to his sample of publicly traded water
companies.®® In that case, RRUI had a 100% equity capital structure. Mr Rigsby
also explained in the Litchfield Park Service Company (“LPSCo”) rate case that
absent any debt, he typically recommends a hypothetical capital structure. In an
exchange with LPSCo’s counsel during hearing he provided the following response

regarding a 40 percent debt and 60 percent equity hypothetical capital structure:

Q. Do you agree with Mr. Sorensen that such a capital structure is an

appropriate capital structure for a water or sewer utility in Arizona?

(520)-398-0411

87 Rigsby Dt at 51.
88 See Direct Testimony of William A. Rigsby, Docket No. WS8-02676A-09-0257, at 51.
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A. Well, absent any debt, typically what I will recommend is a 60/40
capital structure, as I did in Gold Canyon. Okay? And the reason for
that is it provides the company with a little bit additional equity
capital in the structure in order to help to alleviate any investor or
any investor perceptions of business risk or risk that is unique to that
particular company. In this case, Litchfield Park, as I said, does
have actual debt. And so when I was making my decisions on
capital structure and so forth, typically what I do is, if a company
actually has legitimate debt, what I will do is I will typically go
ahead and recommend that actual / capital structure. Okay?
Typically I don't recommend anything, I don't recommend any
hypothetical capital structures unless we are looking at extremes,
in other words, capital structures that are comprised entirely of
common equity or, on the other hand, entirely debt® [emphasis

added]

So, Mr. Rigsby’s cited reason for his hypothetical capital structure as being the
lack of third party debt is new to me. Mr. Rigsby does not dispute there is actual
debt in the capital structure of GWC. He apparently does not like the fact that the
Company’s lender is an affiliate, E.C. Development.”® It seems to me that Mr.
Rigsby’s real problem is with the interest rate on this debt, not the actual debt

itself.”!

* Hearing Transcript- Litchfield Park Service Company, Docket No. SW-01428A-09-0103, etc.
Vol. V, pages 975-976.

%0 Rigsby Dt. at 53-54.
°1 Rigsby Dt. at 53.
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Q6s.

A65.

Q66.

A66.

DID RUCO RECOMMEND A 40 PERCENT DEBT 60 PERCENT EQUITY
HYPOTHETICAL CAPITAL STRUCTURE FOR LPSCO IN LPSCO’S
RECENT RATE CASE?

No.” LPSCo had about the same level of debt and equity as does GWC at about
18 percent debt and 82 percent equity.”

WOULDN’T THE SOLUTION TO THE ISSUE WITH RESPECT TO
AFFILIATE DEBT BE TO SIMPLY RECOMMEND AN INTEREST RATE
THAT IS MORE AGREEABLE TO RUCO?

Yes. That would have made the most sense. GWC already has debt in its capital
structure and, while I disagree with Mr. Rigsby’s recommend interest rate, he has
never-the-less recommended an interest rate he believes is appropriate. In the end
there would be no need for Mr. Rigsby to recommended a hypothetical capital
structure since, as he admits, he typically recommends a hypothetical capital
structure when there is no debt. In other words, when there is actual debt in the
capital structure there is no need for a hypothetical capital structure. Instead, Mr.
Rigsby recommends a hypothetical capital structure which effectively reclassifies
21 percent of the Company’s equity capital to low cost debt. It is apparent that Mr.
Rigsby seeks to lower the recommended return to the lowest possible result, not the
most appropriate result from an objective analytical perspective. In reality, Mr.
Rigsby’s hypothetical capital structure in and of itself increases the risk to

investors, and no amount of manipulation of the percentages of debt and equity can

92 See Direct Testimony of William A. Rigsby in Docket No. , Docket No. SW-01428A-09-0103,
etc, at 52.

93 Id
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Q67.
A6T.

Q68.

A68.

Q69.
A69.

compensate for that risk.

PLEASE EXPLAIN WHAT YOU MEAN, MR. BOURASSA.

Put bluntly, the use of a hypothetical capital structure in this instance is

confiscatory. By recommending a capital structure that assumes a higher amount

of debt for rate making than actually exists, Mr. Rigsby effectively turns the

investor’s equity investment into debt and then provides a return on that equity

investment equal to only 6.13 percent (Mr. Rigsby’s recommended cost of debt).
The lower return on equity investment resulting from the shift of equity

capital to debt produces a 6.6 percent effective return on equity.

PLEASE ELABORATE ON HOW YOU DETERMINED THE EFFECTIVE
6.6 PERCENT RETURN ON EQUITY.

RUCO recommends an operating income of $135,754.°* Deducting RUCO’s
interest expense of $42,378%° produces a net income of $93,378 ($135,754 -
$42,378). RUCQO also recommends a rate base of $1,729,190.96 The actual
proportion of equity that is funding RUCO’s rate base is $ $1,412,748 ($1,729,190
rate base x 81.7% actual equity in GWC’s capital structure). The effective equity
return is therefore 6.6 percent (893,378 / $1,412,748).

PLEASE CONTINUE.
In short, it is no secret why RUCOQO proposes a hypothetical capital structure.

RUCO seek to obtain a dramatically lower return on equity; far lower than the 7.54

5 See RUCO Schedule TIC-1, page 1 of 2.
%5 See RUCO Schedule TJC-1, page 2 of 2.
% See RUCO Schedule TIC-1, page 1 of 2.
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Q70.

A70.

Q71.

ATl.

percent indicated by Mr. Rigsby’s DCF and CAPM and his recommendation of 9.0

percent. For this reason, Mr. Rigsby’s recommended cost of equity of 9.0 percent

is pure fiction.

DOESN’T GWC HAVE LOWER FINANCIAL RISK COMPARED TO THE
PUBLICLY TRADED UTILITIES BY HAVING LESS DEBT IN ITS
ACTUAL CAPITAL STRUCTURE?

Yes. In fact, I have accounted for this in my amalysis.97 I have also accounted for
size risk which effectively offsets the lower financial risk of GWC. In any case,
based upon an effective equity return of 6.6 percent, the implied RUCO downward
financial risk adjustment is 240 basis points (9.0% minus 6.6%). I computed a
financial risk adjustment using the Hamada method of 70 basis points.”® Given
RUCO models, the RUCO financial risk adjustment would be less than 70 basis
points using the Hamada method. By any measure, a 240 basis point financial risk

adjustment is excessive and unwarranted at to GWC.

ARE DOWNWARD ADJUSTMENTS TO THE COST OF EQUITY FOR
FINANCIAL RISK COMMON?

No. Whether an adjustment is made often depends on whether a reasonable return
on equity is afforded to the utility based on consideration of all of the evidence in
the case. In some cases, even though the Hamada formula indicates a higher
downward adjustment, the adjustment to the cost of equity is less than what may be

indicated by the Hamada formula. In the Bella Vista Water Company case,” for

" Bourassa COC Dt. at 41.
%8 See Rebuttal Schedule D-4.13.
% Decision No. 65350 (November 1, 2002).
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Q72.
AT2.

example, the Hamada formula indicated an 89 basis point reduction to the cost of
equity which would have resulted in an 8.4 percent return on equity. However,
Staff did not recommend an 8.4 percent cost of equity, but rather recommended the
low end of its cost of equity range of 9.1 percent to 9.5 percent.'® The
Commission ultimately adopted Staff’s recommended 9.1 percent equity return.'®’
In the prior Black Mountain Sewer Company rate case,'® Staff’s cost of equity
analysis produced an indicated cost of equity of 9.60 percent (before adjusting for
financial risk). Staff’s calculated financial risk adjustment using the Hamada
formula was 50 basis points, but Staff did not recommend a downward adjustment

in that case.'® Ultimately, the Commission adopted a 9.6 percent return on

104

equity.

In the instant case, Staff is not recommending a downward financial risk

adjustment.

WHY NOT?

I am not sure. Staff has testified in the past for small companies that do not have

access to the capital markets. In those situations Staff does not recommend a

financial risk adjustment.
Whatever the rationale for Staff’s recommendation in the instant case, the

bottom line is that adjustments for financial risk must be used cautiously.

Consideration must always be given to whether the result is fair and reasonable

19 See Direct Testimony of William S. Reiker, Docket No. W-02465A-01-0776. 26-27 (April 29, 2002).
101 See Decision No. 65350 at 23.

192 See Decision No. 69164 (December 5, 2006).

193 See Surrebuttal Testimony of Pedro M. Chaves, Docket SW-02361A-05-0657, Sch. PMC-2 (May 4,
2006).

104 Decision No. 69164 at 27.
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Q73.

AT3.

under the circumstances. One reason for this is that cost of capital analyses are
based on financial data large, publicly traded water companies, which are not
directly comparable to relatively small water and sewer utilities in Arizona.'®
GWC also has more zero cost capital in its capitalization than the large publicly
traded water utilities. All things being equal, the higher proportion of zero cost
capital results in a lower capital cost per dollar of plant investment being reflected
in rate base. This, in turn, results in less rate impact which ultimately benefits rate

payers. But, as I testified in my rate base testimony, the higher proportions of zero

®  There are also

cost capital do not come without risk to the Company.'?
considerations regarding comparable earnings requirements set forth in the Hope

and Bluefield cases.

CAN YOU DEMONSTRATE THAT GWC HAS A LESS RATE IMPACT
THAN THE PUBLICLY TRADED UTLITIES DUE TO ITS HIGHER
PROPORTION OF ZERO COST CAPITAL 1IN ITS TOTAL
CAPITALIZATION?

Yes. I have illustrated this in a schedule attached hereto as Rebuttal Exhibit TIB-
COC-RB6. To make things more relevant to the instant case, I assumed my
recommended debt cost of 8.5 percent and equity cost 10.2 percent for GWC and
for my sample water utilities I assumed a debt cost equal to the average debt cost of
the sample water utilities, or 5.75 percent, and an equity cost equal to the average
currently authorized returns of the sample water utilities, or 10.1 percent. As
shown the impact on the revenue requirement from recognized rate base

investment for my sample water utilities is $9.92 while that for GWC is $8.99 —

195 Bourassa Dt. at 31-32.
196 Bourassa Rb. at 24-25.
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Q74.

A74.

The cost is 10 percent more for the sample water utilities than for GWC even at
higher debt cost and higher equity cost for GWC. In order for the cost per $100 of
rate base to be the same for both the water sample group and GWC, the cost of
equity would need to be increased to about 11.5 percent (keeping the debt cost at
8.5%). Thus, equity costs below 11.5 percent will have a benefit to GWC rate
payers over that of the sample water group even at the higher debt cost for GWC.
This makes sense because based upon total capitalization, the water utility sample
group has a overall weighted cost of 6.12 percent while the overall weighted cost
for GWC is much lower at 5.63 percent. It should be quite clear by now that
despite GWC’s lower proportion of debt in the capital structure and its higher debt
cost, rate payers ultimately benefit from GWC’s capitalization mix. The
Commission should not countenance manipulation of the return or the revenue
requirement through the use of hypothetical capital structures and hypothetical
debt, as RUCO proposes.

WILL GOODMAN WATER COMPANY HAVE SUFFICIENT EARNINGS
TO PAY DIVIDENDS AT A LEVEL COMPARABLE TO THE PUBLICLY
TRADED WATER UTILITY COMPANIES?

No. In fact, in order for the Company to pay dividends the payout ratio will need

to be above 100 percent of earnings. The computations are shown below:
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ATS.

Perspective 1 - Based Upon Rate Base

[1]  Total Rate Base Investment per RUCO $ 1,729,190
2] Actual % Equity per D-1 81.73%
18] Book Value of Equity [1] x[2] $ 1,413,267
[4] Expected Dividend Yield per D-4.7 3.563%
[5] Current market-to-book ratio publicly traded water utilities 1.0
[6] Book Value Dividend Yield [4] x [5] 6.71%
[7] Cash Dividend [3] x[6] S 94,788
[8] RUCO Recommended Operating Income $ 135,754
[8] Less: Annual Interest Expense from D-2 ($43,133)
[10] Earnings Available for Dividends [8] - [9] $ 92,621
[11] Less: Dividends [7] $ (94,788)
[12] Retained Earnings [10] - [11] $ (2,167)
[13] Pay-out ratio [11)/[10] 102%

A payout ratio of over 100 percent is not sustainable.

IN REALITY ISN'T IT MUCH WORSE THAN THIS FROM THE
PERSPECTIVE THAT THE TOTAL INVESTED CAPITAL OF GWC IS
NEARLY 2.3 MILLION; AND, DOESN’T A UTILITY HAVE TO SUPPORT
THAT CAPITAL WITH ITS EARNINGS?

Yes and yes. Let me address the first part of the question. The total invested
equity capital in GWC is $2,269,765 as shown on Rebuttal Schedule D-1. Because
of RUCO’s recommendation to disallow plant investment in the instant case, there
is a large and significant discrepancy between rate base and invested capital. With
respect to the second part of the question, all invested capital must be supported as
each dollar of capital has an earnings requirement. Whether each dollar is
recognized in rate base it never-the-less has capital costs and these costs must be

absorbed by earnings from existing investments. When there is a discrepancy
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between invested capital and rate base, there exists the real possibility of severe

losses. As Dr. Morin states:

The totality of a company’s capital has to be
serviced... Therefore, the allowed rate of return on common
equity is applicable to the total common equity component of
the total investments of the utility company. Anything less
than that has the direct and immediate effect of reducing
common equity return below the level needed to meet the
capital attraction and the comparable earnings standards
articulated in the Hope and Bluefield decisions. To apply an
allowed rate of return to a rate base that does not maintain the
integrit}/ of that capital does not enable the company to attract
capital. o7

A second perspective reflecting invested equity capital and using computations
similar to the previous analysis shows that the Company will have a pay-out ratio

of over 160 percent of earnings. These computations are shown below:

Perspective 2 - Based Upon Equity investment

[11 Total Capital per D-1 $ 2,777,216
[2] % Equity per D-1 81.73%
[3] Book Value of Equity [1] x[2] $ 2,269,819
[4] Expected Dividend Yield per D-4.8 3.53%
[5] Current market-to-book ratio publicly traded water utilities 1.90
[6] Book Value Dividend Yield [4] x [5] 8.71%
[7] Cash Dividend [3] x[6] $ 146,830
[8] RUCO Recommended Operating Income $ 135754
[8] Less: Annual interest Expense from D-2 {$43,133)
[10] Earnings Available for Dividends [8] - [9] $ 92,621
[11] Less: Dividends (7] $ (152,237)
[12] Retained Earnings [10] - [11] $ (59,616)
[13] Pay-out ratio [11}/[10] 164%

197 Aforin at 497-498.
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Q76.

AT6.

Q77.

ATT.

Again, a payout ratio of over 100 percent is not sustainable.

WHAT IS THE S YEAR AVERAGE PAYOUT RATIO OF THE PUBLICLY
TRADED WATER UTILITIES?
The 5 year historical average payout ratio of the publicly traded water utilities is

about 74 percent.

WHAT WOULD HAPPEN TO THE VALUE OF AN INVESTMENT IN
GWC IF GWC PAID DIVIDENDS AT THE PROPORTION OF EARINGS
COMPARABLE TO THE PUBLICLY TRADED UTILITIES?

The value of the equity investment in GWC would necessarily decrease. If GWC
paid out 74 percent of its net earnings so that it is comparable to the publicly traded
water utilities, it would pay dividends totaling about $68,539 ($92,621 times 74
percent). However, this would translate to a dividend yield of only 2.4 percent
(368,359 cash divided by $1,413,267 book equity times 1.9 market-book ratio)
under the first perspective shown above (“Perspective 1) and 1.6 percent ($68,539
cash dividend divided by $2,269,819 book equity times 1.9 market-book ratio)
under the second perspective shown above (“Perspective 2”). However, investors
expect a dividend yield of 3.53 percent, so the value of an investment in GWC
would need to decrease to $1,967,875 million (869,466 divided by 3.53 percent)
compared to a market value of $2,685,207 under Perspective 1 and decrease to
$1,967,875 ($69,466 divided by 3.33 percent) compared to a market value of
$4,312,656 (32,269,819 times 1.9) under Perspective 2 in order for investors to

receive a 3.53 percent dividend yield. In other words, GWC investors will lose
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Q7s.

AT78.

Q79.

AT9.

approximately $717,332 ($1,967,875 minus $2,685,207) to $2,344,781 ($4,312,656
minis $1,967,875) of investment value depending on the perspective. No matter
how you look at it, GWC’s investors will lose a significant amount of investment
value. The market-to-book ratios would drop precipitously from the 1.9 of the
publicly traded water utilities to 1.4 ($1,967,875 divided by $1,413,267) or to 0.87
(51,967,875 divided by $2,269,819) under Perspective 2.

WHAT WOULD THE RATE OF RETURN THAT IS APPLIED TO RUCO’S
PROPOSED RATE BASE NEED TO BE IN ORDER FOR THE COMPANY
TO BE COMPARABLE TO THE PUBLICLY TRADED WATER
COMPANIES?

9.9 percent. Let me explain. Under Perspective 1, if GWC has a payout ratio of
74 percent, then it must have earnings after interest of about $128,149 ($1,413,267
book equity investment in rate base times 6.71% book dividend yield divided by 74
percent). Adding back interest of $43,133 to the $128,149 results in a required
operating income of $171,282. RUCQO’s proposed rate base is $1,729,190'% 5o the
return required is 9.9 percent ($171,282 divided by $1,729,190).

WHAT DOES THE RETURN ON EQUITY NEED TO BE IN ORDER TO
PRODUCE A 9.9 PERCENT OVERALL RETURN UNDER PERSPECTIVE
1 AND RUCO’S HYPOTHETICAL CAPITAL STRUCTURE?

12.42 percent. This can be found by first subtracting the weighted cost of debt
from the 9.8 percent return to get the weighted cost of equity then dividing the

weighted cost of equity by the percentage of equity in RUCO’s hypothetical capital

108 See RUCO Schedule TJC-1, page 1 of 2.
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structure. The weighted cost of debt based upon RUCO’s hypothetical capital
structure and the weighted cost of debt is 2.45 percent (6.13% times 40%) and the
percentage of equity in the hypothetical capital structure is 60 percent. So, the
computation is ((9.9% minus 2.45%) divided by 60%).

PLEASE CONTINUE.

Under Perspective 2 the overall return applied to RUCO’s rate base would need to
be 14.4 percent in order to have a payout ratio of 74 percent Under Perspective 2,
if GWC has a payout ratio of 74 percent, then it must have earnings after interest of
about $205,817 ($2,269,819 book equity investment times 6.71% book dividend
yield divided by 74 percent). Adding back interest of $43,133 to the $205,817
results in a required operating income of $248,950. RUCO’s proposed rate base is
$1,729,190', so the return required is 14.4 percent ($248,950 divided by
$1,729,190).

WHAT DOES THE RETURN ON EQUITY NEED TO BE IN ORDER TO
PRODUCE A 144 PERCENT OVERALL RETURN UNDER
PERSPECTIVE 2?

19.91 percent. Again, this can be found by first subtracting the weight cost of debt
from the 11.3 percent return to get the weighted cost of equity , and then dividing
the weighted cost of equity by the percentage of equity in RUCO’s hypothetical
capital structure. The weighted cost of debt based upon the actual capital structure
and RUCO’s cost of debt is 2.45 percent (6.13% times 40%) and the percentage of

equity in the hypothetical capital structure is 60 percent. So, the computation is

109 6o RUCO Schedule TIC-1, page 1 of 2.
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((14.4% minus 2.45%) divided by 60%).
Either way you look at it, Mr. Rigsby’s recommended return on equity of
9.0 percent fails the comparable earnings test and the capital attraction standards

set forth in Hope and Bluefield, contrary to his assertions.' '’

PLEASE COMMENT ON MR. RIGSBY’S HYPOTHETICAL COST OF
DEBT.

As already mentioned, Mr. Rigsby’s hypothetical cost of debt, applicable to 40
percent of his hypothetical capital structure, is 6.13 percent. He bases this debt
cost on the average weighted cost of debt for the large, publicly traded water
utilities in his water proxy group.'!! As I previously discussed, those water utilities
have, on average, net plant of $1.17 billion and revenue of $329 million.
Moreover, because of their size and the fact that they issue debt in the public
markets, most of these utilities have published bond ratings. Mr. Rigsby assumes
that GWC could raise debt capital at the same cost as these entities. I seriously

doubt that it could.

PLEASE RESPOND TO MR. RIGSBY’S TESTIMONY THAT THE
COMPANY COULD HAVE OBTAINED WATER INFRASTRUCTURE
AND FINANCING AUTHORITY DEBT AT A COST OF ONLY 3.86%.

Just because the Water Infrastructure and Financing Authority (“WIFA”) stated to
Mr. Rigsby that its current rates are as low as 3.86 percent does not mean the
WIFA would have approved a loan for GWC at 3.86 percent or under acceptable

terms. As I understand it, the 3.86 percent rate is for a program under the Clean

0 Rigsby Dt. at 6-7.
"1 Rigsby Dt. at 52.
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Water State Revolving Fund (“CWSRF™) and available to systems designated as
“Disadvantaged Community” and which qualify as a “Colonia Community”
through the federal government. A colonia is any identifiable community in the
U.S.-Mexico border regions of Arizona, California, New Mexico, and Texas that is
determined to be a colonia on the basis of objective criteria, including lack of a
potable water supply, inadequate sewage systems, and a shortage of decent, safe,
and sanitary housing. Rates for loans under the Drinking Water Revolving Fund
(“DWREF”’) currently range from 4.2 percent to 5.25 percent.

But, regardless of the interest rates available, there are a number of factors
which have a bearing on whether or not a system pursues a loan. They include: the
requirements for plant replacement reserve funds; debt reserve and coverage ratio
requirements; restrictions on dividends; encumbrances of water plant assets; legal,
accounting, engineering and other costs related to obtaining the debt financing;
“Buy America” stipulations; loan monitoring and reporting requirements; and,
personal guarantees of the owners. Restrictive loan covenants can have a dramatic
impact on the investment risk to equity holders, particularly when cash flows must
be diverted to restricted funds, and, either as a consequence of a cash flow
diversion to restricted funds or by loan requirements, dividends are restricted or
suspended, and personal guarantees are required. So, a seemingly low interest rate

on a loan often does not come without costs and risks to equity capital.

DIDN’T THE COMPANY INVESTIGATE OBTAINING A WIFA LOAN IN
2009?

Yes. Upon investigation the Company was not only very concerned about the
WIFA requirements, but also the perceived limited availability of the WIFA funds

given the nature of the plant being funded and the size of the request for funds. In
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the end, the Company did not pursue the loan.

WHAT WERE SOME OF THE WIFA REQUIREMENTS THAT CAUSED
CONCERN?

WIFA requires debt reserve and plant reserve replacement fund payments to be
made in addition to the debt service payments. These required payments have a
significant impact on available cash flows. There were also concerns over the
“Buy America” provisions which the Company believed were not only overly
burdensome but would have added a significant cost to construction. Further, the
legal and other costs to close the loan were estimated to be substantial. Finally,
there were concerns over restrictions on dividends and requirements for personal

guarantees from the owners.

DOES THE LOAN WITH E.C. DEVELOPMENT CONTAIN
RESTRICTIVE LOAN COVENANTS (E.G. DEBT RESERVE
REQUIREMENTS, PERSONAL GUARANTEES, DIVIDEND
RESTRICTIONS, “BUY AMERICA” PROVISIONS, ETC)?

No. Further, the only closing costs were the cost of an appraisal and some legal

costs totaling less than $4,300.

WHAT ABOUT THE INTEREST RATE OF 8.5 PERCENT?

The Company obtained the loan in early 2008. During that time investment grade
bonds yields were in the range of about 6.5 percent to 7.0 percent.  Given the
Company’s size, financial history and the credit market conditions at the time, the
Company was advised that a premium of 150 to 200 basis points was required. In
early 2008, Baa investment bond yields were in the range of about 6.4 to 6.7

percent. It turns out that investment grade bond yields averaged 7.44 percent for
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2008 and peaked at over 9 percent. It also turns out that investment grade bond
yields for 2009 averaged 7.29 percent. Remember too, small businesses had
extreme difficulty obtaining loans during this period. To some extent, the tight
credit markets for small businesses still exist today. Banks are still reeling over the
bad residential and commercial loans that they made before the financial crisis and
remain credit risk-adverse. So, the 8.5 percent rate was and is reasonable under the

circumstances irrespective of any affiliate relationship.

WHAT ARE THE WEIGHTED COSTS OF DEBT FOR THE PUBLICLY
TRADED UTLITIES?

The publicly traded water utilities overall weighted costs of debt range from 4.7
percent to 6.9 percent based upon their respective 2010 Form 10K’s. The weighted

debt cost and the range of debt cost for each utilities notes/debentures is listed

below:
Overall Max. Min.
Weighted Cost of  Interest Rate Interest Rate
Company Debt on Debt on Debt
American States Water AWR) 6.93% 9.56% 0.00%
Agqua America (WTR) 5.25% 10.40% 0.00%
California Water (CWT) 6.14% 9.86% 4.58%
Connecticut Water (CTWS) 4.79% 5.13% 4.00%
Middlesex Water (MSEX) 4.72% 8.05% 0.00%
SJW Corp. (SJW) 8.49% 9.45% 2.50%
Average 5.72% 8.74% 1.85%

I have attached hereto as Rebuttal Exhibit RIB-COC-RBS the relevant page(s)
from the Form 10K’s detailing each utility’s long-term debt obligations.

As you can see from the table above there is a fairly wide range of overall
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weighted costs of debt among the water utilities. For each individual utility, there
is an even wider range of debt costs (interest rates) among the various utility’s
individual notes and debentures. These wide ranges exist for many reasons which
include but are not limited to: 1) the credit market conditions at the time; 2) the
type of debt (secured v. unsecured, senior v. subordinated); 3) the term (length) of
the loan; 4) the credit rating and credit risks of the utility: 5) the amount of existing
debt; and 6) the amount of new debt. One of the key aspects of the publicly traded
water utility debt is that there are many individual notes/debentures of varying
smaller amounts that comprise the totality of debt. Because publicly traded utilities
have access to the capital markets, they have some degree of flexibility as to when
they acquire additional debt capital and can sometimes wait for better credit market
conditions. But, because water (and wastewater) utilities are capital intensive and
require significant amounts of plant in order to serve the ongoing needs of their
customers, the windows of opportunity for timing capital needs with optimum
market conditions are narrow or may not exist at all. In this light it is not
surprising to see the wide range of interest rates on the individual notes/debentures
of the water utilities. The reason is simple. Despite access to the markets, utilities
often do not control when the additional capital needs may arise or the credit
conditions when the capital is needed. As I stated earlier, GWC acquired its debt
capital in early 2008 when debt costs were relatively high and the credit markets
were tighter. Given that GWC does not have access to the credit markets and in
light of the data in the table above as well as the foregoing discussion, the cost of

debt of 8.5 percent should be considered reasonable.

INVESTMENT GRADE BONDS ARE CURRENTLY AT ABOUT 6.0
PERCENT. DO YOU HAVE A COMMENT?
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Q91. WHAT ARE THOSE INPUTS?
A91.

D. Criticisms of RUCQ’s Implementation of the DCF

Yes. Using the same criteria of a 150 to 200 basis point premium, I would price a
current loan absent restrictive covenants and personal guarantees for small
companies like GWC at 7.5 percent to 8.0 percent, not much less than the 8.5
percent. Of course, I am not sure you would even find a willing lender with no
debt convenient restrictions or the requirement to provide personal guarantee even
at the 8.5 percent rate.

The Company has recently made inquiries at several banks, to attempt to
refinance the existing debt. Based on my experience, I am not optimistic for two
reasons. First, banks tend to want to finance for shorter periods of time for plant
and equipment especially for water and wastewater utility plant — typically less
than 7 years. Second, personal guarantees of the owners are typically required.
Personal guaranteed for smaller firms is almost a given. If personal guarantees are

not provided by the owners, then the banks will not provide the loan.

DO YOU HAVE ANY CONCERNS REGARDING MR. RIGSBY’S DCF
ESTIMATES?

Yes. RUCO’s method of estimating his growth rates is subjective and cannot be
verified or replicated, in contrast to the methods I use. In his DCF model,
Mr. Rigsby relies on projected sustainable growth in order to estimate the dividend
growth rate. The difference, however, is that the key inputs necessary to estimate

the internal or retention growth rate are not disclosed by Mr. Rigsby.

Internal or retention growth is the expected growth in dividends due to the
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IV.

Q92. ON PAGE 11, 16, 30 and 31 OF HIS TESTIMONY, MR. SCHOEMPERLEN

A92. First, let me say that I did not “cherry pick™ the publicly traded water utilities used

retention of earnings. Retention growth is dependent on the percentage of earnings
retained (the retention ratio) and the expected return on common equity that is
applied to the retained earnings. Thus, the internal growth rate formula is:

Retention growth rate = br

Where: b = the retention ratio (1-dividend payout ratio)

r = the expected return on common equity

The problem with Mr. Rigsby’s implementation of this formula is that he does not
disclose the retention ratio or the expected return on common equity used to
calculate the retention growth rate. As a result, it is impossible to verify the

accuracy of his calculation of internal growth (br).

12 and he also attaches various

Mr. Rigsby lists various sources of data,
materials to his direct testimony. But there is no explanation of how any of these
materials were actually used. This approach effectively allows Mr. Rigsby to
simply select a growth rate that falls somewhere within a broad range and cannot

be verified.

REBUTTAL TO MR. SCHOEMPERLEN’'S COST OF CAPITAL
ANALYSIS, TESTIMONY AND RECOMMENDATIONS

A. Response to Criticisms on the Proxies Used to Develop Cost of Equity

ACCUSES YOU OF “CHERRY PICKING” THE SAMPLE WATER
COMPANIES YOU USED IN YOUR PROXY GROUP. PLEASE

COMMENT.

"2 Rigsby Dt. at 23-24.
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on my proxy group. The six water utilities in my proxy group are the same six
water utilities that Staff uses and has used for many years. RUCO uses three of the

six water utilities.

BRIEFLY, WHY IS PROXY GROUP NECESSARY IN A COST OF
CAPITAL ANALYSIS AND HOW IS IT SELECTED?

The comparable earnings standard set forth in the Hope and Bluefield decisions
require the rate of return afforded to utilities be similar to the return in businesses
with similar or comparable risks.'”> A proxy group of companies with comparable
risk is therefore the starting point in a cost of capital analysis.

There are two broad approaches to choosing a proxy group.''* The first
approach consists of selecting pure-play companies that are directly comparable in
risk to the subject utility. The companies are chosen using strict criteria with an
attempt to identify companies with the same investment risk as the subject utility.
There are several qualitative measures that influence investors’ assessment of risk
which can be used to screen companies. These include SIC classification, bond
ratings, beta risk, business risk scores, size, percentage of revenues from regulated
operations, common equity ratio, geographical location, etc.'?

The second approach is to select as large group of utilities as possible that is
representative of the utility industry average and make adjustments for any
difference between the subject utility and the industry average. Whether one
employs the direct approach or the indirect approach, the selection of companies

for a proxy group always raises the question of whether it is possible to select a

13 Bourassa Dt. at 13-14.
"4 Morin at 400,

115 Id
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group that are of comparable risk. Further, there is always the question of
identifying any differences in investment risk. The electric, natural gas, and water
utility industries have witnessed numerous takeovers, restructuring, corporate
reorganizations, unbundling, and increased competition over the last decade or so
which has made selections of proxy groups more difficult.'®

The Company, Staff and RUCO approaches are indirect methods.  The
water companies selected derive the vast majority of their revenues from regulated
operations. As shown in Rebuttal Schedule D-4.2, the six water utilities on average
derive over 90 percent of the revenues from regulated activities. These companies
were also chosen because they are publicly traded, are not in financial distress, and
there is a sufficiently long financial and market history from which to perform an
analysis. American Water Works, for example, was not used though it is publicly
traded and derives 89 percent of its revenues from regulated activities. This is
because American Water Works (AWK) only became a publicly traded entity in
2006 so arguably there is insufficient financial and market history at this time
perform a robust and meaningful analysis. Pennichuck Corporation (PNNW) which
also was not used is another example of a company that is not a good proxy
company candidate. PNNW has been in merger negotiations with the City of
Nashua and its stock price is heavily influenced by the pending merger.

The bottom line is that the water utility companies in my proxy group are
considered representative of the average of the industry. And, as I have stated
throughout my testimony, must be adjusted for differences in investment risk.
DOES MR. SCHOEMPERLEN IDENTIFY ANY WATER UTILITY
COMPANIES WHICH YOU SHOULD NOT HAVE USED AND/OR ANY

116 Id
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WATER UTILITIES YOU SHOULD HAVE USED IN YOUR PROXY
GROUP?
No.

A. Criticisms of Mr. Schoemperlen’s Recommended Cost of Equity
HOW DOES MR. SCHOEMPLEREN ARRIVE AT A COST OF EQUITY
OF 8.0 PERCENT?

I am not completely sure. He does not perform any generally recognized approach
to estimating the cost of capital by developing a comparable proxy group and then
performing an analysis using the DCF, CAPM, Comparable Earnings or Risk
Premium approach. It appears that Mr. Schoemperlen takes my DCF estimates of
7.0 percent and 7.4 percent that reflected only historical and projected dividend per

share (“DPS”) growth'!” and added a risk premium of 1 percent.''®

WHAT’S WRONG WITH THIS APPROACH?

There are at least two major problems with Mr. Schoemperlen’s approach. First,
he relies on only one method, the DCF. When measuring the cost of equity, which
involves measuring investor expectations, no single method provides a foolproof
and meaningful solution. Each method has underlying assumptions and requires
the exercise of considerable judgment on the reasonableness of those assumptions.
Second, he relies on only two methods of estimating investor expectations for
growth, namely historical and projected DPS growth. I do not use projected DPS
growth because there are analyst estimates for dividend growth for only three of

the six sample companies. Further, only one source (Value Line) provides

17 Bourassa Dt. at 29.
"8 Schoemperlen Dt. at 30.
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A97.

" measure of growth.'?’

projected DPS growth estimates. The wide availability of earnings growth
estimates compared to dividend growth estimates indicates a greater reliance by
investors on earnings rather than dividends for their investment decisions. Finally,
the indicated costs of equity were at or below the forecasts of yields on Baa
investment grade bonds which makes no sense.'”” It may be Mr. Schoemperlen’s
judgment that only historical and projected DPS growth matters, but there is a
plethoric of empirical evidence that show that investors simply do not rely on one
or two measures of growth. As I stated earlier, it turns out that studies indicate that
earning per share (“EPS”) growth, and in particular analysts estimates of EPS

growth, is the best measure of growth and DPS growth was the least preferable

IF ADOPTED, WOULD AN 8.0 PERCENT RETURN ON EQUITY BE
CONSISTENT WITH RECENT COMMISSION DECISIONS?

No. As I testified to earlier, Sahuarita Water Company (Decision 72177, February
11, 2011) was authorized a 10.3 percent return. In a recent case for Bella Vista
Water Company (Decision 72251, dated April 7, 2011) the Commission authorized
at 9.5 percent return on equity. It should be noted that in that case the 9.5 percent
return on equity was after an implied downward financial risk adjustment of 100

121

basis points. So, the implied return on equity before any financial risk

adjustment was 10.5 percent.

% Bourassa Dt. at 29.

120 Pavid A. Gordon, Myron J. Gordon and Lawrence 1. Gould, “Choice Among Methods of
Estimating Share Yield,” Journal of Portfolio Management (Spring 1989) 50-55.

21Decision 72551 at 32.
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1 B. Criticisms of Mr. Schoemperlen’s Recommended Hypothetical Capital
l 2 Structure and Hypothetical Cost of debt
' 3
4 | Q98. WHY DOES MR. SCHOEMPERLEN RECOMMEND A HYPOTHETICAL
' 5 CAPITAL STRUCTURE?
6 | A98. According to Mr, Schoemperlen that Company’s current capital structure is not
l 7 prudent.' He believes the Company should have a least 40 percent debt in order
8 to minimize the cost of capital.'” However, he provides no evidence that a 40
l 9 percent debt ratio would actually minimize the capital costs for a small firm like
10 GWC. Let me explain. Financial theory does suggest there is an optimal capital
l 11 structure for a given firm.'** That is, a capital structure that minimizes the weighted
' 12 average cost of capital. In simple terms, because of the lower cost of debt
13 compared to equity capital and the deductibility of interest, a firm can achieve a
l 14 lower overall cost of capital when debt is added. But, as the level of debt
15 increases, the cost of equity increases as the risks to equity holders increases. I
. 16 discussed this in my direct testirnony.]25 At a certain point, as the level of debt
17 increases the costs of debt also increase which then raises the total capital costs
' 18 above optimal levels. Financial theory provides limited guidance on what an
19 optimal capital structure should be.?® Studies have shown that there is a range of
l 20 debt to equity levels in a firm’s capital structure in which the average cost of
l 21 capital does not change appreciably.'”’
| 22 4 = Schoemperlen Dt. at 22.
l' 23 I P
‘ 2% Morin at 465.
241 s Bourassa Dt. at 21-22.
' 25 | '8 1g at 471,
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The imputation of a hypothetical capital structure which is different from
the actual capital structure implies the existence of an optimal capital structure for
a particular firm. But, the hypothetical capital structure must be such that the cost
and tax benefits of debt do not outweigh the increased equity costs. One could
argue that since the publicly traded water utilities have about 50 percent debt in
their capital structures that a 50/50 weighting of debt and equity should be applied
to all water utilities regardless of size or whether they have access to the capital
markets. This view is incorrect for many reasons.

First, the large publicly traded utilities have access to the capital markets
whereas small firms like GWC do not. Second, many of the large public utilities
have credit ratings which add confidence to credit markets which in turn keeps the
costs of debt reasonable over a wider range of levels of debt. Third, as I stated in
my direct testimony, smaller firms cannot support the same levels of debt in their

128 Smaller companies typically have greater variability in their

capital structure.
earnings which makes them more risky. This variability impacts the risk not only
to equity holders but to debt holders in small firms as well.

The bottom line is that the optimal levels of debt for small firms are not the
same as larger firms, and the relationship between changes in the capital structure
and the cost of capital are quite different. The overall cost of capital for a large
firm, for example, may be minimized and may not change appreciably in the range
of debt levels of 30 to 50 percent whereas that for a small firm may be minimized
and may not change appreciably from 20 to 40 percent. Above these ranges of

levels of debt, the cost of capital begins to increase as the costs and tax benefits of

debt outweigh the increased capital costs.

128 Bourassa Dt. at 22.
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A99.

Q100.

A100.

Q101.

A101.

PLEASE COMMENT ON MR. SCHOEMPLERLEN’S RECOMMENDED
COST OF DEBT.

Mr. Schoemperlen reclassifies 20.6 percent of equity investment to debt and
recommends a cost of 3.86 percent on this debt. Mr. Schoemperlen based the 3.86
percent on the rate available under certain loan programs from WIFA.  Putting
that aside, this debt comprises 51.5 percent of the total debt. In addition, Mr.
Schoemperlen retains 18.4 percent of the Company’s existing debt at a cost of 8.5
percent. This debt comprises 49.5 percent of the total debt. Thus, the overall cost
of debt is 5.82 percent (51.5 percent times 3.86 percent plus 49.5 percent times 8.5

percent).

DO YOU HAVE ANY ADDITIONAL COMMENTS REGARDING WIFA
DEBT?

No. I have previously testified on WIFA debt and the debt in general for small
companies like GWC. At this point, I would simply observe that reclassifiying 21
percent of GWC’s equity investment to debt capital and then providing a 3.86

percent return on that equity is unwarranted and confiscatory.

IS A DEBT COST OF 5.85 PERCENT REASONABLE FOR A SMALL
COMPANY LIKE GWC?

No. The 5.82 is lower than the cost of Baa investment grade bonds. GWC has no
bond rating and no access to the credit markets, as do the large publicly traded
utilities. GWC could not borrow at the same terms and interest rates of the large

publicly traded water utilities.
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Q102.

A102.

Q103.

A103.

PLEASE ELABORATE ON HOW YOU DETERMINED THAT THE
EFFECTIVE RETURN TO GWC UNDER MR. SCHOEMPERLEN’S
RECOMMENDATION FOR A HYPOTHETICAL CAPITAL STRUCTURE,
A HYPOTHETICAL COST OF DEBT OF 5.82 PERCENT, AND AN 8.0
PERCENT RETURN ON EQUITY WOULD RESULT IN AN EFFECTIVE
RATE OF RETURN ON EQUITY OF 5.87 PERCENT.

Mr. Schoemperlen recommends an operating income of $64,878.'% Deducting the
synchronized interest expense of $21,399 (recommended rate base of $906,756
times weighted cost of debt of 2.36 percent)*® produces a net income of $43,480
(864,878 - $21,399). Mr. Schoemperlen also recommends a rate base of
$906,756.°! The actual proportion of equity that is funding Mr. Schoemperlen’s
rate base is $740,818 ($906,756 rate base x 81.7% actual equity in GWC’s capital
structure). The effective equity return is therefore 5.87 percent ($93,378 /
$740,818).

ISN’T THE CURRENT COST OF INVESTMENT GRADE BONDS ABOUT
6.0 PERCENT; AND, ISN'T THIS HIGHER THAN MR.
SCHOEMPERLEN’S EFFECTIVE COTS OF EQUITY?

Yes.!3> Mr. Schoemperlen’s recommendation translates to a cost of equity which
absolutely makes absolute no sense. Mr. Schoemperlen obtains a dramatically
lower return on equity through his hypothetical capital structure and hypothetical

debt cost; far lower than his recommendation of 8.0 percent. Like Mr. Rigsby’s 9.0

129 See Schoemperlen Table 3 on page 25.

130 See Schoemperlen Table 3 on page 25.

B! See Schoemperlen Table 3 on page 25..
132 pederal Reserve, April 21, 2011.
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Q104.

A104.

percent, Mr. Schoemperlen’s recommended cost of equity of 8.0 percent is pure

fiction.

WILL GOODMAN WATER COMPANY HAVE SUFFICIENT EARNINGS
TO PAY DIVIDENDS AT A LEVEL COMPARABLE TO THE PUBLICLY
TRADED WATER UTILITY COMPANIES?

No. Like the analysis provide earlier, we can look at this in two ways: 1) from the
perspective of actual equity financing Mr. Schoemperlen’s proposed rate base
(Perspective 1); and 2) from the perspective of actual equity investment in GWC
(Perspective 2). Either way, the Company will have insufficient earnings to pay
dividends comparable to the publicly traded utilities. In fact, in order for the
Company to pay dividends the payout ratio will need to be well above 100 percent
of earnings depending on one’s perspective. The computations for Perspective 1

are shown below:

Perspective 1 — Based Upon Rate Base

[11 Total Rate Base Per Shoempetien $ 906,756
[2] % Equity per D-1 81.73%
[3] Book Value of Equity [1] x[2] $ 740,818
[4] Expected Dividend Yield per D-4.7 3.53%
[5] Current market-to-book ratio publicly traded water utilities 1.80
[6] Book Value Dividend Yield [4] x {5] 6.71%
[7]  Cash Dividend [3] x[6] $ 49,709
[8) Schoemperlen Recommended Operating Income $ 64878
[9] Less: Annual Interest Expense from D-2 ($43,133)
[10] Earnings Available for Dividends [8] - [9] $ 31,953
{11] Less: Dividends [7] $ (49,709)
[12] Retained Earnings [10]-[11] $ (17,756)
[13] Payout ratio [11}/[10] 156%
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The computations for Perspective 2 are shown below:

Perspective 2 - Based Upon Equity Investment

{11  Total Capital per D-1 $ 2777216
[2] % Equity per D-1 81.73%
[3] Book Value of Equity [1] x[2] $ 2,269,819
[4] Expected Dividend Yield per D-4.8 3.53%
[5] Current market-to-book ratio publicly traded water utilities 1.90
[6] Book Value Dividend Yield [4] x [5] 6.71%
[7]1 Cash Dividend [3] x[8] $ 146,630
[8] RUCOQO Recommended Operating Income $ 64878
[9] Less: Annual interest Expense from D-2 {$43,133)
[10} Earnings Available for Dividends [8] - [9] $ 31,953
[11] Less: Dividends [7] $ (146,630)
[12] Retained Earnings [10]-[11] $ (114,677)
[13] Payout ratio [11)/[10] 459%

Neither of these payout ratios are sustainable and are much higher than the publicly

traded water utility payout ratios.

Q105. WHAT WOULD HAPPEN TO THE VALUE OF AN INVESTMENT IN
GWC IF THE GWC PAID DIVIDENDS AT THE PROPORTION OF
EARINGS COMPARABLE TO THE PUBLICLY TRADED UTILITIES?

A10S. The value of an equity investment would necessarily decrease. If GWC paid out
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Q106.

Al06.

74 percent of its net earnings so that it is comparable to the publicly traded water
utilities, it would pay dividends totaling about $23,645 (831,953 times 74 percent).
However, this would translate to a dividend yield of only 1.7 percent ($23,645 cash
divided by $1,413,267 book equity times 1.9 market-book ratio) under the first
perspective shown above (Perspective 1) and 1.0 percent ($23,645 cash dividend
divided by $2,269,819 book equity times 1.9 market-book ratio) under the second
perspective shown above (Perspective 2). However, investors expect a dividend
yield of 3.53 percent, so the value of an investment in GWC would need to
decrease to $905,184 ($31,953 divided by 3.53 percent) compared to a market
value of $2,826,534 ($1,413,267 times 1.9) under Perspective 1 and decrease to
$905,184 ($31,953 divided by 3.53 percent) compared to a market value of
$4,312,656 ($2,269,819 times 1.9) under Perspective 2 in order for investors to
receive a 3.53 percent dividend yield. In other words, GWC investors will lose
approximately $1,911,350 ($905,184 minus $2,826,534) to $3,407,472 ($905,184
minus $4,312,656) of investment value depending on the perspective. No matter
how you look at it, GWC’s investors will lose a significant amount of investment
value. The market-to-book ratios would drop precipitously from the 1.9 of the
publicly traded water utilities to 0.64 (905,184 divided by $1,413,267) or to 0.21
($905,184 divided by $4,312,656) under Perspective 2.

WHAT WOULD THE RATE OF RETURN THAT IS APPLIED TO MR.
SCHOEMPERLEN’S PROPOSED RATE BASE NEED TO BE IN ORDER
FOR THE COMPANY TO BE COMPARABLE TO THE PUBLICLY
TRADED WATER COMPANIES?

12.16 percent. Let me explain. Under Perspective 1, if GWC has a payout ratio of
74 percent, then it must have earnings after interest of about $67,174 ($740,818
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Q107.

A107.

Q108.
A108.

book equity investment in rate base times 6.71% book dividend yield divided by 74
percent). Adding back interest of $43,133 to the $110,307 results in a required
operating income of $110,307. Mr. Schoemperlen’s proposed rate base is
$906,756'%, so the return required is 12.16 percent ($110,307 million divided by
$906,756).

WHAT DOES THE RETURN ON EQUITY NEED TO BE IN ORDER TO
PRODUCE A 12.16 PERCENT OVERALL RETURN UNDER
PERSPECTIVE 1?

16.33 percent. This can be found by first subtracting the weighted cost of debt
from the 12.16 percent return to get the weighted cost of equity then dividing the
weighted cost of equity by the percentage of equity in Mr. Schoemperlen’s
hypothetical capital structure. The weighted cost of debt based upon the
hypothetical capital structure and the cost of debt is 2.36 percent (5.82% times
40%) and the percentage of equity in the hypothetical capital structure is 60
percent. So, the computation is ((12.16% minus 2.34%) divided by 60%).

PLEASE CONTINUE.

Under Perspective 2 the overall return applied to Mr. Schoemperlen’s rate base
would need to be 27.47 percent in order to have a payout ratio of 74 percent
Under Perspective 2, if GWC has a payout ratio of 74 percent, then it must have
earnings after interest of about $205,817 ($2,269,819 book equity investment times
6.71% book dividend yield divided by 74 percent). Adding back interest of
$43,133 to the $205,817 results in a required operating income of $248,950. Mr.

133 See

Schoemperlen Table 3 on page 25.
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Q109.

A109.

Q110.

Al10.

Schoemperlen’s proposed rate base is $905,756'*, so the return required is 27.47

percent ($248,950 million divided by $905,756).

WHAT DOES THE RETURN ON EQUITY NEED TO BE IN ORDER TO
PRODUCE A 2747 PERCENT OVERALL RETURN UNDER
PERSPECTIVE 2?

41.88 percent. Again, this can be found by first subtracting the weight cost of debt
from the 27.47 percent return to get the weighted cost of equity then dividing the
weighted cost of equity by the percentage of equity in the capital structure. The
weighted cost of debt based upon the actual capital structure and Mr.
Schoemperlen’s cost of debt is 2.34 percent (5.82% times 40%) and the percentage
of equity in the hypothetical capital structure is 60 percent. So, the computation is

((27.47% minus 2.34%) divided by 60%).

IN REALITY ISN’T PERSPECTIVE 2 THE MOST REVELANT WITH
RESPECT TO THE ADEQUACY OF EARNINGS AND THE
COMPARABLITY OF EARNINGS TO THE PUBLICLY TRADED

UTILITY COMPANIES?
Yes. Again, the total invested equity capital in GWC is $2,269,765 as shown on

Rebuttal Schedule D-1. Because of Mr. Schoemperlen’s recommendation to
disallow plant investment in the instant case, there is a large and significant
discrepancy between rate base and invested capital. As I stated earlier, all invested
capital must be supported as each dollar of capital has an earnings requirement. I
discussed this subject in depth earlier in my testimony and will not repeat that

testimony here. That said, either way you look at it, Mr. Schoemperlen’s

134

See Schoemperlen Table 3 on page 25.
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recommended return on equity of 8.0 percent fails the comparable earnings test and

the capital attraction standards set forth in Hope and Bluefield.

Q111. DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY ON COST OF
CAPITAL?
Alll. Yes. Although my silence on any issue not discussed herein does not necessarily

constitute agreement with Staff, RUCO, or Mr. Schoemperlen.
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Appendix B
Analyst Growth-Forecast Research

This survey, prepared at the request of SDG&E by Dr. James H. Vander Weide,
Research Professor of Finance and Economics at Duke University, summarizes nine
articles that address whether analysts’ growth forecasts are overly optimistic. Seven of
the nine articles reviewed find no evidence that analysts’ growth forecasts are overly
optimis’;ic. Two find evidence of opﬁzl;isux, but also conclude that optimism has been
declining significantly over time. Of these two studies, one finds that analysts’ forecasts

for the S&P 500 are pessimistic for the last four years of the study. The summéries are

- listed in chronological order.

Crichfield, T., Thomss Dyckman.and Josef Lakonishok (1978). “An evaluation of
security analysts® forecasts.” The Accounting Review 53(3): 651-668.

The authors study the ability of security analyst to provide unbiased estimates of earnings

per share and compare analysts® forccasts to forecasts made using simple statistical
models based on historical EPS data. Their study is based on data during the period 1967
~ 1976 from the Earnings Forecaster published by Standard & Poor’s, and the final
mple consists of 46 firths. The authors conclude that the analysts perform well in terms
of forecast accuracy when compared to the forecasts produced by five statistical models.
Their tests also support the hypothesis that analysts predict EPS changes without
significant systematic bias.

‘Elton, E. J., Martin J. Gruber and Mustafa N. Gultekin (1984). “Professional

expectations: accuracy and diagnosis of exrors.” Journal of Financial and Quantitative
Analysis 19(4): 351-363.

The authors examine five questions regarding analysts’ EPS forecasts: (1) what is the
size and pattern of analysts’ errors; (2) what is the source of errors; (3) are some firms
more difficult to predict than others; and (4) is there an association between errors in
forecasts and divergence of analysts’ estimates. The authors use the I/B/E/S database of
eamings forecasts for a sample of 414 firms for the three years 1976 through 1978, and
they compare the I/B/E/S forecasts to actual earnings for each of the next two years. The
authors conclude that analysts were accurate in estimating the average level of growth in
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earnings for all stocks in the sample., However, analysts did have greater divergence of
opinion for some industries, and the diversion in analysts’ opinions is positively related to
forecast error.

Givoly, D., and Josef Lakonishok (1984). “Properties of analysts’ forecasts of earnings: 2
review and analysis of the research.” Journal of Accounting Literature.3: 119-148,

" Givoly and Lakonishok review the status of the research on security analysts’ forecasts
up to 1984, and they conclude that: (1) the performance of analysts’ forecasts is in
general superior to that of statistical models, a result that is consistent with a rational
market for forecasting services, where the higher costs of financial analysts’ forecasts is
compensated with better performance; and (2) financial analysts’ forecasts incorporate
the past history of realizations dnd predictions in an unbiased manner.

Brown, L. D. (1997). “Analyst forecasting errors: additional evidence.” Financial
. Analysts Journal November/December: 81-88,

Using data from I/B/E/S for the period 1985 — 1996, Brown studies whether:

(1) analysts’ forecasts are optimistic; (2) potential optimistic bias is canstant over time;
and (3) analysts® forecasting errors are smaller for S&P 500 firms, firms with large
market capitalization, firms with greater analyst following, and firms in particular
industries. For the entire period, Brown finds that model and median values of analysts'
forecast errors are zero, but mean errors are negative. He finds that the negative mean
forecast error results from a relatively small number of large forecast errors, indicating
that these errors are associated with large accounting write-offs for a small number of
firms in certain years. In addition, he finds that: (1) the mean analyst forecast error
decreases significantly over the period of his study; and (2) optimistic bias of mean
forecasts for S&P 500 firms is significantly less than optimistic bias for all firms, and,
indeed, analysts for S&P 500 firms are, on average, pessimistic for the years 1993 ~
1996; (3)optimistic bias is less for large firms than for small firms; and (4) optimistic bias
is less for firins in certain industries compared to other industries, with the best forecasts
for the following industries: food and related produets, transportation equipimient,
communications, and electric, gas, sanitary services.

Keane, M. P., and David E. Runkle (1998). “Are financial analysts’ forecasts of corporate
profits rational.” The Jowrnal of Political Economy 106(4): 768-805.

Keane and Runkle demonstrate that previous inferences regarding analyst optimism are
strongly affected by correlation in analyst forecast errors across forecasts and firms and
by unexpected accounting writc-offs and special charges. They develop a new estimator
of bias that gives correct statistical inference when forecast errors are correlated, and they
show that previous studies’ failure to account for correlation led to a conclusion that
analysts are optimistic. Using an I/B/E/S database over the period 1983 — 1991, they also
demonstrate that a correct test for analyst optimism leads to the conclusion that analysts
are unbiased.
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In addition to problems caused by correlation in analysts” carnings forecasts, the authors
also address the problems caused by unanticipated accounting accruals. Similar to
Abarbanell (2003), they demonstrate that statistical tests of optimism are distorted by
discretionary special accounting charges in the forecast period. Failure to adjust for
discretionary special accounting charges in the company sample under study distorts
statistical results in the direction of favoring the conclusion of biased analysts’ forecasts.
The authors conclude that the evidence in their paper strongly supports the view that
professional stock market analysts make rational forecasts of earnings per share for the
companies they follow.

Abarbanell, 1., and Reuven Lehavy (2003), “Biased forecasts or biased eamings? The
role of reported eamnings in explaining apparent bias and overfunderreaction in analysts’
earnings forecasts.” Journal of Accounting & Economics 36: 105-146.

Abarbanell and Lehavy investigate whether the apparent bias in analysts' earnings
forecasts that appears in some research studies is explained by large accounting write-offs
and special charges made by a small number of sample firms. The Abarbanell/Lehavy
study is based on a large database of consensus earnings forecasts provided by Zacks for
the period 1985 — 1998, When Abarbanell/Lehavy examire the distribution of analysts’
forccast errors over this time period, they find that the only statistical indication that
suppoits the arguimient for analyst optimism is a fairly large negative mean forecast eror.

- In contrast, the median etror is zero, suggesting unbiased forccasts, while the perceritage

of positivs errors is significantly greater than the percentage of negative etrors

(48 perceat versus 40 percent), suggesting apparent analyst pessimism. Similar to Brown
(1997), Abarbanell/Lehavy explain this phenomenon by observing that the left tail (the
optimistic tail of the distribution) contains significantly more extreme errors of greater
magnituds than the right tail (the pessirnistic tail) of the distribution.
Abarbanell/Lehavy's conclusion is supported by a correlation study that examines the
relationship between extreme negative forecast errors with extreme negative unexpected
accruals. The correlation study indicates a direct connection between the extreme ervors
in the left tail of the error distribution and unexpected accounting accruals. Once the
effect of accounting accruals is removed the study, Abarbapell/Lehavy find that the mean
forecast exror becomes Zero, indicating that there is no tendency for analysts’ forecasts to
be optimistic.

Ciccone, S. J. (20‘05). “Trends in analyst earnings forecast properties.” Infernational
Reviéw of Financial Analpsis 14: 1-22.

Ciccone examines trends in analysts forecast dispersion, error, and optimism using First
Call 120,022 quarterly observations from 1990 ~ 2001, He finds that analyst optimism
declined significantly over the period of his study and that analysts” forecasts for
profitable firms became pessimisﬁc in the last several years of his study period. He
concludes that analyst opumxsm is no longer an issue and that, “[1]f anything, analysts
have a new concern: carnings pessimism for profit firms.”
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Clarke, J., Stephen P. Ferris, Narayanan Jayaraman, and Jinsoo Lee (2006). “Are analyst
recommendations biased? Evidence from corporate bankruptcies.” Journal of Financial
and Quantitative Analysis 41(1): 169-196.

The authors test whether a bids exists in analysts® recormmendations for firms that filed
for bankruptey in the period 1995 — 2001. Their database consists of a final set of 289

" firms that filed for bankruptey during this period and that have I/B/E/S analysts’ forecasts.

As a comparison sample, the authors identify a matching group of firms with the same
SIC code and that have a similar likelihood of bankruptcy as measured by the Altman z-
score. The authors test for optimism by comparing the analysts’ recommendations for the
companies in the bankrupt group to the matched sample of companies in the non-
bankrupt group in five categories—strong buy, buy, hold, under-perform, and sell. They
find that, on average, analysts’ recommendations are significantly lower for the
companies that eventually go bankrupt than for the matched companies that do not file
for bankruptcy. From this comparison, the authors conclude that the hypoﬂmsxs that
analysts’ recommendations are optimistic should be rejected.

Yang, R., and Yaw M. Mensah (2006). “The effect of the SEC’s regulation fair
disclosure on analyst forecast attributes.” Joumal of Financial Regulation and
Compliance 14(2): 192-209.

Regulation fair disclosure (“Reg. FD™), issued on October 23, 2000, prohibits selective
disclosure of material non-public information to financial analysts, institutional investors,
. and others prior to-making it available to the general public. Before the implementation
of Reg. FD, most conference calls with analysts were accessible only to certain analysts
and institutional investors. The authors éxamine whether Reg, FD has influenced
analysts® earnings forecast accuracy and forecast dispersion for companies that routinely
conduct conference calls as well as for companies that do not conduct conference calls.
Using I/B/E/S forecast data for the period October 1998 through September 2002 and
12,806 firm-quarter observations in pre-Reg FD period and 13,104 firm-quarter
observations in the post—Reg FD period, the authors examine the descriptive statistics of
analysts’ forecast errors in the pre-Reg. FD and post-Reg. FD environments, They
conclude that Reg. FD had little influence on analysts’ forecast errors: the mean forecast
error was approximately zero in both the pre-and post-Reg. FD periods.
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Introducing the Janney RCI: Our Ranking of Water Ultility
Regulation & Valuation

Janney Water Journal - April 2011

INVESTMENT CONCLUSION:

Having followed the water utility industry for years and - like many others - danced delicately around the issue of
comparing state regulatory environments, we decided the time has come for a transparent, quantitative ranking system.
Indeed, we believe regulatory climate is the single most important factor driving shareholder returns for water utilities,
and that a clear scoring system on this key issue substantially demystifies the investment decision making process. With
this in mind, we introduce our Janney Regulatory Climate Indicator (RCI), which assigns a numerical score to each state
of relevance for the water utility peer group based upon key factors such as Returns on Equity and the existence (or lack
thereof) of progressive regulatory mechanisms such as DSIC and Future Test Years. While we recognize that no such
system is perfect and any attempt to tackle the issue will be controversial (hence the Street's historical reticence to do so),
our system is transparent, easily understandable, and accurately depicts the relative attractiveness of various regulatory
jurisdictions. In any event, we believe even detractors will find the Janney RCI a useful, refreshing step in the right
direction toward a more open and candid discourse on the issue. Below we offer several key take-aways from our
inaugural RCI rankings, and in the following pages we summarize our methodology and detail our findings.

KEY POINTS:

* The States: PA on top as expected, but some surprises down the league table. Not surprising given the PA PUC's
near unanimous reputation as the most progressive of the state utility commissions on water issues, Pennsylvania
ranks #1 of the 16 key states with a Janney RCI score of 4.1 (out of a possible range of -3.5 to +5.5). Among other
key states - Illinois ranks #2 (RCI: 3.5), Delaware #3 (RCI: 2.5), Connecticut #7 (RCI: 1.0), California and New
Jersey tie for #11 (RCI: -0.1), and Texas ranks #13 (RCI: -0.5). For detailed rankings and inputs see table on page 6.

* American Water (AWK-BUY): RCI reinforces AWK as our top water utility idea. Among the anxieties of this
type of analysis is the fear that the results will contradict one's previously held views, but our 100% objectively
designed system reinforces AWK as the most compelling stock idea in the space. While the company's
weighted-average RCI (1.2) lies below key peer Aqua America (2.6), our implied fair value analysis suggests the
valuation disconnect between the two companies more than reflects this. In addition, the potential implementation of
a DSIC in New Jersey (20% of regulated revenue) represents a potentially significant regulatory catalyst.

* Aqua America (WTR-Neutral): Premium valuation justified, but upside limited. With its strong pesition in
top-ranked Pennsylvania and diversified mix of additional states, Aqua America's RCI score (2.6) is second to only
Pennsylvania pure-play York Water Company (YORW-BUY). Still, our RCl-based implied fair value analysis
indicates that WTR's premium valuation appropriately reflects the company's favorable regulatory exposure, and
upside remains limited. Overall, Aqua America remains the "best-of-breed” player in the investor-owned water
utility space, and we believe any meaningful pullback in WTR shares should be viewed as buying opportunity.

* California: CA regulation sub-par already, and uncertainty continues to loom. While water utility regulation
has improved in recent years, the state lacks key regulatory mechanisms and remains a below average capital
destination in our view. Overall, we continue to believe that the discount valuations currently assigned to
California-centric utilities American States Water Company (AWR-Neutral) and California Water Service Company
(CWT-Neutral), appropriately reflect the fact that California regulation (though improved from years ago) remains
s0-s0 at best and that recent changes to the CA Public Utility Commission heighten uncertainty going forward.

Equity Research
Industry Report

Research Analyst Certifications and Important Disclosures
are on pages 7 - 8 of this report

_Christopher J. Purtiil  215-665-6601 Water Utilities |
cpurtili@janney.com ‘
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JANNEY RCI: NOT PERFECT., BUT A USEFUL PIECE OF THE PUZZLE

After following the water utility industry for more than five years and frequently speaking with investors
frustrated by the difficulty of comparing regulatory environments, we believe the time is right for a
simple, easy to understand system for making these comparisons. While we recognize that no such
system is perfect, we are firm believers in not allowing the “perfect to be the enemy of the good” and
therefore launch our Janney Regulatory Climate Indicator (RCI). Predictable given its attempt to quantify
the unquantifiable, the RCI has its flaws, but we believe it will provide a useful tool for investors as they
formulate a mosaic of the space. Our RCI scoring system, described in more detail on page 3, essentially
starts each state at a baseline score of “0”, applies an adjustment factor based upon recent awarded returns
on equity (the higher the better), and then further adjusts this figure depending on whether a state has
implemented key progressive regulatory mechanisms (DSIC, future test year, single tariff, etc).

Janney RCI Scores for Key Investor-Owned Utility States

54
4.1
4 4 KevyJanneyRCl Metrics:
MedianRCl: +0.5
3 - 2.5 25 MeanRCl: +0.5

5 § . Highest Possible: +5.5
1.5 Lowest Possible:-5.5 |
1.0
1 I 05 05 .,
1 0 4 . , ( L B o= __T_A‘I s |
' (0.1) {
o1 5

22 - Notsurpising given its reputation for progressive water utility (1 5)
regulation, Pennslvaniaranks #1among the 16 states we assign i
Janney RCIscores. Atthe otherend of the spectrum, Arizona 1

-3 - places dead last, vindicating American Water's decision to exit
the state as part of its ongoing portfolio optimization strategy. (3.4)
-4 .
{4.0)
-5

PA. IL DE VA OH NY CT IN MO KY CA N TX WV FL AZ

As mentioned above, we realize that no rating system of this type is perfect, and we acknowledge the
inevitable criticisms that will come from states (and companies operating therein) ranking poorly. Still,
inputs to the Janney RCI formula were carefully deliberated with an eye toward favoring those states
whose regulatory systems facilitate strong returns on capital and investment outperformance, and the RCI
rankings pass a key sanity check in that the rankings correspond with the more informal pecking order of
state regulatory environment we’ve arrived at after years of following the space. For example, the state of
Pennsylvania places #1 in the rankings with an RCI score of 4.1 while Arizona places dead last with an
RCI of —4 (note that possible RCI scores range from ~5.5 to +5.5). Given that Pennsylvania is universally
regarded as the most progressive regulatory jurisdiction in the nation and that major publicly-traded
companies like American Water (AWK-BUY) and American States Water (AWR-Neutral) have been
exiting Arizona, these outcomes confirm the soundness of the Janney RCI scoring methodology.




JANNEY RCI: SUMMARY OF METHODOLOGY

In designing a system for quantifying the relative attractiveness of various state regulatory systems, we
adhere to the maxim that “less is more” and deliberately favor elegance over complexity. Although a
more intricate approach would have benefits, we believe a simple, transparent system sacrifices little in
the way of accuracy while possessing the key advantage of being easily understandable.

The Janney Regulatory Climate Indicator: Methodology

i 9.5% and lower: 1.5
11% and higher; +1.5
9.5%-11%: Prorated Adjustment

Simplicity and transparency are key
attributes of the RCl scoring system.

o

-/ RegulatoryMechanism Adjustors: 1 @ . 1
| TestYear: +1 for Future, ~1 for Historical . i core; i

Processing: +1 for <9 mos., -1 for >12 mos. —] Highest Possible: +5.5
DSIC-like Mechanism: +1 if yes, =1 if no . Lowest Possible: 5.5

Single Tariff Structure: +1 if yes, -1 if no

Step-by-Step RCI Calculation:

1.

2.

Starting Point. All states are created equal, beginning the process with a baseline score of 0.

Allowed Return on Equity Adjustment. The first, and most significant, adjustment to the
baseline score of 0 is the ROE adjustor. Using an average of recent awarded ROEs in the state,
the baseline score is adjusted to reflect the attractiveness of returns on capital. States with ROEs
of 9.5% and below have 1.5 points subtracted from the baseline, while states with ROEs of 11%
and above have 1.5 points added to their baseline score. States with ROEs in between 9.5% and
11% receive a pro-rated adjustment according to their position in this range, with any state
exactly at the midpoint of 10.25% receiving no adjustment to the starting point.

Regulatory Mechanism Adjustments. The next set of adjustments takes into account whether a
state has in place key regulatory mechanisms that we believe reduce regulatory lag or otherwise
improve the investment climate. These simple +1/-1 adjustments are as follows:

e +1if a state has in place a DSIC, -1 if not.

e +1 point if a Future Test Year is used, —1 if Historical (0 for Historical/Updated).
+1 if rate cases must be processed in 9 months or less, —1 if 12 months or more.

e +1if a state has in place single tariff rate structures, —1 if not.

Summation = Final RCI Score. After all adjustments have been made to the initial starting
point of 0, the end result is the Janney RCI score. The highest possible RCI score is +5.5 (0 + 1.5
for an 11% ROE + 1 for DSIC + 1 for Future Test Year + 1 for 9 month rate case processing + 1
for Single Tariff = 5.5). Conversely, the lowest possible score is —5.50. Interpreting RCI scores
is easy: higher scores denote states with more capital-friendly regulatory environments.



JANNEY RCI: A LOOK AT KEY REGULATED TERRITORIES

Pennsylvania: The Gold Standard (#1 of 16). With its reputation for progressive regulation and status
as a preferred capital destination, it's not surprising that Pennsylvania places #1 among the states included
in our RCI rankings. A number of factors contribute to Pennsylvania's status as the gold standard in water
utility regulation, but the key driver is that the Pennsylvania Public Utility Commission holds true to a
simple concept: grant highly competitive allowed returns on capital and minimize the drag that the
regulatory process creates on realized returns. The importance of the latter part of this equation cannot be
understated, and the PA PUC has a long history of open mindedness toward forward-looking, creative
regulatory mechanisms on this front. A notable example is that the state pioneered the Distribution
System Improvement Charge (DSIC), which has long been viewed as an industry best practice and is
increasingly seen by investors as a baseline standard of an acceptable regulatory environment.

Connecticut: WICA Changes the Game (#7 of 16). Long viewed as a challenging place for regulated
water utilities to do business, Connecticut’s Department of Public Utility Contro] has been slowly
evolving toward a more progressive regulatory approach in recent years, The cornerstone of the state’s
gradual positive trajectory was the adoption of an infrastructure surcharge mechanism, dubbed the Water
Infrastructure and Conservation Charge (aka “WICA”), implemented in 2007. While granted returns on
equity remain sub-par (Connecticut Water’s latest granted ROE was 9.75%), the WICA closes the gap
meaningfully between granted and realized returns, and is a significant driver of Connecticut’s placing
above the median in our RCI rankings. With the WICA and other regulatory best-practices (single tariff
billing, prompt rate case processing) in place, only Connecticut’s non-competitive ROEs (CT ranks dead
last on this metric) keep the state from moving into the upper echelon of regulatory jurisdictions.

New Jersey: Late-Blooming Up & Comer (#11 of 16). Also viewed historically as a difficult regulatory
environment, New Jersey looks likely to follow Connecticut’s path of adopting (albeit belatedly) a DSIC-
like mechanism. With comment sessions ongoing, we believe the Board of Public Utilities is likely to
adopt a surcharge mechanism in the near-term, and that this would be a significant step in the right
direction that would make New Jersey much more attractive from a capital allocation perspective. Indeed,
given the significant impact of regulatory lag on realized returns in New Jersey and the fact that granted
returns on equity are actually quite competitive (recent allowed ROEs have been in the 10.3% range),
adoption of a DSIC-like system would (depending on the exact terms) immediately vault New Jersey into
the top echelon of water regulatory jurisdictions. Given its prevalence in the industry (AWK, MSEX, and
WTR all have significant NJ operations), New Jersey is a key state to watch going forward.

California: Is Decoupling a Good Thing? (#12 of 16). California water utility regulation is a case of good
news/bad news, with the CA Public Utility Commission progressive on some key issues (eg. a true future
test year) but notably behind the times on others (eg. no DSIC). Ironically, one of the supposed crowning
achievements in CA water regulation — so-called “decoupling” — is counterproductive in our view and
emblematic of the CPUC getting “too cute” rather than sticking with tried and true best practices with
proven results in other states. By allegedly mitigating some of the “risk” associated with operating a
water utility business in California, decoupling opens the door to the argument that lower returns are
appropriate. In addition, the sheer complexity of the “balancing accounts” used to implement the system
has proven a turn-off for investors. Ultimately, we believe the recently revamped CPUC would be well
advised to focus on the basics, such as improving ROEs and implementing a DSIC mechanism.



STATES ARE INTERESTING, BUT HOW DO THE COMPANIES STACK UP?

While the Janney RCl is designed as a tool for comparing regulation on a state-by-state basis, the trend in
recent years among water utilities has been toward greater geographic diversification. Therefore in order
to use the RCI to compare the regulatory mix of individual companies, below assign company-specific
RCI scores using a weighted average based on the percentage of regulated revenue each company derives
from various states. Not surprisingly, the tails of this analysis are those companies with concentrated
exposure to individual regulatory jurisdictions. Of course, this can work out for better or worse depending
on which state(s) each company is levered to. York Water (YORW-BUY), for example, is at the head of
the class with an RCI score of 4.1 — a product of its being the lone pure-play on top-ranked PA. At the
other end of the spectrum, American States Water (AWR) and California Water (CWT) score poorly on
this metric, a function of their concentrated exposure to California, whose RCI lies below the median.

State-Weighted RCI Scores for U.S. Listed Water Utilities @

| YORW - FEUE
WTR P
ARTNA . FE

AWK — 1.2 JANNEY RCl: IMPLIED FAIR VALUE ANALYSIS
i . .| company | Implied t'l?;blied « Recent | Upsidef |

3 ; { meyseore| pfe | WA | esirvaive | price | Downside | |
cTws I 1 0 ~ « v |
! AWR 0.1 16.8x $2.13 $36 $34.50 5%
{ oWt 0.1 16.6x $2.32 $39 $36.51 5%
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CWT (0.1) l AWK 1.2 18.5% s1.82 $34 $28.38 19%
1
WTR 2.6 20.6% 51.07 $22 $21.58 2%
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Meanwhile, those investor-owned water utilities boasting more diversified state regulatory exposure ~
most notably BUY-rated American Water Works (serving 20 states) and Neutral-rated Aqua America
(serving 12 states) ~ lie somewhere in between the single-state utility extremes. Aqua America’s heavy
footprint in Pennsylvania enables the company to garner a significant edge over American Water Works,
which comes as no surprise given that investors historically value WTR shares at a significant premium
not only to AWK but also to most others in the peer group. Middlesex Water’s (MSEX-BUY) weighted
RCI score looks so-so at best, but we would note that the New Jersey Board of Public Utilities is actively
considering a DSIC-like surcharge mechanism, which would provide Middlesex an RCI boost given the
company’s heavy exposure to New Jersey (75% of revenue). A NJ DSIC would also accrue to American
Water’s benefit given that the company derives more than 20% of regulated revenue from New Jersey.
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research report.
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Definition of Ratings

BUY: Janney expects that the subject company will appreciate in value. Additionally, we expect that the subject company will
outperform comparable companies within its sector.

NEUTRAL: Janney believes that the subject company is fairly valued and will perform in line with comparable companies
within its sector. Investors may add to current positions on short-term weakness and sell on strength as the valuations or
fundamentals become more or less attractive.

SELL: Janney expects that the subject company will likely decline in value and will underperform comparable companies
within its sector.

annev Montgom cott Ratings Distribution as of March 31, 2011

B Serv./Past 12 Mos.

Rating Count Percent Count Percent
BUY [B] 185 53 15 8
NEUTRAL [N] 160 45 9 6
SELL [8] 8 2 0 0

*Percentages of each rating category where Janney has performed Investment Banking services over the
past 12 months.

Other Disclosures

Investment opinions are based on each stock’s 6-12 month return potential. Our ratings are not based on formal price targets,
however our analysts will discuss fair value and/or target price ranges in research reports. Decisions to buy or sell a stock should
be based on the investor's investment objectives and risk tolerance and should not rely solely on the rating. Investors should read
carefully the entire research report, which provides a more complete discussion of the analyst's views.

This research report is provided for informational purposes only and shall in no event be construed as an offer to sell or a
solicitation of an offer to buy any securities. The information described herein is taken from sources which we believe to be
reliable, but the accuracy and completeness of such information is not guaranteed by us. The opinions expressed herein may be
given only such weight as opinions warrant. This Firm, its officers, directors, employees, or members of their families may have
positions in the securities mentioned and may make purchases or sales of such securities from time to time in the open market or
otherwise and may sell to or buy from customers such securities on a principal basis.Supporting information related to the
recommendation, if any, made in the research report is available upon request.
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Chapter 4: Risk Premium

Arithmetic versus Geometric Means in
Estimating the Cost of Capital

The use-of the arithmetic mean appears counter-inttaitive at first glance, because
we comsunonly use the geometric mean returti to measure the average annual
achieved retum over some time period. For example, the long-term perfor-
mance of a portfolio is frequently assessed usirg the geometric mean return.

But perforinance appraisal is one thing, and cost of capital estiruation is
_ another matter entirely. In estimating the cost of capital, the goal is to obtain
the rate of return that investors expect, that is, a target rate of return. On
averigs; invesfors: expect fo wdhiieve fheir target vetuin, Thits, target expected
return is i effect an arithmelic average. The achieved orcetrospestive return
is the geometric average. In statistical partance, the atitimetic average is the
unbiased measure of the expected value of repeated sbservations. of a random
variable, net the geomettic mean. This appendix formally illastrates that only
arithmetic averages can be used as estimates of cost of capital, and that the
geometric mean is not an appropriate measure of cost of capital.

The geometric mean answers the gaestion of what constant return you would
have had to achieve in each year to hive your investment growth match the
returt ackieved by the: stock market. Fhe: acithrristie: tiedh answers the guestion
of what growth rate is the Emtesmm of the: fisture antount of meney that
will be produeed b continually seinvesting in the stodk market. 1t is'the rafe
of rehurn which, compmmded over mulfiple pedods, gives the risan of the
probability distribution of ending wealths

While the geometric mean is the best estimate of performiince over a long
period of dme, this does not contradict the staternerit that the arithmetic mean
compounded over the number of years that an investment is held provides
the best estimate of the ending wealth value of the investment. The reason
is that an investment with uncertain returns will have a higher ending wealth
valué than an Hpvestment which simply earms (with certainty) its compound
ofF geﬁmeine rate of return every year. Tn othet weords, miote monsy, ot terminal
wealth, is gained by the occurrence of higher than expected returns than is
lest by lower than expected returns.

In capital matkets, where returns are a probability distribution, the answer
-that takes account of umcertainty, the arithmetic mean, is the correct one for
estimating discount rates and the cost of capital.

While the geometric mean is appmpnatz when measuring performance over
a long tisne peiiod, it is mca t wherk es ag .4 nskpremmm to compute
the cost of capital.
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TABLE 4A-1 - -
GEOME.Tmc vs mnﬂmmc RETURNS

. L - Stesk A‘ _ Stock B
1996 50.6% 11.61%

1997 —54.7% 11.61%

1898 985% 11.61%

1659 42.9%, 11.61%

2000 —-32.3% 11.61%

2001 -39.2% 11.61%

2002 153.2% 11.61%

2003 —10.0% 11.61%

2004 38.9% 11.61%

2005 20.0% 11.61%
Standard Deviation 64.9% 0.0%
Atithmetic Mean - 28.7% 11.6%
‘Goomistric Mesn 11.6% 11.6%

Theory

The geometric mean measures the magnitude of the returmns, as the investor
starts with one portfolio and ends with another. It does not measure the
varjability of the journey, as does the arithmetic mean. The geometric mean
is backwand looking. There is: no difference jn. the geometde mean of two:

.s.tﬁ@ksarwsﬁm;m of whish is Bghly volatile wd the other of which

is dbsoluwly stibile. The adthmetic mean, on the other hand, is Totward-
4leommthautdaesmxmdme ~olaiility of the stocks:

“Fo itlastate, Table 4A-1 shows the historical refarns of tiwo stocks, the first
oue is hiphly velatile with a stafidard deviation of retirns of 65% while the
second one has a zero standard deviation. It makes no sense intuitively that
the geometric mean is the correct measure of return, one that implies that
both stocks are equally risky since they have the same geometric mean. No
rational investor wauld consider the first stock equally as risky as the second
stock, Every financial model to calculate the cost of capital recognizes that
investors are risk-averse and avoid risk unless they are adequately compensated
for wndertaking it. It is more consistent to use the mean that foily impounds
risk (atithmetic mean). tha.nfhe one from which risk has been removeéd (geornet-
ric meany. Tn short, the arithimetic mean recognizes. the uncertainty in the
stock miarket while the geometric mean removes the uncertainty by smoothing
over annual differences.

Empirical Evidence

If both the geometric and arithmetic mean returns. over the 1926-2004 data
are regressed. against the standard deviation of returns for the fimms in the
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deciles, the arithmetic mean outperforms the geometric mean in this statistical
regression. Moreover, the constant of arithmetic mean regression matches the
average Treasury bond rate and therefore makes econemic sense while the
vonstant for the geometm; mean matches nothing in particular. This is simply
‘because the geometric méan.is stipped 6f volatility fiformistion and, as a
result, does a poot job:-of forecdsting returas hased on velatility.

The following illustration is frequently invoked in defense of the geometric
mrean. Suppose that a stock’s performance.over a two-year period is representa-
tive of the probability distribution, doubling in ong year (r; = 100%) and
halving in the next (r, = —50%). The stock’s price ends up exactly where
it started, and the geometric average annual return over the two-year period,
1S zero:r .

= [(f + T ~ BOj* = 1
= 0

.confirming that a zero year-by-year return, would have replicated the total
retum earned on the stock. The expected annual future rate of return on the
stock is net zero, However, It is the. aritimetic average of 100% and — 50%,
(100 50)/2 = 25%. There are two equally likely outcames. per dollar
invested: either a gain of $1 whent = $00% or a Ioss of $0.50 when r =
—~50%. The expected profit is ($1 ~3.50)/2 = §.25 for & I5% cxpected rate
of reputy. Thepmﬂtia&mgoadyearmmﬁmﬂ offsets the loss in the bad
year, despite the fuct that the. geometric retum i zero, The arithmetic average
retuin thiss provides the besr prids to expected futare retursis:

What Academics Have to Say
Badie, Kane, and Marcus (2005) cite:

Which is the superior measure of investrnent performance, the
arithmetic average or the geometric average? The geometric aver-
age has considerable appeal because it represents the constant rate
ofmtumwawauldh:weneed’edtoeamineachyeartomamb
actual performance over some past investment period. It is an
excellent measure of paﬂpedormanee However, if our focus is
on future petfermance, then, flie arithmefic dverage is the statistic
of interest because it is. an unbiased estimate of.the portfolio’s
expéected future retiirn (assuining; of course, 'ﬁ:attbe expected retuin,
does. not changp over time). In contrast, ° e fhe geometric
Tétiin ovefa;sﬁtﬁ;;le..péﬁadisalwaysifms:thanme;aﬁﬂ;' retic mean,
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it constimtes a downward-biased estimator of the stock’s expected
return in any futare year.

Again, the aritimetic average is the better guide to future perfor-
IRANCE. . ,

Asathier way ‘of stating the Bodie, Kané, Marcus argiiment in faver of the
arithmetic mean is fhat it is the best estirate of the futare value of e retum
distribution because it represeiits the expected value of the dxsmbuuon, Itis
most useful for determining the central tendency of a distribution ata parucular
time, that is, for cross-sectional analysis. The geometric mean, on the other
hand, is best suited for measuring an investment’s compound rate of return
over time, that is, for time-series analysis. This is the same argument made
by Ibkotson Associates (2005). where it is shown, using probability theory,
that famre terminal wealth is given by compounding the arithmetic mean,
and not the georbetric mean. T other 'words, if we accept the past as prologue,
the best estimate of a future year’s return based on a random distribution of
the Prior yéars™ rétuens is the arithinetic average. Statistically, it is our best
goess for the Yolding-period retarn in a given year.

Brigham ant Ehthardt (2005) in thefr widely used corporate. finatice text point
out that the arithetic average is mere consistent with CAPM theory, as one
of its key underpinning assemptions is that investors are supposed to fecus,
in their portfolio decisions, upon returns in the next period and- the standard
deviation. of this. return. To the extent that this mext period is one year, the
preference for the arithmetic ‘mean, which, derives. from a: set of single one
y&d‘r pmmd sefans, follows, It is also notewaorthy that one of the crecial

npgions flegent iy ﬂxeCAEM&s that investors.are single-period expected
: ; 1 weg izers win-choose amiong alternafive portfolios
on {he ‘basts, of each pOrIforIm & éxpected fetirn and standard deviation.

Brealey, Mlyms, and Adlen (Z006) in their leading graduate textbock in cérpo-
rate finance opt stronply For the arithmictic miean. The authors llustrate the
distinction between arithmetic and geometric averages and conclude that arith-
metic averages are appropriate when estimating the cost of capital:

The proper uses of arithmetic and compound rates of return from
past investments are often misunderstood. Therefore, we call a
brief time-out for a clarifying example.

Supposetbat the price of Big Oil's common steck is $100. There
1s an equalchanceﬂaatatthe endofﬂxeyearthestodeﬂ]be

percent, +I@psrcb_nt or +§@ percent (we assume that Big Oit
- does notpay 4 dividend), The éxpected return is 1/3(— 10 4 104- 30}
= - 10 percent. : .
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If we run the process in teverse and discount the expected cash
flow by the expected rate of return, we obtain the value of Big
Oil’s stock: 110 .

PV = 130 $100

which to discount the expected cash flow from Big Oil’s stock. It
is also the opportunity cost of capital for investments which have
the same degree of risk as Big OilL

Now sapposs that we observe the reurns on Big Oil stock over a
farge of years. I the odds are unchanged, the return will
be — 10 percent in 4 third of the years, + 10 pércent in a further
third, and + 30 percent in the remaining years. The arithmetic
average of these yearly returns is

- 10 +310 +30 _ L 10% : ;

Thus the arithmetic average of the returns correctly measures the 1
opportunity cost 6f capital for investments of similar risk to Big '
DH stock: .

‘THe average compound ahrual retarn oi Big Oil stock would be

The expected retirn o6f 10 percent is therefore the correct rate at ’ . I

(9 % 1.1 % 1.3)® —1 = 088, or 8.8%

less than the opportunity cost of capital. Investors would not be ,
willing to invest ih a project that offéred an 8.8 pércent expected l
rétarn if they could get an ewpected return of 10 percent in the
capital matkets, The agt ptesent value of such a project would be

1088

5 = 14

NPV = —100 + —=— I

Moral: If the cost of capital is estimated from historical retums or l
risk premiums, use arithmetic averages, not compound anaual rates
of return (geometric averages).
(Richard A, Brealey, Stewart C. Myess, and Paitl Alfen, Principles of Corporate '
Finarwce, 8t Edition, Irwin MeGraw-Hill, 2006, page 156-7.)

The widely cited Ibbotson Associates publication also. contains a detailed and

ngorous discussion: of the impropriety of using geometric averag% in estimat- l

ing the cost of capital.”?

2 I5hotson Associates; Stocks; Bonds, Bills, emd Irgﬂ‘azian, 2&95 Hearéook, Valzmnpn
Edition; pige 75.
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The arithmetic average equity risk premium can be demonstrated
1o be most appmpn:afc when discounting future cash flows. For
use ds the .cxpected equity risk premiuin in cither the CAPM or
e building block approach, the arithmetic mean or the simple
difference of the arithmetic means of stock market returns and
riskless rates i1s the iclevant numiber. This 1s becaiuse both the
CAPM and the. building block approach are additive models, in
which the cost of capital is the sem. of its parts. The geometric
average is more appropriate for reporting past performance, since
it represents the compound average return.

‘The argamnient for using the arithmetic-average is quite straightfor-
ward. In Jooking 4t projected cash flows, the equity risk premum
that shoald be empleyed is the equity risk premium that is expeeted
to-ackually be incurred over the funme timg penods

The Best estirnate of the expected value of 4 vdriable that has
behaved randomly in the past is the average (or arithmetic mean)
of its past values.

In their widely publicized research on the market risk premium, Dimson,
Marsh and Staunton (2002) state

Fhe atithmetic mean of a sequence of different returps is always
Jarger than the geometiic mean. To see tifs, consider equally likely
returas of +25 and —20 percent.. Their arithuietic mess is- 2V
pereest, since (25 == J2 = 2%, Their geomptric aestsis zero,

since {1 + 257100) > {1 — 2071685 — 1 = 0. But which ta¢an
is the right one for discounting: risky expested fuiure cash flows?
For forward-looking decisions, the arithmetic mean is the appro-
priate measure.

To verify that the arithmetic mean is the correct choice, we can
use the 2% percent required return to value the investinent we just
deseribed. A $1 stake would offer equal probabilities of receiving
back $1.25 or $0.80. To value this, we discount the cash flows at
the antlnnenc mean rate of 2%4 percent. The present valaes are

stively $1.25/1.015 = $1.22 and $0.80/1.025 = $0,78, each
with equal probability, so the value is $1.22 X ¥ + $0.80 X 4
= $1.00. ¥ there were a sequence of equally likely réturns of
+ 25 and —20 percent, the geometric mean return will eventudlly
converge on zerd. The 24 percent forward-looking arithmetic mean
is required to compensate for the year-to-year volatility of retuns.

e Lastly, on the practical side, Bruner, Eades, Harris, and Higgins (1998) found
that 71% of the texts and tradebooks in their ¢xtensive survey of practice
- suppested use of an arithmetic mean. for estithztion of the cost of equity.
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Chapter 4: Risk Premium

Mean Reversion Argument

Some academics have argued that if stock returns were expected to revert to
a trend, this would suggest the use of 4 geometric mean since the geometric
mean is, by definition; an estimate of a stoothed long-tun trend increment.
These same academics have argued that the historical estimate of the market
risk premium (‘‘MRP"") is upward-biased by the buoyant perforimance of the
stock market prior to 2002, and because of the extraordinary and uhusually
high realized MRPs in those years, investors expect a return to fower MRPs
in the futare, bringing the average MPR to a more “normal’’ level.

The presence or absence of mean reversion is an empirical issue. The empirical
findings are weak and highly contradictory; the empirical evidence is inconclu-
sive and uticonvincing, certainly not enough to suppost the “thead revetsion™
hypothesis. The weight of the empirical evidence on this issue is that the
more sophisticated tests of mean reversion. in the MRP demonstrate that the
tealized MIRP over the. last 75 years or so was almost perfectly free of meéan
reversion, and had no statistically identifiable time trend. It is also netewerthy
that most of these studies were petrformed prior to the stock market's. debacle
in 20002002, years of extraordinary and unuseally low realized MRPs. The
stock iriarket’s dismal performance of 20002002 has certainly taken the wind
-out of the mean reversion school’s. sails. )

An examination of historical MRPs reveals that the MRP is random with no
observable pattern. To the extent that the estimated historical equity risk
premium. folows: what is kn¢wn in: staistics as a random walk, one should
exprect the equity wisk premium to reraain at fts. Histarical mean. Therefore,
the. best estimats of the futnre tisk pregium is the histordeal meas.

Ibbotsan Associates (2@05’) find no evidence that the market price of risk or

the amount of risk in common stocks has changed over time:

Our own empirical evidence suggests that the yearly difference
between the stock macket total return and the U.S. Treasury bond
incomg retum in any particular year is random ... there is no
discerniable pattern in. the realized equity risk preminm. (Ibbotson
Associates, Stocks, Bends, Bills, and Inflation, 2005 Yearbook,
Valuztion Editior, ‘pages T74-75) '

In statistical parlance, there is no significant serial coirelation in successive

annual market risk premiums, that is, no trend. Thbotson, Associdtes go on. to

state that it is reasonable to assume that these quantities will remain stable
“in the future (Id.): :

The best estimate of the expected value of a variable that has
behaved randomly in. the past is the average (or arithmetic miean)
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~ FIGURE 4A-1
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of its past-values, {Ibbotson Assoeiates, Sticks, Bonds, Bills, and
Inflation, 2004 Yearbook, Valuation Editior, page T5)

Nowhere is it suggested by Ibbotson Associates that the market risk premium
has declined over time.

Because. there is Little evidence that the MRP has changed over timg, it is
reasonable fo assume that thm ‘quantifies will remain stable in rhc futn:c
Exgure#ﬁs—l showes thie relation j ,orthelaskefrelaﬁanshm betwean year-
edmcm, for the 1926»-2!1@4 péned. “The relatiansmp is. vmuaﬂy absent, as
indicated by the Tow B* of zero between sucgessive MRPs, In other words,
thiere is no history i $uccessive MRPs as indicated by the zero seria! correlation
coefficient.

In short, the determination of the cost of capital with the CAPM requires an
unbiased estimate. of the expected annual return. The expected. arithinetic
return provides the appropriate measure for this purpose.

Formal' Demonstration
This section shows why arithsietic rather thah geometric means Should be
used for forecasting, discounting, and estimating the cost of capital. 3 By

13 This section is adapted from a snmlar weatments and demonstration .in Brealey,
Myers, and Allen (2006) and Ibbotson Associates (2005).




Chapter 4: Risk Prerium

FIGURE 4A-2
POSSIBLE STOCK PRICES

$144

. $108
$100

$81

NW s i ..ye-ari‘ 3 st i i Year'z

definition, the cost of equity capital is the annual discount rate that equates
the discounted valte of expected future cash flows (from dividends and the
sale of the stock at the end of the fnvestor™s investment horizon) to the current
marketpn@erof asharemfheﬁmm&ssounﬁmﬂmmﬁs the discounted
valeg of futute expected dividenids 4nd the end of period expiccted stoek prive
to. e wﬁemstoekpme:s d piospective arithmetic, sathicr fhari s pmswﬁve
geomefric, tngan rate, of rstaet. Sinee fature dividends and stock piieds camnot,
be predicted with cettinty, e “expected* antiual rate of return that investots
require is an average “target’ percentage rate around which the actual, year-
by-year retumns will vary. This tirget rate is, in effect, an, arithmetic average.

A numerical illustration will'clarify this important point. Consider a pon-
dividénd paying stock trading for $100 which has, in every year, an equal
chance of appreciating by 20% or declinig by 10%. Thus, after one year,
there is. anequal ghance that the sﬁack's.pmcwﬂibemzoandmequal
chance the price will be $90, Figure 4A-2 preserits all possible eventualities
after two petiods have clapsed (he fates of refurn are presented at the ¢ad
of the lines in the diagram).

The possible stock prices are showa in the following table.
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TABEE 4A-2 -
STOCK PRICES ‘AFTER ‘TWO PERIODS
Price Ghaneé
$144 ' 1 chance in 4
$108 2 chances in 4
$ 81 1 chance in 4

The: expected future stock price after two periods: is then:
1/4 ($144) + 2/4 ($108) + 1/4 ($81) = $110.25

The cost of equity capital is calculated as the discount rate. that equates. the
present value of the future expected cash flows to the current stock price. In
the present simple example, the ofly cash flow is the gain from selling the
stock. after two periods have elapsed. Thus, using the expected stock price of
$110.25 caleuldted above, the a:pemd rate of retusn is that r, which solves
the following equatim:

Curferit $toek Phics = g gd f ?;zk Prce

The factor (1 + 1)* discaunts the expected stock price to thepresent. Substitint-
ifig the nupesical vdlues, we have:

§ﬁ00 N NG
r= 5%.

* “Thus, thie eost-of equity. capital is 5%. This 5% cost of equity capital is equal

to- fhe prospective arithmetic mean rate of return, which is the probability-
'weighied average single period rate of retirn on equity. Since in every period
there is an eqgnal chance that the stock’s return will be 20% or — 10%, the

probabili=weighted average is:
1/2 (20%) + 2 (—10%) = 5%
Howevsr, the §% costof equity capital is notequial to-the prospective geonielric

. fhean mte of return, which is 4 probability-weighted average of the possible

componidedivates oF refurti over the two periods. Now consider the prospective
geometrc mean wafe of retirn. Table 4A-3 shows the possible compounded
rates of return over two periods, and the prabability -of each,

Thus, the prospective geometric. mean rate of return is:

1/4.(20%) + 204 (3.92%) + 1/4 (— 10%) = 4.46%



Chapter 4: Risk Premium

1 TABLE 4A-3

STOCK PRICES AND RETURNS AFTER TWO PER(ODS
Price Change Compounded Retumn
$144 1 chance in 4 . 20.00%
$108 2chances in 4 3.92%
$ 81 1 ehance ir__!4 - 10.00%

This. retuth is not equal-to thi 5% cost of equity capital.

The exatnple can gasily be extendsd 1o inclade the ¢dse of adividend-paying
coripaty and will reach e same eptichusion: the iraplied discoont rate éalen-
lated in the DCF model is an expected arfthmetic. rather thani an expacted
geometric mean rate of return.

The foregoing analysis shows that it is erroneous to use a prospective multi-
year geometric mean rate of return-as a “‘target’’ rate of retumn for éach. year
of the periad. T, for example, investors currently require an expected future
rate of return on an investment.of 13% each year, then 13% is-the appropriate
annual, rate of tetisn. on equity £or ratémaking purposés. Conseguently, in
using 4 ik pictium apptoach for' the pur{ms‘cs of rate of retatii regulation,
e sitigle=year andual mquﬂ&dmof returarshould be estimated usiug: arith-
metic mean risk premiumas.

It should be pointed.out that the use of the arithmetic mean does not imgly.

an investment holding périod of one year. Rather, it is premmised on the
unceftainty with respect to each year’s return during the holditig period,
however many years that piay be, Whisn computing the arithmefic average
of histotic annusl refuras in drder to calenlate the average return. (expected
value of the return), every achieved getury, oukoms is one possible: funie
otitcothe for eachyearﬂaeseeﬁntymﬁbehetd.ﬁachhxsmmhasan
equal probability ofeecumngﬂunﬁgeaehyearofmehmdmgpemm‘e
resulting expested vdlue: of the ¢isk premiun is the arithnistic-avergge of all
of the past premivmns considered, reg'ardless of ihe length of the axpected
holding period.
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EXhibit A"8 EXHIBIT
May 2, 2011
Rebuttal Testimony
Michael J. Naifeh
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Goodman Water Company
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BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE APPLICATION OF )
GOODMAN WATER COMPANY, AN ARIZONA ) DOCKET NO. W-02500A-10-0382
CORPORATION, FOR (i) A DETERMINATION )
OF THE FAIR VALUE OF ITS UTILITY PLANT )
AND PROPERTY AND (ii) AN INCREASE IN ) PREPARED REBUTTAL
ITS WATER RATES AND CHARGES FOR ) TESTIMONY
UTILITY SERVICE BASED THEREON. )
REBUTTAL TESTIMONY OF

MICHAEL J. NAIFEH

ON BEHALF OF GOODMAN WATER COMPANY

May 2, 2011
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REBUTTAL TESTIMONY
OF
MICHAEL J. NAIFEH

Please state your name, business affiliation and business address.
My name is Michael J. Naifeh. I am the owner of MIN Enterprises, Inc., a company which
provides real estate appraisal and consulting services to a wide range of clients. The

company’s offices are located at 6061 East Grant Road, Suite 212, Tucson, Arizona, 85712,

Are you the same Michael J. Naifeh who prepared a Summary Appraisal Report
Market Value Opinions of Underlying Land (a Fractional Interest Appraisai) of Four
Parcels Within the Eagle Crest Ranch Subdivision, as of June 26, 2008 (“2008
Appraisal”) for Goodman Water Company, Inc. (“Company™)?

Yes, [ am. Since I will be referring to the 2008 Appraisal from time-to-time in connection
with my Rebuttal Testimony, a copy of the same is attached to this Rebuttal Testimony as

Appendix “A.”

Before we begin with a discussion of the 2008 Appraisal and the circumstances
surrounding your preparation of the same, I would like to ask you a few questions
regarding your educational background and your professional experience.

To begin, please describe your educational background.

I graduated from the University of Arizona in 1980 with a BS/BA and a dual concentration
in accounting and real estate. I completed and passed examinations for all the necessary
Appraisal Institute courses and experience review to achieve the MAI designation of the
Appraisal Institute. MALI stands for Member of the Appraisal Institute. The purpose and
role of the Appraisal Institute is to improve appraisal professionalism and practices. In

addition to numerous classes, one must also prepare what is essentially a master’s thesis
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called a demonstration appraisal report and also successfully pass the comprehensive exam
which is somewhat similar to the CPA exam.

I have undertaken public service, serving approximately 3.5 years on the Arizona
State Board of Appraisal (“Board™) which is the regulatory board for appraisers in the State
of Arizona. I served as Vice Chairman my first year, and Chairperson my second year. The
functions of the Board include approving educational offerings, disciplinary actions, and, as

a subset of disciplinary action, helping appraisers improve their professional practice.

Please describe your professional experience, with particular emphasis upon your
qualifications and experience as a real estate appraiser.

I have been appraising real estate since May, 1980, or for over 30 years. The scope of my
practice typically excludes owner occupied single family dwellings, and it includes
counseling, mortgage loan appraisals, litigation appraisals, and valuation for tax and
acquisition/disposition purposes.

Through the course of my career I have appraised a wide variety of properties
throughout the state of Arizona. Examples of higher profile appraisals include assisting the
GSA in an appraisal of the DeConcini Federal Courthouse in downtown Tucson, appraising
some closed schools for Tucson Unified School District No. 1, and appraising some of the
highest priced Desert Ridge parcels near route 101 and Tatum Boulevard in the
metropolitan Phoenix area, which were thereafter auctioned by the Arizona State Land
Department. In addition, I recently appraised a ridgeline property for a wind farm which
will be on state land. I also recently appraised the largest Greek monastery outside of

Greece, which is located near Florence, Arizona.

The initials “MAI” and “CRE?” appear after your name in the 2008 Appraisal. What
does the designation “MAI” mean, and what is required of an individual in order to
qualify for such a designation?

As previously indicated, the designation MAI means Member of the Appraisal Institute.
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Do all real estate appraisers possess the “MAI” designation; and, why do you believe
possession of that designation is important and of value?

Only about 12,000 appraisers hold the MAI designation worldwide. The MAI designation
is challenging to achieve and takes several years of experience. The MAI designation is
important and valuable because it demonstrates commitment to a higher standard of
appraisal practice that is further bound by a commitment to a code of ethics, including

subjecting any of my appraisals to peer review.

What does the designation “CRE” mean, and what is required of an individual in
order to qualify for that designation?

CRE stands for Counselor of Real Estate. The CRE designation is not awarded by passing
classes or taking tests. It is awarded only to individuals who are invited by their peers into
the membership of the Counselors of Real Estate after at least 10 years of exemplary
service in their field of expertise. The organization focuses on counseling, public service

and collegially working together.

Do all real estate appraisers possess the “CRE” designation; and, why do you believe
possession of that designation is important and of value?

There are about 1,200 CRE members worldwide. In order to be invited to join, one must
have at least 10 years of experience with a significant focus on counseling within their real
estate discipline. Members of the organization do an extensive background check, look at
both consulting work product, and personally interview the nominee. Invitation to the
Counselors of Real Estate is not by application, it is by nomination. I was nominated by

Sanders K. Solot, MAIL CRE.
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Q.10
A.10

Q.11

A.ll

In connection with the preparation of your Rebuttal Testimony, I requested that you
provide a representative list of the types of past and present clients for whom you and
MJN Enterprises, Inc. have provided services, and an indication of the fypes of
services provided. Have you had an opportunity to prepare such a list?

Yes, the list attached to this Rebuttal Testimony as Appendix “B” is a partial list of clients

including lenders, brokers, attorneys, and government and non-profit agencies.

What is the purpose of your Rebuttal Testimony in this proceeding?

The Company has asked me to provide Rebuttal Testimony responding to the criticisms of
the 2008 Appraisal and me which are set forth in the March 21, 2011 prepared Direct
Testimony of Commission Staff witness Gary T. McMurry at page 7, lines 6-7 and page 9,
line 16-page 10, line 12. I was retained by the Company to prepare an appraisal on June
11, 2008. My understanding as to the purpose of the appraisal was for asset management
decision purposes, which included valuing the four (4) parcels which were to be conveyed
to the water company. I did not know that the results of my appraisal might be used in
connection with a water rate case. Regardless, such information would have had no

influence on my value conclusions as set forth in the appraisal.

Please generally describe the appraisal methodology you selected for the 2008
Appraisal, and the reason(s) why you selected that particular methodology.

The best appraisal methodology for vacant land is the sales comparison approach, which is
what I used in this case. There was sufficient data available in market from which to
develop the sales comparison approach. [ inspected the property. I observed the market
area by looking around the area including not only Eagle Crest Ranch but also the
surrounding area and developments. Public records were researched and sales were
confirmed and analyzed. Thereafter, I developed opinions of value for each of the parcels
and issued the report. Carolyn Van Hazel, an appraiser who had assisted me with

numerous land appraisals for almost 10 years at that point in time, also assisted me in the
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development of the Appraisal. Because there were water system improvements on the

parcels, a “fractional interest” as to only the land was set forth in order to avoid misleading

the reader.

Please describe the type(s) of data or information you relied upon in arriving at the
opinion(s) as to land valuation reflected in the 2008 Appraisal; and, also describe how
you obtained the data or information on which you relied.

Data research included public records, assessor’s records, information from CoStar Comps
and Properties, MLS, information from real estate brokers and developers, secondary data

sources, and, as I stated previously, visual inspection.

What were the 2008 land valuations for Parcels 1, 2, 3 and 4 as a result of your
appraisal activity?

$180,000, $60,000, $150,000 and $100,000 for Parcels 1, 2, 3 and 4, respectively.

Why did you use calendar year 2008?
I prepared an appraisal as of the then current date of value, June 26, 2008, based upon my

discussion with the client. No other date of value was requested.

The title of the 2008 Appraisal includes, in parenthesis, the words “A Fractional
Interest Appraisal,” and you used that phrase a moment ago in response to a previous
question. What does that mean?

I was contracted to appraise only the land. The land underlies water company
improvements. In order to avoid being misleading and to emphasize that the water system
improvements are excluded, I state several times in the report that the appraisal was a
“fractional interest” appraisal, that is, only as to only the land value. This is a typical
process used in many instances. For example, a Chili’s Restaurant building is subject to a

ground lease and the ground rent is coming up for renewal. The Chili’s building would be
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excluded and only the land would be appraised. Since the Chili’s Restaurant building is
excluded for the purposes of setting a land value to determine the ground rent, this would

be a “fractional interest” appraisal as to land value only.

Does the use of those words in any manner suggest that there are entities or persons in
addition to the Company who have an ownership interest in the four (4) parcels of
real estate which are the subject of the 2008 Appraisal?

No, it does not. According to public records presented in the appraisal report, the Company
owned the land in question. Suggesting other entities or persons in addition to the property
owner have an ownership interest in the parcels, based upon the phrase “fractional interest
as to land value only,” would constitute a misinterpretation or lack of understanding of the
appraisal and the appraisal process. If other entities have an interest, that interest would

have been disclosed in the ownership section. .

What appraisal regulations and/or guidelines are applicable to the type of appraisal
you prepared in this instance for the Company?

Guidelines applicable to the appraisal that I prepared are the Uniform Standards of
Professional Appraisal Practice (“USPAP”). The Certification correctly cites USPA?
effective January 1, 2008. There were no supplemental standards necessary to complete this

assignment.

Have you read that portion of Mr. McMurry’s March 21, 2011 prepared Direct
Testimony which is critical of both the 2008 Appraisal and you?

Yes, I have read that portion as well as the remainder of his prepared Direct Testimony
relating to land values for the four (4) real estate parcels in question. In that regard, it is my
understanding that other Company witnesses will be filing Rebuttal Testimony addressing

other aspects of Mr. McMurry’s testimony on land values.
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Q.19 At page 8, lines 6-7 of his prepared Direct Testimony, Mr. McMurry states

“ . . the land appraisal used to value the transaction was

conducted by an appraiser that was not independent from the
Company...”

At page 10, lines 5-12 of Mr. McMurry’s testimony, the following question and answer

appear:

“Is the appraiser’s financial interest in the transaction relevant?
Yes. An appraiser’s evaluation of a property’s value should be an
independent market-based assessment. In this case, the appraiser’s
financial interest in the underlying participants creates a potential
conflict of interest. There are both appraisal guidelines and Federal
Deposit Insurance Corporation regulations that require that an
appraiser have no interest, financial or otherwise, in the property or
the transaction. The appraiser’s proper disclosure of a financial
interest does not resolve the conflict of interest caused by the lack of
independence; accordingly, the appraisal’s reliability is called into
question.”

Against that background, please specifically describe and quantify the nature of the
business relationship between you and Alexander Sears, a shareholder in the
Company. As you are aware, Mr. McMurry refers to that relationship at page 10,
lines 1-3 of his Direct Testimony.
Throughout my appraisal career, I have spoken to Mr. Sears and Mr. Shiner numerous
times to obtain market information and confirm sales data. I have also done this with other
subdivision and community developers over the course of my appraisal practice as it is a
necessary step in the preparation of certain real estate appraisals. Over those same 30 years,
I have prepared less than 5 appraisals directly for Sears Financial as a direct client. I may
have prepared others in connection with appraisal assignments from financial institutions
for lending purposes. However, I keep records by client name, not land owner name.

In late 2005, 1 spoke with Mr. Sears regarding property in Flagstaff that I was
putting an investment group together to buy. Mr. Sears, through an entity known as D&D
Investment West, L.L.C. (“D&D Investment”), invested approximately $300,000 in a total

project investment of $19,000,000. Additional funds have been invested for carrying costs
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and to liquidate a $750,000 loan on one of the two parcels acquired. Mr. Sears through
D&D Investment has less than a 2% interest in the property. The property consists of 325
acres of vacant land in Flagstaff, Arizona, being planned for a traditional neighborhood

development-style planned community. It is currently in the entitlement (rezoning) phase.

Please discuss why you believe the nature of the business relationship between entities
in which you and Mr. Sears have a financial interest does not create a conflict of
interest vis-a-vis your preparation of the 2008 Appraisal and the conclusions as to
valuation you reached.
First, prior to taking the assignment, I discussed my assignment conditions with Mr. Sears.
In that regard, I specifically stated that I was required to make a full disclosure in the
appraisal that we both had a common investment interest in a different property than what
was being appraised. Second, prior to accepting the assignment, I confirmed that I would
be appraising only land and that I would give him an unbiased, disinterested opinion of
market value for each of the four (4) parcels; and, the language in the first and fourth
paragraphs of my July 3, 2008 transmittal letter to the Company contains an express
acknowledgment to that effect. Neither Mr. Sears nor anyone else related to the property
owner influenced my appraisal. Third, in my appraisal I certified that the appraisal was
unbiased and that the assignment was not based on a requested minimum valuation or a
specific valuation.

Moreover, Mr. Sears’ entity that invested in the Flagstaff transaction owns less than
a 2% interest. Mr. Sears has not been a “high volume” appraisal client through my
appraisal career. Finally, USPAP permits an appraiser to appraise a property or transaction
in which an appraiser has an interest, direct or indirect, financial or otherwise, as long as
the appraiser affirms that he has no bias and provides proper disclosure in the certification.
I have no interest in the subject four (4) parcels and the investment by D&D Investment in

the Flagstaff project is quite small. The less than 2% minority interest of Mr. Sears, again,
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had no bearing upon the 2008 Appraisal other than to occasion my disclosure of the same

and my affirmation that there was an absence of bias.

In the Certification set forth at page 39 of the 2008 Appraisal, you also indicate that in
preparing the appraisal, as well as in conducting all related activities, you complied
with the Uniform Standards of Professional Appraisal Practice (“USPAP”), is that
correct?

Yes, and I did in fact comply with the Uniform Standards of Professional Appraisal

Practice in effect at the time of the appraisal.

Why do you believe the USPAP to be applicable to the 2008 Appraisal?
USPAP is applicable to an appraisal assignment because value opinions were developed
(Standard Rule 1) and reported (Standard Rule 2). The development of value opinions is

consistent with “the act or process of developing an opinion of value as defined under the

USPAP definitions.”

Are the “Federal Deposit Insurance Corporation regulations” to which Mr. McMurry
refers to at page 10, line 9 of his testimony applicable to the 2008 Appraisal?
No.

Why not?
The Federal Deposit Insurance Corporation (“FDIC™) regulations referred to by Mr.
McMurray are not applicable. The subject property was not appraised for a federally
related transaction. The FDIC regulations represent “supplemental standards” required for
appraisals to be properly prepared for financial institution underwriting decisions. These
regulations are not applicable to this 2008 Appraisal.

In that regard, it has occurred to me that a sentence included in my July 3, 2008

letter transmitting the 2008 Appraisal to the Company may have caused some confusion.

9
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More specifically, the following sentence appears as the second sentence within the first
paragraph of that letter:

“This Evaluation Report closely adheres to the Interagency Appraisal

and Evaluation Guidelines issues October 28, 1994.”
This sentence is one that I typically include in reports where such guidelines are in fact
applicable to the appraisal assignment in question. In this instance, those guidelines were
not applicable and my inclusion of the above-quoted sentence in my standard form of
transmittal letter to the client was inadvertent upon my part and erroneous. Accordingly, I

apologize for any confusion that such inclusion might have occasioned.

Were you offended by Mr. McMurry’s testimony that the “appraisal’s reliability is
called into question,” as well as his implied suggestion that the reliability of your
professionalism and impartiality should be questioned as well?

Yes, I was and am deeply offended by that testimony and suggestion. I do not know at this
time how acquainted Mr, McMurry is with the field of real estate appraisals, but I would
respectfully submit that it is at best naive upon his part to suggest that I would jeopardize a
professional reputation and credentials I have acquired over 30 years in the field of real
estate appraisal for any single assignment fee, including a fee in this instance of $2,000.
When I read Mr. McMurry’s testimony, it appears that he read the appraisal. However, 1
question whether or not he understood the appraisal. I also am not sure whether or not he
understood how offensive his tone and insulting his words were to me. [ have been
practicing as a real estate appraiser for over 30 years. Instead of leaping to conclusions,
Mr. McMurry could have sought out professional advice as to whether or not the appraisal
was well prepared and the value opinions were appropriately developed, but he did not.
Secondly, Mr. McMurry could have submitted data requests through his attorney for an
explanation of the appraisal and posed questions directly to me for response through the
Company’s attorney including whether or not there was any bias. However, he did not.

Further, before Mr. McMurry rendered his conclusion as to my work product, just like any

10
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other professional, he should have undertaken sufficient investigation to form a reasonable
conclusion, but he did not. As a consequence, | am extremely disappointed in Mr.
McMurry’s lack of diligence and his subsequent testimony that unfairly, inaccurately, and

misleadingly characterizes my actions as an appraiser.

At page 8, line 7 of his prepared Direct Testimony, Mr. McMurry asserts that “the
[2008] appraisal was flawed.” Aside from the subsequent discussion in his testimony
of what he perceived to be a “potential conflict of interest” upon your part, did he in
any manner discuss any “flaws” in the appraisal methodology you used or the data or
information upon which you relied?

Other than suggesting that the parcels in question should have been valued on the basis of
land values in earlier years, he did not discuss or imply any “flaws™ in my appraisal

methodology or the data or information upon which I relied.

Do you have an opinion as to the years which should have been used as between the
testimony of Mr. McMurry and you?
No, [ do not. It appears that the answer to that question may depend on the meaning of the
phrase “devoted to public service,” as used by Mr. McMurry. I will defer to others to
resolve that issue.

My 2008 Appraisal was based upon directions received from the Company at the
time of my retention. However, it is my understanding that another Company witness will
be presenting Rebuttal Testimony on land values for the four (4) parcels in question using

the years of 2003, 2004 and 2007 suggested by Mr. McMurry.

Do you believe that it is appropriate to use land values reflected in the records of the
Pinal County Assessor, for the purpose of establishing actual market values for the

four (4) parcels in question, setting aside the question of the year(s) to be used?

11




Lawrence V. Xoperisuu, J1.

Attorney at Law

P. O. Box 1448
Tubac, Arizona 85646

(520) 398-0411

[TV~ T - T S« NV, B SV

Y S T S T S S e R e o e sty

A.28 Absolutely not, because, first of all, the values are set one year prior. For example, the

2008 Assessor’s valuations are set as of January 2007. Secondly, they are based on a mass

valuation system and, while the statutes state that the ad valorem values are to be market

values, typically they are set somewhere between 60% and 80% of market value. However,

experience has shown there are extremes even to the range of 20% to over 200% of actual

market value.

Indeed, using the Assessor’s ad valorem value is a reckless approach to valuing

individual properties.

Q.29 Does this conclude your Rebuttal Testimony?

A.29 Yes, it does.
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A SUMMARY APPRAISAL REPORT
DEVELOPING MARKET VALUE OPINIONS OF
THE UNDERLYING LAND (A FRACTIONAL INTEREST APPRAISAL) OF

FOUR PARCELS
WITHIN THE EAGLE CREST RANCH SUBDIVISION
LOCATED
SOUTHEAST OF STATE ROUTE 77
AND SADDLEBROOKE BOULEVARD
IN

PINAL COUNTY, ARIZONA

.AS OF:

JUNE 26, 2008

FOR:

MS. JACKIE ZILIOX, SECRETARY
GOODMAN WATER COMPANY
6340 NORTH CAMPBELL AVENUE, SUITE 278
TUCSON, AZ 85718

BY:

MICHAEL J. NAIFEH, MAI, CRE
MJN ENTERPRISES, INC.
6061 EAST GRANT ROAD, SUITE 121
TUCSON, AZ 85712



Summary of Important Conclusions

Date and Scope

Date of Value Opinion: June 26, 2008

Effective Date of the Report: July 3, 2008

Purpose: Develop market value opinions of the underlying land
(a fractional interest appraisal) of the four subject
parcels

Intended Use: Asset management decisions

Property Dala

Site Size: Parcel 1: 0.72 ac.

Parcel 2: 0.25 ac.

Parcel 3: 0.63 ac.

Parcel 4: 0.39 ac.

(per Pinal County Assessor & Legal Descriptions)
Location: The four subject sites are located within the Eagle

Crest Ranch Subdivision located scutheast of State

Route 77 and Saddlebrooke Blvd. in Pinal County,

AZ
Zoning:
Highest & Best Use
Highest & Best Use as if vacant: Parcels 1 & 2: Commercial development as part of a

larger development parcel
Parcels 3 & 4: Single family residential development

Market Value Opinions

ESTIMATED MARKET VALUE OF THE
SUBJECT SITES, A FRACTIONAL INTEREST
AS TO LAND VALUE ONLY, AS IF VACANT,
FEE SIMPLE INTEREST, REAL ESTATE ONLY:

PARGCEL T eeeiiecmremsrrescrsmisscremsersuesseserssesremstssssssasiessnassessesssnmness sssasnatasarass $180,000
PARGCEL 2: cuiiecrereesee e sscsrssinsssaisioseseessesmasssssnsssctsnsssssssansasostsassasonssssessesse $60,000
PARGCEL 3 aeiiciririiereersnisrmermirstiaesssessissisiossssissessersssnmses senssassrsretssnosnssstormans $150,000
PARCEL 4: o oiriiiivicrocsiisisnsieemrtnrreinsssesssissmstssieserasansnsassssenassssasavassnssneas inin $100,000
MJN Enterprises, Inc. June 26, 2008
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MJN ENTERPRISES ING.

REAL ESTATE APPIVUSERS & CONSULTANTS
July 3, 2008

Ms. Jackie Ziliox, Secretary
Goodman Water Company

6340 N. Campbell Ave., Ste. 278
Tucson, AZ 85718

Re:  Summary Appraisal Report (Evaluation) of four parcels within the Eagle Crest
Ranch Subdivision located southeast of State Route 77 and Saddlebrooke Blvd. in
Pinal County, Arizona

MJIN File No.: 08-L-109
Dear Ms, Ziliox:

As requested, [ have evaluated the property identified above as of June 26, 2008, This
Evaluation Report closely adheres to the Interagency Appraisal and Evaluation Guidelines
issued October 28, 1994. This evaluation also follows the Uniform Standards of
Professional Appraisal Practice. The evaluation is for the internal use of Sears Financial
Corporation (the sole intended user) and may not be used by any other parties except those
named herein. It is disclosed within this report, as well as the appraisal contract, that an
affiliate of Sears Financial Corporation, D&D I[nvestments, has a minority investment in
PBH Flagstaff Holdings, LLC, of which the signing appraiser, Mr. Michael J. Naifeh, is
also a member. Because the ownership interest is small (+/-2%) and because the appraiser
is not being used for a federally related transaction, the client and the appraiser mutually
agree and acknowledge that this has no influence whatsoever on either the appraiser’s
independence or the value conclusion.

Property Identification

The property that is the subject of this report consists of four sites within the Eagle Crest
Ranch Subdivision. The sites are currently improved with water well infrastructure, but
only the underlying land is valued within this appraisal. The subject sites are referred to as
Parcels 1 thru 4. The orientation of the sites is displayed in the map which follows. Eagle
Crest Ranch is located southeast of State Route 77 and Saddlebrooke Boulevard in Pinal
County, AZ. The legal descriptions were provided by the client. The individual parcels are
more accurately described as follows:

MJN Enterprises, inc. June 26, 2008
Job #08-L-109 , Page 3




Parcel I: The west side of Eagle Crest Ranch Blvd., south of Eagle Ranch Rd.

Parcel 2: The west side of Eagle Crest Ranch Blvd, northeast of the intersection with State
Route 77

Parcel 3: Northeast of the cul-de-sac at the intersection of Eagle Mountain Dr. and Eagle
Ridge Drive.

Parcel 4: The south side of Mountain Shadow Dr., east of Rock Ledge Loop

Figure 1: Parcel Orientation Map
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Figure 2: Legal Description

LEGAL DESCRIPTION
EXHIBIT "ONE"

THE LAND REFERRED TO HEREIN BELOW IS SITUATED IN THE COUNTY OF PiMA, STATE
OF ARIZONA, AND IS DESCRIBED AS FOLLOWS;

Parcel No. 11 Jalun plchi'“ 1 ) 7 frae
Tract A, of EAGLE CREST RAMCH {, according to tha plat of record in the otiica of the County
Recordor of Pinal Caunty, Arizona, recordad iy Cabinet D of Maps, Slida 34.
Parcel No. 2: ( Whede » mﬁ.-\ (- I l-l\ L3 Qe
Teract B, of EAGLE CREST RAMCH 1, according ta tha plat of racerd in the office of the County
Recorder of Pinal County, Arizona, rscorded in Cabingt D of Maps, Slida 34,
. [ g-iig -
Parcel No. 3: ( (et Plent + 33 p b *

Tract B, of EAGLE CREST RANCH IV-A, accaording to the plat of record in tha aflice of the
County Recarder of Plnal Caunty, Arfzona, recorded n Cabinst G of Maps, Slide 83.

parcel Mo, 41 { LWJele e Plent + ) 3 (1Y Gt

All ol that portion ot the Southwest Cuartar o} Section 32, Township 10 Souh, Range 14

€ast, Gila snd Salt River Base and Meridian, Pinat Counly, Arizona, being a portion of Eagle
Crest Ranch Tracts "A" through "M™ and Common Arag "A” {Private Streets], a subdivision
of Pinal County, Arizana, recorded in Cablnet "C" in Slide 173 on Dctober 25, 2000, mors

pasticulatly described as follows:

Commencing at the Southoast corner of Traet "D of said Eagls Crest Ranch Tracts A"
through "M" g it adjoing Troct "E* and Eagla Crast Ranch Boulavard, said point falling on a
curve from which the radius bagg South 83 degraes 55 minutes 51 seconds Wast:
Thence Morthorly along said curvae to the 1alt an 1he Westarly right-af-way of Eagle Crest
Ranch Boulavard, having a radius al 1150,00 {aet and a centrel sngla ol 93 degrees 36
minutes 30 seconds, an arc distance of 72.42 {est to the POINT OF BEGINHMING:

Thence departing said curve, Waost, on a non-langan ling, a distance of 36,10 fes(;
Thence South 45 dagress 00 minutes 00 seconds Wssi, a disiance of 22.02 {eot;

Thenco Wesl, a distance ol 46,69 {eetl;

Thence Morth 30 degrees 49 minuies 04 seconds VWaest, a distance of 60.08 lapy;

Thence South 79 degrees Y0 minuigs 56 seconds Wast, a distance ol 75.2E lael;

MJN Enterprises, [nc. June 26, 2008
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Thence Noilh, & distance of 113.17 faot:

Thenco East, a distance ot 213.60 taat o @ point on the Wasterly right-of-way of said
Eagle Crest Ranch Boulevard:

Thence South 12 degress 58 minutes 33 seconds Easl along said Westery right-of-way, 8
distance o 29.40 fopt to & point of curvaturs;

Thenca Southerly along said curva 1o ths right, having a radius af 1150.00 leet and a
contral angle of 03 degrens 15 minutes 55 saconds, an arc distance of 65.54 fest to the
POINT OF BEGINNING:

Figure 3: Assessor's Record Map — Parcels 1 & 2
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Figure 4: Assessor's Record Map - Parcel 3
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Property Rights Appraised
Fee simple interest in the underlying land (a fractional interest appraisal)

Appraisal Problem to be Solved

The purpose of this evaluation is to provide current market value opinions of the four
subject sites, a fractional interest appraisal as to land value only. Therefore, the “as is”
value is not estimated. The subject parcels are valued in accordance with their highest and
best use and not as infrastructure sites for the Goodman Water Company. However, it is a
hypothetical condition of this report that the infrastructure contained within the subject
sites is located elsewhere within the subdivision development.

Date of Value Opinion and Conclusions
June 26, 2008

Effective Date of Report
July 3, 2008

Intended Use of Opinions and Conclusions
Asset management decisions including valuing the land donations to the water company.

Client / Intended User
Sears Financial Corporation/Goodman Water Company

Type of Report
Summary

Extraordinary Assumptions

An extraordinary assumption is an assumption, directly related to a specific assignment,
which, if found to be false, could alter the appraiser’s opinions or conclusions.
Extraordinary assumptions presume as fact otherwise uncertain information about physical,
legal, or economic characteristics of the subject property; or about conditions external to
the property such as market conditions or trends; or about the integrity of data used in an
analysis. An extraordinary assumption may be used in an assignment only if:

it is required to properly develop credible opinions and conclusions;

the appraiser has a reasonable basis for the extraordinary assumpticn;

use of the extraordinary assumption results in a credible analysis; and

the appraiser complies with the disclosure requirements set forth in USPAP for
extraordinary assumptions. (USPAP, 2008 ed.)

The following extraordinary assumptions apply in this report
® none

Hypothetical Conditions

A hypothetical condition is that which is contrary to what exists but is supposed for the
purpose of analysis. Hypothetical conditions assume conditions contrary to known facts
about physical, legal, or economic characteristics of the subject property; or about
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conditions external to the property, such as market conditions or trends; or about the
integrity of data used in an analysis. A hypothetical condition may be used in an
assignment only ift

¢ use of the hypothetical condition is clearly required for legal purposes, for purposes
of reasonable analysis, or for purposes of comparison;
use of the hypothetical condition results in a credible analysis; and

o the appraiser complies with the disclosure requirements set forth in USPAP for
hypothetical conditions. (USPAP, 2008 ed.)

The following hypothetical conditions apply in this report
¢ The subject parcels are valued as if vacant without the water infrastructure
improvements on the sites. The infrastructure exists elsewhere within the
subdivision development.

Definition of Value

Market value is defined as the most probable price which a property should bring in a
competitive and open market under all conditions requisite to a fair sale, the buyer and
seller, each acting prudently, knowledgeably and assuming the price is not affected by
undue stimulus.

Implicit in this definition is the consummation of a sale as of a specified date and the
passing of title from seller to buyer under conditions whereby: a) buyer and seller are
typically motivated; b) both parties are well informed or well advised, and each acting in
what they consider their own best interest; c) a reasonable time is allowed for exposure to
the open market; d) payment is made in terms of cash in U.S. dollars or in terms of
financial arrangements comparable thereto; and e) the price represents the normal
consideration for the property sold unaffected by special or creative financing or sales
concessions granted by anyone associated with the sale. 12 CFR 34.42(g) (2008).

Scope of the Assignment

This summary appraisal report is a recapitulation of the appraiser’s data, analyses, and
conclusions. Supporting documentation is retained in the appraiser’s file and is available to
the client during regular business hours, if required.

As part of this appraisal assignment, the appraiser made a number of independent
investigations and analyses. Data retained in office files, which are updated regularly, was
relied on. Public records were checked to verify information.

The market area was observed and the contents of this report express the appraiser’s
opinion of what was found and observed. A search for data in the market area of the subject
is accomplished first. If there is inadequate data for comparison, the search is then
expanded into other markets. A site inspection was made on fune 26, 2008.

All market data was gathered from one or more of the following sources: CoStar Comps,
affidavit of property value, Tucson MLS, and commercial real estate brokers and/or agents.
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Secondary data was compiled from the Metropolitan Tucson Land Use Study (MTLUS)
and STDBOnline. The appraiser did not develop the cost and income approaches as these
are unnecessary for a credible opinion of value and there is sufficient sales data available to
develop a credible appraisal.

I inspected the subject sites. Carolyn Van Hazel assisted in data research and wrote the
initial draft of this report with my consultation. I made revisions in subsequent drafts, prior
to issuing the final report, such that the report represents my work product.

Property Ownership
Title to the subject parcels is currently vested in Goodman Water Company, LLC. The
vesting information is presented in the following table:

Recording
Parcels | Document No. Date
1.3, 4 12008042474 May 5, 2008
2 2008-042477 May 5, 2008

The parcels are not currently listed or under contract for sale.

Market Area Data

The subject is located within metropolitan Tucson, Arizona. Tucson as a whole is
experiencing unprecedented robust growth in all market sectors. The recently overheated
residential market from 2004/2005 has slowed down. The recovered industrial market
continues to improve but appears to have plateaued. Office space is gradually being
absorbed, but the market is still somewhat overbuilt in the CBD. The retail market has
improved but is still tenuous due to the entry of “category killer” stores. Overall, the
Tucson community remains strong with good population growing demand for services.

MJIN Enterprises, Inc. June 26, 2008
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Figure 6: Market Area Map
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The subject is located adjacent north of the Pima County / Pinal County line, but derives its
influence from the Tucson market. The subject parcels are located within northwest
metropolitan Tucson and are in an established path of growth area. The boundaries are the
Rillito Creek on the south, First Avenue and Pusch Ridge on the east, the Santa Cruz wash
on the west, and just north of the Pinal County line on the north. The future of the
neighborhood appears sound over the long term but economically uncertain at this time.
The roads are somewhat congested. Pygmy Owl habitat concerns previously impeded some
developments in the path of growth and induced some development beyond the growth
path. Improvements which have enhanced the accessibility of the region include the
extension of Tangerine Road to Oracle Road along with a concrete bridge over the Canada
Del Oro Wash.

Active residential development is underway within the neighborhood where all utilities and
zoning are available. Sites lacking all utilities for development are deemed less desirable
evident from purchase prices. While residential development sites are actively sought, the
sites lacking all utilities encounter a somewhat speculative appeal. Residential land sites
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with all utilities available generaily indicate a stable price trend, whereas the price trend for
speculative sites remains somewhat tenuous. Multi-family developmient has been active,
but some developments have exceeded affordability, and the market has mixed perceptions.
This is illustrated by rents and vacancy statistics. Condominium conversions have
increased volatility.

Residential support services are following the trend of residential development with a
newer Fry’s (formerly Smith’s) store at the northeast corner of La Canada Drive and
Lambert Lane. Albertsans (closing), Home Depot, Fry's and Target have opened stores at
Oracle Road and First Avenue. Albertsons opened stores at River and La Canada, La
Cholla and Ina, and First and Oracle. Bashas® anchors a newer center at Thomydale and
Cortaro Farms Road. Kohl’s, Sprouts, and a Wal-Mart Neighborhood Market anchor an
expanded center at the southwest comner of Oracle and Magee Roads. Wal-Mart opened a
store adjacent north of the renovated and re-tenanted Foothills Center. A comimunity center
under construction at Tangerine and Oracle will reportedly be anchored by Wal-Mart. Pima
Community College developed a northwest satellite campus at Magee and Shannon Roads.

Land Description
Figure 7: Acrial View

Parcel 1:
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Location

Size

Topography

MJN Enterprises, Inc.

Job #08--109

Four sites within the Eagle Crest Ranch Subdivision improved with
water well infrastructure

The Eagle Crest Ranch Subdivision is located southeast of State
Route 77 and Saddlebrooke Blvd. The individual parcels are more
accurately described as follows:

Parcel {: The west side of Eagle Crest Ranch Blvd., south of Eagle
Ranch Rd.

Parcel 2: The west side of Eagle Crest Ranch Blvd, northeast of the
intersection with State Route 77

Parcel 3: North east of the cul-de-sac at the intersection of Eagle
Mountain Dr. and Eagle Ridge Drive.

Parcel 4: The south side of Mountain Shadow Dr., east of Rock
Ledge Loop

The parcels have irregular, yet functional shapes
Parczl 1:.72 acres; 31,363 S.F.
Parcel 2: .25 acres; 10,890 8.F.
Parcel 3: .63 acres; 27,443 S.F.
Parcel 4: .39 acres; 16,988 S.F.

All of the parcels are levsl and at finish grade. Parcel i is slightly

Juine 26, 2008
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Hydrology

below grade from surrounding land parcels. Parcel 2 is above grade
from the adjacent commercial land and below grade from the adjacent
esidential parcels, Parcels 3 and 4 are above grade from the
surrounding parcels and offer panoramic views of the Catalina
Mountains angd the city lights.

28
riphic Sackety’
4 i

The sites appear to generally be located within Zone X, outside of the
100-year flocdplain, FIRM Panel 2475K, dated December 4, 2007.
Parcels 1 and 2 could be partially within Zone A, subject to 100-year
flooding. Parcel 1 appears to have a natural detention/retention area
created somewhat from the larger parcel. Hydrology mitigation and/or
flood insurance would possibly be required if the sites were to be
developed according to their highest and best use.
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Parcels | and 2 are located along Eagle Crest Ranch Blvd, the spine
road which traverses the subdivision. Eagle Crest Ranch Blvd.
median divided four lane collector street with vertical concrete curbs,
bike lanes, and sidewalks. Parcel 3 is located at the cul-de-sac
intersection of Eagle Ridge Drive and Eagle Mountain Drive, while
Parcel 4 is located along Mountain Shadow Drive. All of these streets
are asphalt paved two lane neighborhood streets with sidewalks along
one side. The access road to Parcel 4 is somewhat steep which might
possibly limit access to the pad, although the site appears big enough
to orientate it with a typical size house in mitigation.

Parcels | and 2 have good visibility when taken in the context of the
larger commercial parcels. Parcels 3 and ¢ have good locations for
residential parcels with pancramic views of the Catalina Mountains
and city lights.
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Utilitizs

Surrocunding
Uses

Easements

Environmental

All available and vnderground.

Parcel 1: Larger commercial land parcel to the north and west,
residential dwellings to the south and east.

Parcel 2: The larger conunercial land parcel to the south and west,
and residential dwellings to the north and east.

Parcel 3: Residential dwellings to the west and northwest, vacant land
ta the north, east end south.

Parcel 4; Vacant commeon arca land to the south and east. Residential
dwellings to the north and west,

A title report was not provided. The appraisal assumes typical access
and utility easemenis and CC&R’s that do not affect the site
adversely,

It is unknown whether PCRs are in ¢lectrical transformers. According
to the AZDEQ Map, the site is not within a Superfund or WQARF
designated area.

Site The parcels are {mproved with water well infrastructure. However,

Improvements  gnjy the underlying land is considered within the appraisal and the
parcels are valued as if vacant.

Zoning

Conclusion The sites are functional and adaptable to typical subdivision
development.
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Job #08-L-109 Fage 17




Wigure Bt ADEQ Map
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Figure 9: Comprehensive Land Use Map
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Tax Data
The subject parcels assessed information is presented in the following table:

Parcel Assd.

No. Tax Code No. 2008 OV 2008 LV 2007 Taxes {Ratio Parcel §ze  |Subject %
1 Part of 305-31-013W  {$278,600 $86,831 $405.82 16% 9.32 ac. 1.70%

2 305-31-013Q $60,924 $34927 |§705.26 23% .25 ac. 100%

3 305-93-604 $500 %272 N Av 16% .B3ac. 100%

4 Part of 305-83-219 $108,880 $63,857 ($2,865.22 |16% 27.42 1.42%

The parcels are in Tax Area Code 0204, which has the following tax rate history:

Tax Area Primary Secondary Total
0204 Rate Rate Rate .
2007 $9.2167 $2.4726 $11.6893

The parcels are not assessed in accordance with their highest and best use. If the parcels
were developed in accordance with their highest and best uses, the ad valorem values
would increase dramatically. The ratic of Parcel 2 should be appealed.

SUBJECT PHOTOGRAPHS

lwto 1: Street scene locking north on rncte Road
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Photo 3: Street seene lookig squth an age Crest Ranch Boulevard
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Photo 4: Street scene looking north on Eagle Crest Ranch Boulevard
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Photo 19: Street scenc losking north on Meuntain Sndov iv

MJIN Enterprises, Inc.
Job #08-L-109

2




R

AR

PR
R G LR

.'n%"

June 26, 2008

MIN Enterprises, Inc.
Page 30

Job #08-L-109




MIN Enterprises, inc,
Job #C8-1-109




Market Overview

Demographic statistics from STDBOn/ine ave in the addenda and indicate a generally stable
locale. The MTLUS statistics for the retail and single family markets are in the addenda and
are also sumimarized below. The subject is located in District 4, Oro Valley / Catalina.
Marketing and exposure times are one year or less. The retail market appears to be
undersupplied based an the low vacancy rates and the low district capture of inventory
(2.1%) compared to the high district capture of permits (53.3%). However, the large supply
of permitted inventory coming online scon will help to balance the market. The single
family market appears to be stable where percentage growth mirrors the community

overall.

Figure 10: Retail Snapshot

MTLUS Retail Snapshot

Tucson Metro

Q4 2007

Dis;rict 4

Street-side |Shop. Ctr. |Strest-side |Shop. Ctr.

Centers (#) 218 ¢ 9
% District Caplure

Establishments (#) 5,338 4,471 g8 141
% District Caplure 1.8% 3.2%
Vacant (#) 544 578 5 18
% District Capture 0.9% 3.3%
Inventory (5.F.) 17,838,157 | 25,356,439 239,108 585,732
% District Capture 1.3% 2.7%
Vacancy (S.F.) 1,504,533 | 1,842,818 | 8,544 38,977
% Vacancy 8.4% 7.7% 2.7% 5.7%
% District Capture 0.4% 2.0%
Ann, Absorption (8.F.} 52,211 589,483 |; 14,6837 60,377
% District Capture 28.0% 10.2%
Ann. Supply Inc. {S.F.) 122,930 562,812 |; 16,485 83,472
% District Capture ' 13.4% 16.6%
Permits (6 mos.} {3.F.)

% District Caplture

MJIN Enterprises, Inc
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Figure 11: Single Family Snapshot

MTLUS Single-family Snapshot
Q4 2007

Inventory {units)

Tucson Metro Istrict 4

245,877 19.925

% Dislrict Caplure 8.1%
Ann, Permits {units) 4,846 482
% Growth 2.0% 2.4%
% Disirict Caplure 5.9%
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Highest & Best Use

Highest and best use is a market driven concept that focuses on market forces as each
relates to the subject site, identifying the most profitable and competitive use to which the
property can be put. For this assignment, the appraiser has considered the following factors
in determining the highest and best use of the subject property: legally permissible,

physically possible, financially reasonable and maximally productive.

MJN Enterprises, Inc.
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After examining the facts in the preceding sections of this appraisal report, the following
can be summarized regarding the subjects’ most probable uses:

e Current zoning of the site permits a variety of commercial uses for Parcels 1 &
2 and single family residential uses for Parcels 3 & 4.

¢ There do not appear to be any physical limitations that would prohibit
development of the subject sites other than size.

¢ The subject’s immediate neighborhood is dominated by residential uses with
supporting office and commercial uses.

¢ The area in which the subject sites are located enjoys an adequate transportation
system via arterial streets,

After considering all the various factors, the highest and best use of Subject Parcels | and 2
is for commercial development in conjunction with the larger surrounding commercial
parcels. The highest and best use for the Subject Parcels 3 and 4 is for single family
residential development.

The appraisal process typically involves three traditional valuation approaches: cost,
income capitalization and sales comparison. For this evaluation, only the sales comparison
approach will be utilized. The Subject Parcels 1 and 2 have a highest and best use to be
developed commercially in conjunction with a larger development parcel. Therefore, these
parcels will be compared to larger commercial land sales and a price will be allocated on a
per square foot basis. Parcels 3 and 4 are valued per lot.

Sales Comparison Approach - Parcels 1 & 2

A search of the entire Tucson metropolitan area for sales of comparable properties was
conducted. Similar sales were located in the subject’s general neighborhood and competing
areas. The sales are compared to the subject Parcels ! & 2 “as if vacan(” and part of a
larger commercial development. The larger development parcel for Parcel 1 is located at
the southwest corner of Eagle Ranch Rd. and Eagle Crest Ranch Blvd. and is contained
within tax parcel no. 305-31-013W. The larger development parcel contains approximately
9.32 acres. The larger parcel for Parcel 2 contains approximately 10.55 acres within tax
parcel no’s: 303-31-013P and -013Q. The larger parcel is located at the northwest corner of
State Route 77 (Oracle Rd) and Eagle Crest Ranch Blvd.

The sales tabulation is a summary of five of the most recent comparable transactions. The
properties are competitive uses to the subject. Based on the sales summarized in the table, a
unit value of $5.75/S.F. is appropriate for the underlying land of Parcels 1 and 2, as part of
a larger commercial development parcel. Calculations follow:

Parcel Site Area Value/S.F. Indicated Value
1 31,3638 F  =x §5.75 $180,337
Rounded to: $180,000
2 10,890 8.F. =x $5.75 $62,618
Rounded to: $60,000
MJN Enterprises, Inc. June 26, 2008
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Rigure 12: Comparable Commercial Land Sales —~ Parcels 1 & 2

LAND SALE ADJUSTMENT GRID

Sale 1 Sala 2 Szala 3 Sale 4 Sale 5
Locatlon NW of Rancho SWevalencla 8  SW ol Marana Rd. NWcof Marana Rd.  S/s Tangerine
Visloso Blvd, & Headley Rd & 110 8 110 Farms, W of
Oracle Rd. Postvais Rd
Date Jan-07 Mard7 Sep-07 Jan-08 Feb-08
Adjusted Sales Price” $3.735,000 §3,000.000 $5,350,682 $7,720,000 $3,200.000
Land SF 661,676 495,713 1,126,462 1,810,789 853,776
Land Acres 15.19 11.38 25.86 41,57 19.60
Zoning PAD, Oro Valiay C-1, Tueson NC, Marana C, Marana VG, Marana
Intended Use Office Park/ Auta dezlership with Mixed Use Power Cenler Walgreen's
Planned Unil possible retail Commaercia! anchored center
Deveippment
Sale PricelSF 35.64 $6.05 54,75 $4,28 $3.75
Praperty Rights Conveyed [ a 0 ] o
Conditlons of Sale 1] -20% a 0 o
Markel Candilions +10% +5% 0 0 0
Basa Adjusted Price $8.21 ) $5.08 54.75 54,28 §3.75
Location -10% +10% +15% «15% +25%
Physical Characleristics o g 0 o 0
Size 0 0 +5% +10% +5%
Shape a 0 0 +10% 0
Utility a 0 0 ¢ +25%
Zoning/Use o] 0 o 0 o}
Mon Reslly Components o] 0 0 ) 0
indicated Value/S.F, $5.59 $5.59 55.70 55.76 $5.81

“Where prico

ted for cash equivalancy. and expenditures required immadiaiely afier salo,
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Figure 13: Sales Location Map
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Sales Comparison Approach — Parcels 3 & 4
A search of the entire Tucson metropolitan area for sales of comparable properties was
conducted. Nearby vacant comparable residential lot sales were not discovered as finished
lots are sold with a house. Value of the underlying land is obtained by applying a land
allocation to the overall sales prices of single family homes within the Eagle Crest Ranch
Subdivision. A survey of subdivision developers indicates a land to building ratio of 25%
for single family homes in similar subdivisions. Following is a tabulation of recent single

family home sales in the Eagle Crest Ranch Subdivision:

Sale No. |Sale Date |Subdivision Lot No. |Sale Price Lot Size Imp. Size
1 4/07 Eagle Crest Ranch _ [154 $480,000 .23 ac. 3,612
2 8/07 Eagle Crest Ranch  |144 $439,000 .28 ac. 2,319
3 8/07 Eagle Crest Ranch  |357 $367,500 .43 ac. 2,711
4 8/07 Eagle Crest Ranch {155 $435,000 .23 ac. 3,612
5 12/07 Eagle Crest Ranch 159 $340,000 21 ac 2,318
6 3/08 Eagle Crest Ranch {597 $345,000 21 ac. 2,057

MJN Enterprises, Inc.
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Figure 14: Sales Location Map
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All of the sales selected are nearby to the subject Parcels 3 and 4, abut open space, and
enjoy above average views, as well as larger lot sizes. The sales average $401,083, say

$400,000. Applying a 25% land allocation yields an estimated lot value of $100,000 for

Parcel 4, as if vacant and valued in accordance with its highest and best use. An additional
lot premium of $50,000 is added to Parcel 3 to reflect its superior views and larger lot size.
Therefore, the estimated value of Parce! 3 is $150,000, as if vacant and valued in
accordance with its highest and best use.

MJN Enterprises, Inc. June 26, 2008
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Reconciliation

Only the sales comparison approach is applied, and this approach best reflects buyer and
seller actions. Based upon all of the information, data and analyses contained in the report,
it is my opinion the market value of the underlying land of each subject site, as of June 26,
2008, is properly expressed at:

ESTIMATED MARKET VALUE OF THE
SUBJECT SITES, A FRACTIONAL INTEREST
AS TO LAND VALUE ONLY, AS IF VACANT,
FEE SIMPLE INTEREST, REAL ESTATE ONLY:

PARCEL T cesnciss et sensesss s tnesinsevsss e ss s s enresarsnne $180,000
PARCEL 21 i s e s sr e s s sns s rme s ne e e $60,000
PARCEL 3iuri e rves et cre b et cnr e $150,000
PARCEL 41 cs i sesteasmessmre e s reesarats st s s sae s e reonnas $100,000

Estimate of Exposure Time / Marketing Time
3 to 6 months. The estimated construction time is 3 months.

My Certification, the Contingent & Limiting Conditions and my current Qualifications
follow.

Your attention is directed to the data and discussions contained in this summary appraisal
report and to the pertinent exhibits.

[ do hereby certify that, to the best of my knowledge and belief, all statements and opinions
contained in this appraisal report are correct. This transmittal letter is not valid for any
purpose unless accompanied by the 58-page appraisal referred to herein. The appraisal
report and this letter of transmittal are subject to the limiting conditions as set forth in the
appraisal report under the heading “Contingent and Limiting Conditions” and to such other
specific and limiting conditions as set forth by the appraiser in the appraisal report.

In order to guarantee authenticity of this report, the designated appraiser has imprinted this
letter of transmittal with an embossed seal. Any copy without same is not a certified copy
and the appraisers assume no responsibility or liability for such a report.

Respectfully submitted,
MIN Enterprises, Inc.

By /%%é///é%f

Michael J. Xaifeh, MAL CRE
Certified General

Real Estate Appraiser

State of Arizona

Certificate No. 30276
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Certification

1 ceriify that, to the best of my knowledge:

the statements of fact contained in this report are true and correct.

the reported analyses, opinions, and conclusions are limited only by the reported
assumptions and limiting conditions, and are my personal, unbiased professional
analyses, opinions, and conclusions.

the appraisal assignment was not based on a requested minimum valuation, a
specific valuation, or the approval of the loan.

1 have no present or prospective interest in the property that is the subject of this
report, and I have no personal interest or bias with respect to the parties involved.

my compensation is not contingent upon the reporting of a predetermined value or
direction in value that favors the cause of the client, the amount of the value
estimate, the attainment of a stipulated result, or the occurrence of a subsequent
event.

my analyses, opinions, and conclusions were developed, and this report has been
prepared in conformity with, the Uniform Standards of Professional Appraisal
Practice. ‘

the undersigned hereby acknowledge that they have the appropriate education and
experience to complete the assignment in a competent manner. The reader is
referred to the appraisers’ Statement of Qualilications.

Michael J. Naifeh has made a personal inspection of the property that is the subject
of this report.

no one provided significant professional assistance to the person(s) signing this
report, except as provided hereafter. Carolyn Van Hazel provided significant
assistance in the preparation of this appraisal.

The “Estimate of Market Value™ in the appraisal report is not based in whole or in
part upon the race, color, or national origin of the prospective owners or occupants
of the property appraised, or upon the race, calor, or national origin of the present
owners or occupants of the properties in the vicinity of the property appraised.

the reported analyses, opinions and conclusions were developed, and this report has
been prepared, in conformity with the vequirements of the Code of Professional
Ethics and the Standards of Professional Practice of the Appraisal Institute.
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The use of this report is subject to the requirements of the Appraisal Institute relating to
review by its duly authorized representatives.

As of the date of this report, [, Michael J. Naifeh, MAIl, have completed the requirements
under the continuing education program of the Appraisal Institute.

All conclusions and opinions concerning the real estate that are set forth in the appraisal
report were prepared by the Appraisers whose signature(s) appears on the appraisal report,
unless indicated as “Review Appraiser.”

No change of any item in the appraisal report shall be made by anyone other than the
Appraiser(s), and the Appraiser(s) shall have no responsibility for any such unauthorized
change.

This summary appraisal report is prepared in conformance with the Uniform Standards of

Professional Appraisal Practice.
Michael J. Nﬁifeh,%%l, CRE

Certified General
Real Estate Appraiser
State of Arizona
Certificate No. 30276
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Contingent and Limiting Conditions

The certification of the Appraiser appearing in the appraisal report is subject to the
following conditions, and to such other specific and limiting conditions as are set forth by
the Appraiser in the appraisal report.

This report is prepared for our client. This report or any portion thereof is for the exclusive
use of the client and is not intended to be used, sold, transferred, given, or relied on by any
other person than the client without the prior, expressed written permission of the authors,
as set forth within the Limiting Conditions contained in this report. Possession of this
appraisal, or a copy thereof, does not carry with it the right of publication. The appraisal
may not be used for any purpose by any person other than the client without prior written
consent of the appraiser. Neither all nor any part of the contents of this appraisal (especially
any conclusions as to value, the identity of the appraiser, or the firm with which the
appraiser is connected) shall be disseminated to the public through advertising, public
relations, news, sales, or other media without the prior written consent and approval of the
appraiser.

The Appraiser assumes no responsibility for matters of a legal nature affecting the property
appraised or the title thereto, nor does the Appraiser render any opinion as to the title,
which is assumed to be good and marketable. No Owner's Title Policy has been furnished
to the Appraiser. The property is appraised as though under responsible ownership,
competent management, and adequate marketing typical for that type of property.

The Appraiser has made no survey of the property. Any sketch or map in the appraisal
report may show approximate dimensions and is included for illustrative purposes only. It
is the responsibility of a certified engineer, architect, or registered surveyor to show by a
site plan the exact location of the subject property or any improvements or any proposed
improvements thereon, or the exact measurements or calculations of estimated area of the
site. In the absence of such a survey, the appraiser may have used Tax Assessor's maps or
other maps provided by the client which may not represent the exact measurements of the
subject property or other comparable information used to estimate the value of the subject
property. Any variation in dimensions or calculations based thereon may alter the estimates
of value contained within the appraisal.

The plot plans and illustrative material in this appraisal are included only to assist the
reader in visualizing the property.

The property is appraised free and clear of any or all liens or encumbrances unless
otherwise stated.

Responsible ownership and competent property management are assurned.

It is assumed that there is full compliance with all applicable federal, state, and local
environmental regulations and faws unless noncompliance is stated, defined and considered
in the appraisal.
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It is asswmed that all required licenses, certificates of occupancy, consents, or other
legislative or administrative authority from any local, state, or national government or
private entity or organization have been or can be obtained or renewed for any use upon
which the value estimate contained in this appraisal is based.

It is assumed that the utilization of the land and improvements is within the boundaries or
property lines of the property described and that there is no encroachment or trespass
unless noted in the appraisal.

[n estimating the value of the subject property and in analyzing comparable information,
the appraisers have relied upon information from public and private planning agencies as to
the potential use of land or improved properties. This information may include, but is not
limited to, Area Plans, Neighborhood Plans, Zoning Plans and Ordinances, Transportation
Plans, and the like. In the estimate of market value, the appraiser may consider the extent to
which a knowledgeable and informed purchaser or seller, as of the date of the appraisal,
would reflect the reasonable probability of changes in such land uses becoming actualized
in the future. To the extent that these plans may change, the value estimates of this
appraisal may also change.

In the absence of a professional Engineer's Feasibility Study, information regarding the
existence of utilities is made only from a visual inspection of the site. The Appraiser
assumes no responsibility for the actual availability of utilities, their capacity, or any other
problem which may result from a condition involving utilities. The respective companies,
governmental agencies or entities should be contacted directly by concerned persons.

The Appraiser is not required to give testimony or appear in court because of having made
the appraisal with reference to the property in question, unless prior arrangements have
been made and confirmed in writing.

Any allocation of the valuation in the appraisal report between land and improvements
applies only under the stated program of utilization. The separate valuations for land and
improvements must not be used in conjunction with any other appraisal and are invalid if
so used.

The Appraiser assumes that there are no hidden or unapparent conditions of the property,
subsoil, potential flooding hazards, hydrology, or structures, which would render it more or
less valuable. The Appraiser assumes no responsibility for such conditions, or for
engineering which might be required to discover such factors. To the extent that published
data from public agencies is available on the above, the Appraiser has made an effort to
consult this information.

Unless otherwise stated within our report, the existence of hazardous material, which may
or may not be present within or on the property, will not be considered by us. The
Appraiser assumes, and the client warrants, that no such materials adversely affect the
atility, usability, or developability of the property to the best of their knowledge. The
appraisers are not qualified to detect such substances. The presence of substances such as
asbestos, ur-ea-formaldehyde foam insulation, radon gas, or other potentially hazardous
materials may affect the value of the property. The value estimate has been predicated on

MJN Enterprises, Inc. June 26, 2008
Job #08-L-109 . Page 42




the assumption that there is no such material on or in the property that would cause a loss
in value. No responsibility will be assumed for any such conditions, or for any expertise ar
engineering knowledge required to discover them. The client is urged to retain an expert in
this field, if desired. If at a later time hazardous materials or substances are discovered, we
reserve the right, for an additional agreed-upon fee, to re-analyze and re-appraise said
property, taking into account the discovery ot such factor or factors and their effects on the
value of the subject property.

Information, estimates, and opinions furnished to the Appraiser and contained in the
appraisal report were obtained from sources considered reliable and believed to be true and
correct. However, no responsibility for accuracy of such items furnished to the Appraiser
can be attributed to the Appraiser.

In this appraisal assignment, the existence of potentially hazardous material used in the
construction or maintenance of the building, such as the presence of urea formaldehyde
foam insulation, and/or existence of toxic waste or radon gas, which may or may not be
present on this property, has not been considered. The appraiser is not qualified to detect
such substances. We suggest that the client retain an expert in this field, if desired.

The appraiser has not detected or knows of any substance relating to environmental health
that would affect the market value of the subject property.

Disclosures of the contents of the appraisal report by the Appraiser are governed by the
Bylaws and Regulations of the professional appraisal organizations with which the
Appraiser is affiliated.

On all appraisals which are undertaken subject to satisfactory completion of, alterations af,
or repairs to improvements, the appraisal report and value conclusions contained in it are
contingent upon completion of the improvements or of the repairs thereto or alterations
thereof in a workmanlike manner.

This is a Summary Appraisal Report which is intended to comply with the reporting
requirements set forth under Standard Rule 2-2(b) of the Uniform Standards of Professional
Appraisal Practice for a Summary Appraisal Report. As such, it might not include full
discussions of the data, reasoning, and analyses that were used in the appraisal process to
develop the appraiser’s opinion of value. Supporting documentation concerning the data,
reasoning, and analyses is retained in the appraiser’s file. The information contained in this
report is specific to the needs of the client and for the intended use stated in this report. The
appraiser is not responsible for unanthorized use of this report.

The information contained in this report is specific to the needs of the client and for the
intended use stated in this report. The appraiser is not responsible for unauthorized use of
this report.

There were no other specific and/or limiting conditions associated with this appraisal for
the subject property except what has been previously mentioned above.

The use of this report or its analysis and conclusions by the client or any other party
constitutes acceptance of all the above limiting conditions.
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Qualifications of the Appraiser

Michael J. Naifeh

Experience

e Includes valuation of most types of urban real property and interest in real property;
i.e., single and multi-family residential, commercial, industrial, and vacant land.
Experience also includes special-purpose properties, feasibility studies, property tax
appeals, lease fee and leasehold interest, and counseling,

» Employed as a Fee Appraiser with Sanders K. Solot and Associates, Tucson,
Arizona, from May 1980 through April 1983.

e Employed as a Fee Appraiser with Mahoney, Cole and Associates, Tucson,
Arizona, from May 1983 through May 1988,

¢ Currently President and Principal Appraiser, MIN Enterprises, Inc.

Professional Education
Successful completion of examinations for the following Appraisal Institute courses:
e Real Estate Appraisal Pdnciples, and Basic Valuation Procedures, December, 1979
(formerly Course 1A, now Courses 110 and 120)
e Capitalization Theory & Techniques, Part 1, March, 1980; Parts 2 and 3, June,
1983; attended again, January, 1988 (formerly Course 1B, now Courses 310 and
510)
s Case Studies and Valuation Analysis and Report Writing, February, 1984 (formerly
Course 2, now Courses 340 and 550)
o Standards of Professional Practice, May, 1984, attended again October, 1990, June,
2001 (formerly Course 2 Part 3, now Courses 410 and 420)
» Litigation Valuation, June, 1991 (formerly Course 4)
s Real Estate Investinent Analysis, June, 1982 {formerly Course 6)
o Market Analysis, March, 1985; attended Highest and Best Use and Market
Analysis, June, 1994 (formerly Course 10, now Course 520)
s Attended Advanced Sales Comparison and Cost Approaches, February, 1996,
Course 530
o Attended various seminars such as Case Studies and Litigation Valuation

Prafessional Memberships

e Member of the Counselors of Real Estate (CRE), Certification Number 2387. The
CRE designation is awarded only to those individuals who are invited by their peers
into the membership of the Counseclors of Real Estate.

e Member, Appraisal Institute, (MAI)}, Certificate Number 7812. As of the date of
this report, 1, Michael J. Naifeh, have completed the requirements under the
continuing education program of the Appraisal [nstitute.

« Certified General Real Estate Appraiser, State of Arizona Certificate No. 30276.
Registered Property Tax Agent in the State of Arizona

e Licensed Real Estate Salesman, State of Arizona
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Formal Education
Bachelor of Science Degree, University of Arizona, 1980.
Concentration; Accounting and Real Estate

Public Service
e Appointed to the Arizona State Board of Appraisal January, 2000.
e Served as Vice Chairperson in 2000 and Chairperson in 2001,
» Reappointed for a second term January, 2002.

Scope of Appraisal Practice
Appraisal practice is classified into five categories:
* Mortgage Loan Appraisal
e Taxation Valuation
s Eminent Domain Appraisal
e Market Value for Private Negotiation Purposes
s Counseling

Clientele includes governmental agencies, corporate organizations,
companies, and financial institutions.

development
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Figure 15: Appraisal Cantract

W.JN ENTERPRISES ING.

REAL ESTATE APPRAISERS & COHSULIANTS

June 9. 2008

Ms. Jackie Ziliox

Chief Exceutive Officer

Sears Financia! Corporation

6340 N, Campbell Ave., Suite 278
Tueson, AZ 85718

Re:  Summary appraisal of the vacant land. 4 sites locsted in Eagle Crest Ranch, Pima
County, Arizona

Sent by fox: 529-8012
Scnt by e-muil: Jackie.z@comeast,net

Dear Ms Ziligx:

1 am submitting this proposal [or a summary uppraisal on the property referenced abave.
The purpose of this assignment is to develap market value opinians of the individual sles
as to their highest and best use and not os infrastructure sites {or the Goodman Water
Caempany.

The summary appraisal coport will contiin abbreviaied deseriptions of the market arca
pnd the sites. and will discuss pertinent market conditions and their effects on the value of
ench properry, The appraisal report also will cantain a summary of supporting factual
data and nnalyses necessary o substantiate my opinions of vrlue, ns well as pertinent
exhibits and photographs. The sales comparisen opproach will be developed ns it is
necessary For a credible value opinion. The intended use is for asset management
deeisions including pessilile donation to the water company. The intended user is the
client,

Please provide maps with sile sizes or surveys. zoning conditions. and master plan
documents. The scope of the work will include wabuiation of comparable sales verified by
public records, similar 10 an “evaluation” report aflen prepared for banks on diminimus
properties {diminimus properties are generlly properties with financing under $250,000).
Prior to issuing this letter, [ cxplained the seope of services 10 vou as you are a
knowledgeable user of appraisal services,

Please be advised that | am disclosing/will disclose, both in this contract letter and in the
sppraisal report, that an affiliate of Sears Fikancial Corparation, D&D lnvestments, has a

G061 Eust Grant Rord, Tueson, Arizona 85712
(320) 331-0000  FAX (521) 290-5293
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minarity investment in PBH Flagstaff Holdings. LLC of which | am alss a member.
Because the interest awned is small (+/- 2%) und because the appraisal is not being used
for o {ederally related tunsaction, by executing this letier, we mutually agree and
acknowledge that this will have no influence whatsoever on both my independence and
the value opinions.

My certification on the appraisal ceport will be subject to the limiling conditions set forth
in the encloscd three-page document entitled "Contingent and Limiting Conditions" and
1o other specific and limiting conditions which will be sct [orth in the appraisal report.

The total fee for the appraisal will not exceed $2,000. Upon the receipt of this mutually-
exeeuted agreement, the appraisal will be completed in 3 weeks,

The client hereby agrees 1o pay an 18% per annum finance charge on any unpaid balance
of the fee il payment is not recelved when due, Accounts which must be assigned to an
outside agency for collection will be assessed a £200.00 service charge. In case legal
action iz institted to collect a past due balance, the above-named client proiniscs to pay
colleeton costs and such additional sums as the count may adjudge reasonabie such &s
eourt costs, atterney fies, service of process, and say other costs necessary (o eflict
judgment and enforce payment, Please make all checks payable to MIN Enterprises. Inc.
If this agreement is not signed by the client and returned to the appraisers within seven
days from the above date, the fees set forth herein may be subject to change. Furthee, the
above-quoted fee ngreement is subject 1o change by the appraisers upon inspection af the
property or upan change in the client's requested services, Appraisers shall notify the
clfent of any such change in fees prior to commencement of the wark.

The parties agree that the estimaied [ec does not include any services or expenses other
than thesc as set forth above. For example, post appraisal consultation. appearanee at
legal proceedings, research, analysis, preparation. and (estimony for depositions or court
appestances for any legal proceedings are not included services, unless specifieally sct
forth above., Any such additional services requested by the client and expensus
occasioned thereby are subject to an additional fee 1o be billed at $200.00 per hour,
excepting expen witness testimony and testimony within depositions which are billed at
$250 per hour,

Your acceptance of this proposal, as confirmed by your signature on this leder, will
acknowledge your understanding and agreement with the terms ol this assignment us set
forth in this letter, including the document entitled "Contingent and Limiting
Conditions.”

This contract is mude solely with MUN Enterprises, Ine., an independent corpormtion.

[f thuse terms expressed in this letier arc accepiable to you, plense date and sign this
original letier and rewrn it to me, together with your check covering the retainer fee made

payable ta MIN Enerprises, Inc. I am enclosing a signed copy of this leuer for your
records.

138 ]
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It any provision of this agreement ts determined to be void or unenforceable by any court
of proper jurisdiction, such determinatlan shell not affcer any other provision of this
agreement held to be enforceable and all such enforeeable provisions shall remain in full
force and eifect, Any oedons or proceadings brought by anyone relating to or arising out
of this agreement shll be brought in a court of proper jurisdiction in Pima County,
Arizona. It is agreed that this agreement and the performance hercunder and all suils and
legal proceedings hereunder shall be construed in accordance with and pursuant to the
faws of the State of Arizona. This ogreement represents the enlire agreement between the
parties and supersedes all prior writen or oral agreements, negotiations, or
representations,

This agreement shall be binding upon the heirs, suceessors, and assigns of the panijes.
! look [orward to being of service 10 you.
Respecrfully submitted,

MIN ENTERPRISES, INC,

» 4///}/&}%,

By ‘
|

Michael J, Naiteh, MAIL CRE
Ceriificd General

Regl Esinte Appraiser

Stnte of Arlzona

Centificnte #30276

CLIENT ACCEPTED & APPROVED:

B\ e, AL
’ CJ Seerabery D«CJLGcoM et Compory

Dare o-tt-0f
MIN/st
3
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Rigure 16: Subject Deeds

FIDELITY NATIONAL TITLE £ OFFICIAL RECORDS OF
e M PINAL COUNTY RECORDER
W7 L AURA DEAN-LYTLE

YWhen recorded, return tos

Goodman Wnter Comipany i’_gg%”nﬁ: 05/85/68 1421
Atin: Jackic Ziliox, Chief Exccutive Officer SACES: S18. Dg
Sears Financial Corporation FEE NUMBER: 2008-042478

6340 N, Campbel] Avenue, Suite 273
Tucson, AZ 85718

Vs ) 29990

SPECIAL WARRANTY DEED

For the consideration of the sum of Ten Dollars (310.00) and other valuable
consideration, D.R. Horton, Inc., n Delaware corporation (“Grautor™), does herehy grant,
sell and convey unto Gondman Water Compuny, an Arizona corporation, the following
descrihed real property located in Pinal County, Arizong:

See Exhibit *A" attachied hereto and by this refetence imade a part hereof {the
“Praperty™),

together with all rights, easeinents and privileges appurtenant thereto,
SUBIECT TO: All tnxes and assessments; patent reservations; casements, rights of
way, encumbrances, liens, covenants, conditinns, restrictions, obligations, liabilities and

plher matters that appesr of recard.

Granlor warranis the title to the Property against all nets of the Grantor and no
other, subject only to the matters sbove set forth.

IN WITNESS WHEREQF, the Grantor has cuused these presents lo be execuled
this /4 day of April, 2008,

D.R. Horton, Inc. a Delaware corporation

Dl

Name: 12078 1) g z:{zté_’%v//;’t;é‘f
Ti”C: /) " 2 ») ;v‘,v’s’ /'- /F/vpzar
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STATE OF [Rizal )
; ] 88,
Counly of ;),gl&_ )

On ﬂp( W\ \Ch L2005 Shefore me, QD\DQQ-\ )t\ A\',\XQ&’(O\L\
personatly appeared T, d _K_, &g k{i{\\_‘hs personally known {o e {or
proved to me on the basis ol satisfactory evidenceY-o bethe person(s) whase name(s)
isfure subscribed to the within instrunient and sckaowledged to me that he/she/they
excented the same in histherftheir authortzed capacity(ies), and that by his/herftheir
signature(s) on the insiroment the person(s) or the entity upen behatFof which the
person(s) acted, executed the instrument.

Witness my hand and official seul,

PPN

¢ 8102 11 gy ]
§ o e /:ﬁ I f\)nh/k A Mo
Ll T, L ot x
euotiny - 3iing s | ‘ " p Notary Public
Leung y vustoy o

[SEAL]

EXHIBIT “A" TO GENERAL WARRANTY BEED

Parcel No. |:

Tract A, of CAGLE CREST RANCH |, aceording to the plat record in the ofﬁc‘e afthe
County Recorder of Pinal County, Arizang, recorded in Cabinct D of Maps, Stide 34.

Parcel No. 2:

Tract B, of EAGLE CREST RANCH !, accerding to the plat record in the oﬂ'ufe ofthe
County Recorder of Pinal County, Arizona, recorded in Cabinet D of Maps, Slide 34,

Parcel No. 3:

Tract B, oFEAGLE CREST RANCH IV-A, according (o the plat of record in the oﬁiFe
of the County Recorder ol Pinal County, Arizona, recarded in Cabinet G ol Maps, Slide

#3.
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/{)_’\-{\LLE“,\

‘ £ 38 OFFICIAL RECORDS OF
FIDELITY NATIONAL TITLE (:(';_-z; [2)5) PINAL COUNTY REGORDER
NG 4  LAURADEAN-LYTLE
b o
DATE/TIME: 05/05/08 1421
When recorded, retarn ta: iiéés; sw.og

Goodnsan Water Company

At Jackic Ziliox, Chicl Excentive Officer
Sears Financtal Corparation

6340 N, Campbell Avenue, Suite 278
Tucson, AZ 85718

2n 702979

GIENERAL WARRANTY BELD

FEE HUMBER: 2008-042477

For the consideration of the sun of Ten Dollars ($10.00) und ather valunble
cousideration, Fidelity Nationsd Title Agency, fpc., nt Arizona corparation, as Trustee
under Trust No, 10,587 ("*Grantar™), doces heceby grang, sell and convey uite Gondman
Water Company, an Arizona public service corporation, the following deseribed real
properly loented in Pinal County, Arizona:

Scr Exkibit "A" sttached hereto and by this referenee made o part heraof {lhe
“Property™).

together with at! rights, easeinents and privileges appurtenant ibereto.

SUBJECT TO: Al tnxes and ngsessents; palent reservations; casenents, rights of
way, encumnbrances, liens, covenenls, conditions, cesirictions, obligatinos, Jishilites md
other matiees thul appear of record.

Grantor warrznts the tille 1o the Progerty sgainst all persans whamseever subjecl
only 1o the matlers above set forth,

Pursuant 1o ARS8, § 13-404. the ame and addiess of the buneficniry o Grantor is:

Goodinan Ranch Associuies
6340 M. Campbell Avenue
Suite 278

Tueson, AZ

[N WITNESS WHEREOT, the Granor has caused these presents (o be exceuled
thisof %2 Tay of March, 2008,
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Fidelily National Tile Agency, Inc. an Arizomas
corpornion, ag Trastee under Trust Mo, 10,587

By ____-EDEL%.NA:;@NA%&E—AW
Mz an Arzeya comordlion us TAUSTEE Lindsr
Title: TRUST/ &,,Ajfi and nolin hy-

__—-"cn pg} Eﬂ; J{ q_/ﬁ .

2

STATE OF Af/Zend ) T e O <
™

ss
Counly of /?m—‘i ]

on F2 g[ﬂf  before me, L8080 & Appron/E2
peronally appeared /7ig877 £ . /;Zl,u. pecsanally known o me (or

proved o e on the basis of salislaclory evidonee) Lo be the personf#) whase nanef«)
isfare subseribed to the within instrument and acknowledged (o me that hefshelthoy
executed the sanwe in hisfherftheir authorized copacityfes), ond that by bisther/iheir
signature(x} an the instrument the personig) or the entity tpon behalf of which the
persan{g} acted, execuled the instriment.

Witness my hand and official scal,

/y/aﬂ-% K 7W¢4//<//
/ }omrvl’uhhc Qgr)

ASESESSRETEEN e SRS
p “IVRICIAL SEAL

[SEAL] y  LAURAE, MARTINEZ
R LOTARY LOLE - ETATECF Am2CHs
Phid CCUNTY
by & m:L c_v’nuus Jura | EDU)
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EXHIBIT A" TO GENERAL WARRANTY BEED

All of that portion of the Southwest Quarler of Section 12, Towaship 10 Sauth, Range 14
East, Gilo and Salt River Base wid Meridian, Pisol Caumty, Arizonn, being u partion ef
Eagle Crest Ranch Tracts *A™ through "N and Comman Aren “A” (Private Steeets), a
sublivision of Pinal County, Arizong, recorded in Cabiuet “C™ in Slide 173 on Oclober
35, 2000, more particulnrly deseribed ns [ollows:

Consnencing at the Sputheast comer of Tract “D” of snid Eagle Crest Ranch Tracls “A™
rrongh "N as it adjoins Tract "E™ and Eagle Crest Ranch Baulevard. suid point Tolting
on o curve fram svliich the radius beurs Saeth §3 degrees 35 nnnotes 31 seconds West;
Thence Noriherly slong saitl curve to the left an the Westerly ripht-ofway of Eagle Cresi
Ranch Boulevard, having a radius of 115000 feet ad a contead angle o' 03 degrees 26
minules 30 seconds, an arc dislance of 7242 [ect o the POINT OF BEGINNING;
Thence deporting snid curve, West, an a non-iengent line, a dislance of 1610 Teet;
Thence South 45 degrees 30 mimiles 00 seconds West, & distance at' 92.02 feen;

Thence Wesl, u dislance of 46.69 [eel:

Thence Morth 10 deprees A9 minutes Gd seeonds West, o distance of 60.09 {eey;

Thence South 79 deprees 10 niinutes 56 sceonds West, ¢ distanve of 75.26 feet;

Thenee North, o distaaee uf 113,17 feet;

Thence East, a distance of 213.60 el to a point on die Westerly right-of-wiy of said
Eagle Crest Ranch Boulevard;

Thence Sawh 12 degrees 36 minules 33 seconds East along said Weslerdy right-ulway, u
disinnce ol 29.49 feel (o 1 puint of curvalure:

Thence Southerly alung said cavve lo the right, baving a radivg of 130,00 {eet and o
central angle of 03 degrees 15 minutes 55 sceonds, an are distance of 63.34 et 1o (he
POINT OF BEGINNING;

MJIN Enterprises, Inc.
Job #08-L-109

June 26, 2008
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Bermographic and income Profile - Appraisal Version
MJIN Enterprises

Eagle Crest Latitutle: 32511218
Eaqie Crest Ranch Bivel 8 1 Qracle Rd Longitude: V1025774
Tucson, AZ 85733 Site Type: Radlue Radius: 3.0 mile
Summary 2000 2008 2013
Sopulstion 7812 12,165 4342
Hayselelds 2,105 3223 £ 14
Earmilizs 2,580 4,045 4,541
Averaje Housshaolg Size 249 233 222
Owrier Qesupled HUs 2713 4,75 5,543
Renler Cozupied Kl m 515 772
Lapian Age 4€.2 55.5 £5.0
Trends: 2008.2013 Annual Rate Ared State Hational
Pogulatian 2.34% 337% 1.23%
Hourehalds 175% 31.25% 1.26%
Famillkes g% 209% 1.05%%
Ouenrgr HH2 3.85% 3,1% 1.07%
Magian Househotd income 2E3% ENEL] 2.18%
2000 2068 2013
Householus by Inceme Number Percent Humber Percent Wiember Percent
< §15.C00 377 2.0% 270 51% 282 3.85
515,000 - 524,982 423 15.7% 422 0% an 10%
325400 - 334,068 iz 12.3% 07 Q5% SEQ 9.2%
335,000 - 346,000 £69 21.7% T14 13.4% 577 13,65
$£0.0C0 - 574,002 20 20,1% 1.35 3558 1323 255
375000 - 3hEs00 2Ei 45 ELS 129% 823 10.7%
100,000 - §140,202 240 7.5% 7B 14.5% 1084 20.0%
3150000 - 5108000 [ 1.0% 35T 52% 411 345
200,000~ 2 2.0% 311 5.55% 571 50%
Median Eousehotd Income 3<43,0¢8 582712 371073
Average Householo thcorme 355,508 $34.804 §105,121
Per Capita Incama F2,24E $37.786 47,509
2000 2008 2013
Population by Age Humber Percent Humber Pzreent Number Percent
G-3 350 4.8% 474 iD% 1121 3.85
5-3 2+ 54% <71 3.0% 5£8 3.0%
10- 14 501 &.45% 200 EAL 501 .35
15-139 515 5.8% 236 4.4% 867 +4.3%
203 332 4.9% 270 0% 468 3.55
5.4 851 2.3% 1.0:0 .58 1,253 8.7%
3% -4 1.308 12.0% 1.040 .58 1,321 5.8%
45 - €4 1,830 13.2% 1458 12.0% 1562 115%
55 - ¢4 1.214 15.5% 1,692 15.5% 2,267 13.0%
e5-74 1,132 14.5% 2403 20.5% 2500 13.2%
75 -84 51 TI% 1400 1209% 1,302 1323%
2Z+ 04 1Y% 33t 27% SED 385

Data Hote: wcome Is erprestedin cumrent coldare

Source: L., Buresu of me Cersy, 2000 Canzin f Feguixdan ard Heuring, ESRY forezasts for 2008 avd 2012

MJIN Enterprises, Inc.

Job #08-L-109

June 26, 2008
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MTLUS Retail History
District 4: Oro Valley - Catallna

Street-side Commercial
Establishments

Total

Vacant

Square Footage
Total
Vacant
Vacancy Rate

Change in Supply
Absorption

Shopping Center
Centers
Establishments
Total
Vacant

Square Footage
Total
Vacant
Vacancy Rate

Change in Supply
Absorption

Retall Permits
Buildings
Square Feet

MJIN Enterprises, Inc.
Job #08-L-109

485

208,738
11,668
5.58%

0
2,665

109

515,305
10,358
2.01%

5,700
651

20,419

2/86

224,203
6,636
2.86%

16,485
20,497

592,260
16,610
2.80%

76,868
70,704

5
76,122

4i06

222,623
4,698
2.11%

(1,580)
360

120

592,260
5,882
0.99%

]
10,728

3
14,478

2ier

[{a}
uy 0o

238,708
7,803
3.31%

16,485
13,278

131
12

P-4

646,173
72,980
11.30%

53,913
(13,195)

97,421

4/07

239,108
6,544
2.74%

0
1,358
g

141

19

685,732
38,977
5.68%

39,559
73,572

11
407,857

June 26, 2008
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MTLUS Retail History

Total Tucson Area

Street-side Commerciai

Establishments
Total
Vacant

Square Footags
Total
Vacant
Vacancy Rate

Change in Supply
Absorption

Shopping Centar
Centers
Establishments
Total
Vacant

Sguare Footage
Total
Vacant
Vacancy Rate

Change in Supply
Absorption

Retail Permils
Buildings
Square Feet

MJIN Enterprises, Inc.

Job #08-L-109

4/08

5,305
589

17,661,651
1,442 570
B.17%

304,882
450,207
204
4,260

538

23,917,318
1,964,048
8.21%

441,195
552,684

40
493,876+

2108

5,305
538

17,741,523
1,438,701

B8.11%

79,872
83,741
207
4,350
583

24,602,705
2,225,619
9.08%

585,388
323,817

47

789,389+

2167 4407
5,318 5,338
503 544

17,879,412 17,838,157
1,357,473 1,504,553

7.58% 8.38%

64,185 58,745
140,548 (88,335)

212 218
4,424 4,471
543 575

24,793,627 25,169,352 25,356,439
1,087,547 1,842,918

7.90% 7.86%

375,725 187,087
357,768 231,718

48 46

601,611+ 765466+

June 26, 2008
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MTLUS Single Family Detached History

4: Oro Valley - Catalina W06 2/06] 3/06 4/08] 107 2/07] 3/07  4/07]
Inventory 18,715 19,013 [18,013 19,344 | 19,343 19,628 |19,628 19,925
Absorption of New Inventory 288 331 285 298
Building Permits 170 155 423  132| 115 153 | 125 89

MTLUS Single Family Detached History

Tatal Tucson Area | 108 2/06 | 3106 4108} 1/07 2107 3107 4/07|
Inventory 230,807 234,932 234312 239,462 | 239,437 243,723 | 243,710 246,877
Absorption of New Inveniory 4,043 4,567 4,309 3.182
Building Permits 2542 2,638| 1602  1,040| 1245  1,703| 1,198 699
MJN Enterprises, Inc. June 26, 2008

Job #08-L-109 Page 58
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LAWRENCE V.
ROBERTSON, JR.
ATTORNEY AT Law

P.0. Box 1448

TUBAC, ARIZONA B5646

(520}-398-0411

LAWRENCE V. ROBERTSON, JR.
Attorney At Law

P.O. Box 1448

Tubac, Arizona 85646

(520) 398-0411

Attorney for Applicant

BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE APPLICATION | DOCKET NO. W-02500A-10-0382
OF GOODMAN WATER COMPANY, AN
ARIZONA CORPORATION, FOR (i) A
DETERMINATION OF THE FAIR VALUE
OF ITS UTILITY PLANT AND PROPERTY
AND (ii) AN INCREASE IN ITS WATER
RATES AND CHARGES FOR UTILITY
SERVICE BASED THEREON.

REBUTTAL TESTIMONY OF
JOHN FERENCHAK, II1
ON BEHALF OF GOODMAN WATER COMPANY

May 2, 2011
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LAWRENCE V.

ROBERTSON, JR.

ATTORNEY AT LAW
P.0. Box 1448
TUBAC. ARIZONA 85646
(520)-398.0411

Q.1
Al

A2

Q.3

A3

Q.4

A4

A5

Please state your name and business affiliation.
My name is John Ferenchak, IIl. I am a partner in the Real Estate Appraising and

Consulting firm of Burdick & Ferenchak, Inc. The firm has offices in Tucson, Arizona.

Does Appendix “A” to this prepared Rebuttal Testimony set forth a summary
of your educational background and professional experience?
Yes, it does. It also includes a copy of my current certification as a Certified

General Real Estate Appraiser from the State of Arizona Board of Appraisal.

What specifically does such certification mean; and, what is required in order
for someone to obtain such a certification?

As a Certified General Real Estate Appraiser within the state of Arizona, I am
licensed to appraise any property type (residential or commercial) in this state. I

was certified and licensed in 1991 after completing experience credits, and testing.

You have been retained by Goodman Water Company (“Company”) in
connection with its currently pending rate case, is that correct?

Yes.

What is your understanding as to why the Company retained you to prepare
an appraisal in connection with its currently pending rate case?

By way of background, it is my understanding that the Company originally
retained Mr. Michael J. Naifeh to prepare an appraisal of the market value of four
(4) parcels of land acquired by the Company in 2008 on which certain of the
Company’s water utility system facilities are located. The year 2008 was selected

by the Company since that was the year in which it actually acquired title to the

1
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LAWRENCE V.
ROBERTSON, JR.

ATTORNEY AT LAW
£.0. Box 1448
TUBAC, ARIZONA BS5646
{520)-398-0411

Q.6

A6

four (4) parcels in question. Mr. Naifeh’s 2008 Appraisal was thereafter used by
the Company in connection with the preparation of its rate increase request which
is the subject of this proceeding.

It is further my understanding that at least one (1) of the other parties in this
case has taken the position that the four (4) parcels of real estate in question should
be appraised as to their market value for the year in which each such parcel was
“devoted to public service” in connection with the Company’s water utility
operations. Accordingly, and with the intent of removing that issue from this case,
the Company decided to retain a separate real estate appraiser to appraise the lénd
values for the aforesaid parcels using the years in which each was “devoted to
public service.”

In that regard, only one (1) of the parcels in question was devoted to public
service during calendar year 2008. More specifically, Water Plant No. 1 was
devoted to public service on May 1, 2002. Water Plant No. 2 was devoted to
public seﬁice on August 1, 2005. Water Plant No. 3 was devoted to public service
on January 1, 2008. Water Plant No. 4 was devoted to public service on October 1,
2004. Accordingly, those were the years I used in my appraisal for purposes of

determining the market values of the parcels in question at those points in time.

Please summarize the appraisal methodology you determined to use in
connection with the preparation of your appraisal; and, in so doing, please
explain why you deemed that particular methodology to be appropriate for
purposes of your assignment.

Due to the nature of the subject property, being considered as vacant land parcels,
the Sales Comparison Approach was considered the most appropriate method for

estimating the value of the each parcel. The use of comparable sales is the

2
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LAWRENCE V.
ROBERTSON, JR.

ATTORNEY AT Law
P.0. Box 1448
TuBAC, ARIZONA B5646
(520)-398-0411

Q.7

A7

Q.8

A8

Q.9

A9

application of the principle of substitution, which affirms that the value of the
subject tends to be set by the cost of acquisition of an equally desirable property,
assuming no costly delays are encountered in making the substitution. The most
persuasive indications of a reasonable market value for the subject sites are the
sales prices of similar properties that have been recently sold. No prudent
purchaser pays more than an amount necessary to get ownership; he, economically,
will pay no more for one property than the cost of acquisition of similar property

with similar utility and desirability.

Is a copy of your completed appraisal attached to your prepared Rebuttal
Testimony as Appendix “B”?

Yes.

Please des;ribe the type of data you used in connection with preparation of
your appraisal and arriving at your opinion as to the market value for each of
the four (4) parcels in question; and, in that regard, also describe the sources
from which and means by which such data was obtained.

A search was conducted for sales of vacant land parcels for comparison to the
subject parcels, resulting in an opinion of value by the Sales Comparison Approach
for each parcel. Data sources included but were not limited to CoStar Data, Tucson

Multiple Listing Service (MLS), and the Pima and Pinal County Assessors Offices.

Did you at any time either prior to or during the course of preparation of your
appraisal have occasion to discuss Mr. Naifeh’s 2008 Appraisal with him?

No.
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LAWRENCE V.
ROBERTSON, JR.

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

Q.10

A.10

Q.11
A1l

Q.12

A.12

Q.13

Did you at any time either prior to or during the course of preparation of your
appraisal have occasion to review Mr. Naifeh’s 2008 Appraisal?

No.

Why did you neither confer with Mr. Naifeh nor review his 2008 Appraisal?
Because I believed it was both important and appropriate that my appraisal activity
and the formulation of my opinion remain completely independent of any appraisal

work he may have done or evaluation opinions he may have expressed.

What were the market value conclusions you reached with regard to Parcel
Nos. 1 through 4?

My opinion as to the market value of the parcel on which Water Plant No. 1 is
located is $140,000. My market value opinion as to the land on which Water Plant
No. 2 is located is $65,000. My market value opinion as to the land on which
Water Plant No. 3 is located is $165,000. My market value opinion as to the land
on which Water Plant No. 4 is located is $85,000. The aggregate value of these
four (4) parcels is $455,000, based upon the respective year in which each was

devoted to public service.

Commission Staff witness Gary T. McMurry in his March 21, 2011 prepared
Direct Testimony expressed the opinion that the Commission should use the
Pinal County Assessor’s 2009 “market value” data for the four (4) parcels in
question for purposes of ratemaking recognition in this case, inasmuch as Mr.
McMurry did not have access to actual market value information for the years
in which the parcels in question were “devoted to public service.” Do you

believe that the appraisal that you have prepared provides that information as

4
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P.0, Box 1448

TUBAC, ARIZONA 85646

(5201-398.0411

A3

Q.14

A.l4

Q.15

A.l5

to market value for the parcels in question during the years in question which
was not available to Mr. McMurry?

Yes, I do. In fact, my appraisal is intended by the Company to provide that
information to the Commission in connection with the decision it will be reaching

on the Company’s rate increase request.

The Company will also be filing prepared Rebuttal Testimony by Mr. Naifeh
with regard to his 2008 Appraisal and criticisms of the same that were
expressed by Mr. McMurry in his March 21, 2011 prepared Direct Testimony.
In his prepared Rebuttal Testimony, Mr. Naifeh discusses the reasons why he
believes the use of Pinal County Assessor’s data to assess the market value of
the four (4) parcels of real estate in question would be inappropriate for
purposes of this proceeding. In his prepared Direct Testimony, Mr. McMurry
had recommended use of the Pinal Couhty Assessor’s “market value” data.
Do you agree with Mr. Naifeh that the use of Pinal County Assessor’s data for
the purpose of establishing “market value” in this proceeding would be
inappropriate?

Yes, I do.

Please explain why you believe the use of such data for such purpose would be
inappropriate.

The Assessor’s office estimates a Full Cash Value for each parcel utilizing a mass
appraisal model, and not through the use of direct comparable sales. I do not

consider this Full Cash Value to be a market value opinion.
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Q.16 Does this conclude your Rebuttal Testimony?
A.16 Yes, it does.
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QUALIFICATIONS OF JOHN FERENCHAK 111

PROFESSIONAL MEMBERSHIPS
State of Arizona Certified General Real Estate Appraiser #30344 (August, 2012, since August, 1991)

PROFESSIONAL EXPERIENCE
June, 1995 - Present

Burdick & Ferenchak, Inc. - Real Estate Appraising and
Consulting, as Partner

June, 1987 - June, 1995 The Pagel Company, Reéal Estate Appraisers and
Consultants, as an Associate Appraiser

EDUCATION:

Bachelor of Arts Degree in Management March, 1993
University of Phoenix

APPRAIJISAL COURSEWORK SUCCESSFULLY COMPLETED

Real Estate Appraisal Principles: 1A-1, 1B-1 Fall, 1987
Capitalization Theory and Techniques, Part A Spring, 1988

Capitalization Theory and Techniques, Part B Spring, 1990

Case Studies in Real Estate Valuation
Report Writing and Valuation Analysis
Standards of Professional Practice (USPAP - Update)

PARTIAL LIST OF SEMINARS ATTENDED

PROFESSIONAL AFFILIATIONS

Associate member of the Appraisal Institute

SCOPE OF APPRAISAL ACTIVITY

Summer, 1991
Spring, 1992
Spring, 2010

| g Fair Lending and Appraisers October, 1993
> NAFTA Seminar April, 1994
Subdivision Analysis Seminar March, 1996
> Loss Prevention Program October, 1997
> New Industrial Valuation Seminar May, 1998

> How Stigmas Affect Property July, 2000

> Fair Housing in Property Management July, 2000

» Residential Lot Valuation Issues May, 2002

b Pricing Small Apartments July, 2002

| Appraisal Consulting October, 2003
b Building Operation Costs May, 2004

| Re-Appraising, Re-Addressing, Re-Assigning April, 2005

> Water in Arizona: Laws, Agencies & Issues July, 2006

b Condominiums, Co-Ops, and PUDs October, 2006
> Legal Aspects of Foreclosures February, 2007
> Practical Issues in Fair Housing May, 2008

> Supervising Appraisers June, 2008

| Disclosure July, 2008

» Business Practice and Ethics January, 2010

Appraisal/consulting assignments have included a wide variety of residential and commercial appraisals,

subdivision analysis, market trend studies, and land appraisals.

Burdick & Ferenchak
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JOHN FERENCHAK, III
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SUMMARY APPRAISAL REPORT
OF

FOUR WATER PLANT LAND PARCELS

LOCATED

WITHIN THE MASTER PLANNED COMMUNITY
OF EAGLE CREST RANCH

APPRAISED AS OF

VARIOUS RETROSPECTIVE DATES

PREPARED FOR

GOODMAN WATER COMPANY
MR. JAMES SHINER
6840 NORTH CAMPBELL AVENUE
SUITE 278
TUCSON, ARIZONA 85718

BY

BURDICK & FERENCHAK
P.0.BOX 19169
TUCSON, ARIZONA 85731

Burdick & Ferenchak
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BURDICK & FERENCHAK

JOHN BURDICK, MA! REAL ESTATE APPRAISING AND CONSULTING P 0. BOX 19168

JOHN FERENCHAK TUCSON, ARIZONA 85731
(520) 885-7797

{520} 885-4402

FAX (520) 885-4110

FAX (520) 885-1935

April 29, 2011

Goodman Water Company
Mr. James Shiner

6840 North Campbell Avenue
Tucson, Arizona 85718

Re: Four Water Plant Land Parcels;
Located within the master planned community of Eagle Crest Ranch,
Saddlebrooke, Pinal County, Arizona 85739
Burdick & Ferenchak File No. BF-1997

Dear Mr. Shiner:

In accordance with your request, I have prepared an appraisal of the above-referenced subject
property in a summary report format. The subject consists of four water plant sites located within
the master planned community of Eagle Crest Ranch. This appraisal report contains an opinion
of retrospective market value, “as if vacant”, for each of the four water plant sites as of the date
cach water plant was put into service. (Water Plant #1 — May 1, 2002; Water Plant #2 — August
1, 2005; Water Plant #3 — January 1, 2008; and Water Plant #4 — October 1, 2004). The
ownership and legal description of this property are set forth in the following report.

The purpose of this appraisal is to provide a retrospective opinion of the market value of the fee
simple fee estate for the above-referenced subject parcels. Market value, as used herein, is
defined as “the most probable price which a property should bring in a competitive and open
market under all conditions requisite to a fair sale, the buyer and seller each acting prudently and
knowledgeably, and assuming the price is not affected by undue stimulus”. Further comment on
market value is made in the following report.

By reason of a thorough analysis of the neighborhood environment, physical, social, political and
economic factors affecting the value of the subject, including a personal inspection of the subject
property, and by the analysis highlighted in this report, my opinions of market value for the four
subject parcels as of the date each water plant was put into service are:

Burdick & Ferenchak



EAGLE CREST RANCH WATER PLANT SITES
“ASIF VACANT” '

WATER PLANT/ SITE RETROSPECTIVE MARKET VALUE
TAXID SIZE DATE OF VALUE OPINION

Water Plant #1 31,363 sf May 1, 2002 $140,000
(Ptn of 305-31-013W)

Water Plant #2
(305-31-013Q)

10,890 sf

August 1, 2005 $65,000

Water Plant #3
(305-93-6040)

27,443 st

January 1, 2008 $165,000

Water Plant #4
(305-93-219B

16,988 sf

October 1, 2004

$85,000

A typical marketing/exposure period for properties similar to the subject of 12 months was
concluded as reasonable.

The reader should note that the “As If Vacant” opinion of market value for the subject water
plant sites stated in this report is based upon a HYPOTHETICAL CONDITION which
assumes the parcels do not have any improvements upon them. It is noted that at the time of
inspection (April 12, 2011), each water plant site had water facility improvements completed and
in use

This is a Summary Appraisal Report which is intended to comply with the reporting
requirements set forth under Standard Rule 2-2(b) of the Uniform Standards of Professional
Appraisal Practice for a Summary Appraisal Report. As such, it might not include full
discussions of the data, reasoning, and analyses that were used in the appraisal process to
develop the appraiser’s opinion of value. Supporting documentation concerning the data,
reasoning, and analyses is retained in the appraiser’s file. The information contained in this
report is specific to the needs of the client and for the intended use stated in this report. The
appraisers are not responsible for unauthorized use of this report.

Within the constraints of adequate available data, the full appraisal report intends to conform to
the appraisal standards required by Title XI of FIRREA (Federal Financial Institutions Reform,
Recovery and Enforcement Act of 1989), the OCC (Office of the Comptroller of the Currency)
and the Uniform Standards of Professional Appraisal Practice (USPAP).

No potential environmental hazards which might affect the use and value of the subject property
were noted upon inspection, however these appraisers lack the experience to investigate
hazardous materials and we recommend that a complete Environmental Survey be performed on
the subject property to confirm the presence or absence of any environmental hazards. As a

Burdick & Ferenchak



result, the value opinions contained in this appraisal report DO NOT consider any loss in value
due to any potentially hazardous environmental substances which may or may not be present on
or near the subject property.

Unless otherwise stated in this report, the existence of hazardous substances, including without
limitation asbestos, polychlorinated biphenyls, petroleum leakage, or agricultural chemicals,
which may or may not be present on the property, or other environmental conditions, were not
called to the attention of nor did the appraiser become aware of such during the appraiser’s
inspection. The appraiser has no knowledge of the existence of such materials on or in the
property unless otherwise stated. The appraiser, however, is not qualified to test such substances
or conditions. If the presence of such substances, such as asbestos, urea formaldehyde foam
insulation, or other hazardous substances or environmental conditions, may affect the value of
the property, the value estimated is predicated on the assumption that there is no such proximity
thereto that it would cause a loss in value. No responsibility is assumed for any such conditions,
nor for any expertise or engineering knowledge required to discover them.

No engineering or soils report was available, and therefore no information was provided with
respect to the utility or constructability of the existing improvements, or any unusual soil or
drainage conditions which are not readily apparent. This appraisal assumes no soils challenge’s
associated with the subject property.

Please refer to the Limiting Conditions and Assumptions included in the Addendum section
which accompany this summary appraisal report.

The authentic copies of this report are signed in blue, without which they are unauthorized and
may have been altered.

Sincerely,
( o
\ e 6zd¢/\_
‘ /

John Ferenchak

State of Arizona Certified General
Real Estate Appraiser #30344
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Executive Summary

SUMMARY OF IMPORTANT FACTS AND CONCLUSIONS

REPORT NUMBER:

APPRAISAL PREPARED FOR:

EFFECTIVE DATE OF VALUATION:

DATE OF INSPECTION:

DATE OF REPORT:

TYPE OF REPORT:

PROPERTY RIGHTS APPRAISED:

PROPERTY IDENTIFICATION:

LOCATION:

SITE SIZE:

ZONING:

TAX PARCEL NUMBERS:

Burdick & Ferenchak File No. BF-1997

Goodman Water Company
Mr. James Shiner

This appraisal report contains an opinion of
retrospective market value, “as if vacant”, for each
of the four water plant sites as of the date each
water plant was put into service. (Water Plant #1 —
May 1, 2002; Water Plant #2 — August 1, 2005;
Water Plant #3 — January 1, 2008; and Water Plant
#4 — October 1, 2004),

April 12, 2011

April 29,2011

Summmary Appraisal Report
Fee Simple

The subject consists of four water plant sites located
within the master planned community of Eagle
Crest Ranch.

The Eagle Crest Ranch community is found within
Pinal County, just north of the Pima County line.
This community is located on the east side of
Oracle Road, north of Edwin Road.

Water Plant #1 — 31,363 sq.ft.
Water Plant #2 — 10,890 sq.ft.
Water Plant #3 — 27,443 sq.ft.
Water Plant #4 — 16,988 sq.ft.

CI-1; CR-3 (Pinal County)

Water Plant #1 — Ptn of 305-31-013W
Water Plant #2 — 305-31-013Q
Water Plant #3 — 305-93-6040
Water Plant #4 — 305-93-219B
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Executive Summary

SPECIAL POINTS REGARDING THE APPRAISAL:

Within the constraints of adequate available data, this appraisal report intends to conform to the
appraisal standards required by Title XI of FIRREA (Federal Financial Institutions Reform,
Recovery and Enforcement Act of 1989), the OCC (Office of the Comptroller of the Currency)
and the Uniform Standards of Professional Appraisal Practice (USPAP).

FINANCING ASSUMPTIONS:

The value opinion is based upon financing assumptions of all cash, or equivalent. Financing
equivalent to all cash is considered to be typical new conventional financing which would result
in all cash being paid to the seller.

RECONCILED CONCLUSIONS OF VALUE:

EAGLE CREST RANCH WATER PLANT SITES
. “ASTF VACANT” =

WATER PLANT/
TAX ID

SITE
SIZE

RETROSPECTIVE
DATE OF VALUE

MARKET VALUE
OPINION

Water Plant #1
(Ptn 0of 305-31-013W)

31,363 sf

May 1, 2002

$140,000

Water Plant #2

10,890 sf

August 1, 2005

$65,000

(305-31-013Q)

Water Plant #3
(305-93-6040)

27,443 sf

January 1, 2008

$165,000

Water Plant #4 October 1, 2004 $85,000

(305-93-219B

16,988 sf

A typical marketing/exposure period for properties similar to the subject of 12 months was
concluded as reasonable.

The reader should note that the “As If Vacant” opinion of market value for the subject water
plant sites stated in this report is based upon a HYPOTHETICAL CONDITION which
assumes the parcels do not have any improvements upon them. It is noted that at the time of
inspection (April 12, 2011), each water plant site had water facility improvements completed and
in use

Burdick & Ferenchak
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Summary Report

Definition of Assignment:

In accordance with your request, we have prepared an appraisal of the subject property in a
summary report format. The subject consists of four water plant sites located within the master
planned community of Eagle Crest Ranch. Within the constraints of adequate available data, the
full appraisal report intends to conform to the appraisal standards required by Title XI of
FIRREA (Federal Financial Institutions Reform, Recovery and Enforcement Act of 1989), the
OCC (Office of the Comptroller of the Currency) and the Uniform Standards of Professional
Appraisal Practice (USPAP).

A Summary Appraisal Report is defined as:
A written report prepared under Standards Rule 2-2(b) or 8-2(b). (USPAP, 2010-2011
edition)

Purpose of the Report:

The purpose of this assignment is to provide opinions of retrospective market value, “as if
vacant”, for each of the four water plant sites as of the date ecach water plant was put into service.
(Water Plant #1 — May 1, 2002; Water Plant #2 — August 1, 2005; Water Plant #3 — January 1,
2008; and Water Plant #4 — October 1, 2004).

Intended Use of the Appraisal:

The intended use of this appraisal is to provide a basis for land valuations of the four water plant
sites for my client, Goodman Water Company. The information contained in this report is
specific to the needs of the client and for the intended use stated in this report. This appraiser is
not responsible for unauthorized use of this report.

Intended Users of the Appraisal;
This report is intended for use only by my client, Goodman Water Company. Use of this report
by others is not intended by the appraisers.

Date of Valuation/Report:

The date of inspection was April 12, 2011. The effective date of value for the four subject
parcels is Water Plant #1 — May 1, 2002; Water Plant #2 ~ August 1, 2005; Water Plant #3 -
January 1, 2008; and Water Plant #4 — October 1, 2004. The date of the appraisal report is April
29,2011.

Interest to be Appraised:

The interest to be appraised is that interest arising from fee simple ownership, which includes the
various rights which actually consider the present worth of future benefits resulting from the
ownership of the subject property. Fee simple estate is defined in The Thirteenth Edition of The
Appraisal of Real Estate as the “absolute ownership unencumbered by any other interest or
estate, subject only to limitations imposed by the governmental powers of taxation, eminent
domain, police power and escheat”.
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Scope of the Report:

In preparing this appraisal, the appraiser:

o
2]

3]

Inspected and photographed each water plant site;

Gathered and analyzed information regarding general market conditions in the Eagle
Crest Ranch area and subject neighborhood impacting properties similar to the subject;

Gathered comparable sale data of vacant sites similar to the subject parcels to arrive at
a retrospective value opinion for the each water plant site, “as if vacant™.

This Summary Appraisal Report is a brief recapitulation of the appraiser’s data, analyses, and
conclusions.

Assumptions and Limiting Conditions:

)

2)

3)

4

This is a Summary Appraisal Report which is intended to comply with the reporting
requirements set forth under Standard Rule 2-2(b) of the Uniform Standards of
Professional Appraisal Practice for a Summary Appraisal Report. As such, it might not
include full discussions of the data, reasoning, and analyses that were used in the
appraisal process to develop the appraiser’s opinion of value. Supporting documentation
concerning the data, reasoning, and analyses is retained in the appraiser’s file. The
information contained in this report is specific to the needs of the client and for the
intended use stated in this report. The appraisers are not responsible for unauthorized use
of this report.

The reader should note that the “As If Vacant” opinion of market value for the subject
water plant sites stated in this report is based upon a HYPOTHETICAL CONDITION
which assumes the parcels do not have any improvements upon them. It is noted that at
the time of inspection (April 12, 2011), each water plant site had water facility
improvements completed and in use.

Within the constraints of adequate available data, the full appraisal report intends to
conform to the appraisal standards required by Title XI of FIRREA (Federal Financial
Institutions Reform, Recovery and Enforcement Act of 1989), the OCC (Office of the
Comptroller of the Currency) and the Uniform Standards of Professional Appraisal
Practice (USPAP).

No potential environmental hazards which might affect the use and value of the subject
property were noted upon inspection, however these appraisers lack the experience to
investigate hazardous materials and we recommend that a complete Environmental
Survey be performed on the subject property to confirm the presence or absence of any
environmental hazards. As a result, the value opinions contained in this appraisal report
DO NOT consider any loss in value due to any potentially hazardous environmental
substances which may or may not be present on or near the subject property.
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Summary Report

Unless otherwise stated in this report, the existence of hazardous substances, including
without limitation asbestos, polychlorinated biphenyls, petroleum leakage, or agricultural
chemicals, which may or may not be present on the property, or other environmental
conditions, were not called to the attention of nor did the appraiser become aware of such
during the appraiser’s inspection. The appraiser has no knowledge of the existence of
such materials on or in the property unless otherwise stated. The appraiser, however, is
not qualified to test such substances or conditions. If the presence of such substances,
such as asbestos, urea formaldehyde foam insulation, or other hazardous substances or
environmental conditions, may affect the value of the property, the value estimated is
predicated on the assumption that there is no such proximity thereto that it would cause a
loss in value. No responsibility is assumed for any such conditions, nor for any expertise
or engineering knowledge required to discover them.

No engineering or soils report was available, and therefore no information was provided
with respect to the utility or constructability of the existing improvements, or any unusual
soil or drainage conditions which are not readily apparent. This appraisal assumes no
soils challenge’s associated with the subject property.

Please refer to the Limiting Conditions and Assumptions included in the Addendum
section which accompany this summary appraisal report.

Definition of Market Value:

The most probable price which a property should bring in a competitive and open market under
all conditions requisite to a fair sale, the buyer and seller, each acting prudently, knowledgeably
and assuming the price is not affected by undue stimulus. Implicit in this definition is the
consummation of a sale as of a specified date and the passing of title from seller to buyer under
conditions whereby:

a. buyer and seller are typically motivated;

b. both parties are well informed or well advised, and each acting in what they
consider their own best interest;

c. a reasonable time is allowed for exposure in the open market;

d. payment is made in terms of cash in U.S. dollars or in terms of financial
agreements comparable thereto; and

e. the price represents the normal consideration for the property sold unaffected by

special or creative financing or sales concessions granted by anyone associated
with the sale.

(SOURCE:  Office of the Comptroller of the Currency under 12 CFR, Part 34, Subpart C-

Appraisals, 34.42 Definitions [f] and FDIC under 12 CFR, Part 323, Subpart
323.2 Definitions [f].)

The value opinion is based upon financing assumptions of all cash, or equivalent. Financing
equivalent to all cash is considered to be typical new conventional financing which would result
in all cash being paid to the seller.
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Summary Report

Property Identification:

The subject consists of four water plant sites located within the master planned community of
Eagle Crest Ranch. The Eagle Crest Ranch community is found within Pinal County, just north
of the Pima County line. This community is located on the east side of Oracle Road, north of

Edwin Road.

Water Plant #1 is found on the west side of Eagle Crest Ranch Boulevard, south of Eagle Ranch
Road, with a physical address of 39544 South Eagle Crest Ranch Boulevard. This parcel is
further identified as a portion of Pinal County Tax ID Number 305-31-013W. According to
information provided by the client, the legal description for this parcel is as follows:

All of that portion of the Southwest Quarter of Section 32, Township 10 South, Range 14
East, Gila and Salt River Base and Meridian, Pinal County, Arizona, being & portion of
Eagle Crest Ranci Tracts “A” through “N” and Common Area “A” (Private Streefs), a
subdivision of Pinal County, Arizona, recorded in Cabinet “C” in Slide 173 on October
25, 2000, more particularly described as follows:

Commencing at the Southeast comer of Tract “D” of said Eagle Crest Ranch Tracts “A”
through “N¥ as it adjoins Tract “E” and Eagle Crest Ranch Boulevard, said point falling
on a curve from which the radius bears South 83 degrees 535 minutes 51 seconds West;
Thence Northerly along said curve to the left on the Westerly right-cf-way of Eagle Crest
Ranch Baulevard, having a radius of 1150.00 fect and a central angle of 03 deprees 36
minutes 30 seconds, an are distance of 72.42 feet to the POINT OF BEGINNING;
Thence departing said curve, West, on a non-tangent line, a distance ot 36.10 [ee(;

Thence South 45 degrees 00 minutes 00 seconds West, a distance of 92.02 feet;
Thence West, a distance of 46.69 feet;

Thence North 10 degrees 49 minutes 04 seconds West, a distance of 60.09 feer;
Thence South 76 degress 10 minutes 56 seconds West, a distance of 75.26 feet;

Thence North, a distance of 113.17 feet;

Thence East, a distance of 213.60 feet to a point on the Westerly right-of-way of said
Eagle Crest Ranch Boulevard;

Thenze South 12 degrees 56 minutes 33 seconds East along said Wesierly right-of-way, a
distance of 29.49 feet to a point of curvature;

Thence Southerly along said curve to the right, having a radius of 1150.00 feetand a
certral angle of 03 degrees 15 minutes 55 seconds, an arc distance of 65.54 feet o the
POINT OF BEGINNING;
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Water Plant #2 is found on the west side of Eagle Crest Ranch Boulevard, north of Eagle
Heights Drive, with a physical address of 39930 South Eagle Crest Ranch Boulevard. This parcel
is further identified under Pinal County Tax ID Number 305-31-013Q. According to public
records, this parcel is found in the northwest portion of Tract “F” of Eagle Crest Ranch.

Water Plant #3 is found on the northeast corner of Eagle Ridge Drive and Eagle Mountain
Drive, with a physical address of 61025 East Eagle Mountain Drive. This parcel is further
identified under Pinal County Tax ID Number 305-93-6040. According to public records, this
parcel is identified as Tract E, Eagle Crest Ranch IV-A.

Water Plant #4 is found on the west side of Mountain Shadow Drive, north of Eagle Heights
Drive, with a physical address of 39904 South Mountain Shadow Drive, This parcel is further
identified under Pinal County Tax ID Number 305-93-219B. According to public records, this
parcel is identified as Tract B, Eagle Crest Ranch I.

Property History/Ownership:

The purpose of this assignment is to provide opinions of retrospective market value, “as if
vacant”, for each of the four water plant sites as of the date each water plant was put into service.
(Water Plant #1 — May 1, 2002; Water Plant #2 — August 1, 2005; Water Plant #3 — January 1,
2008; and Water Plant #4 — October 1, 2004).

According to public records, the water plant sites are owned by the Goodman Water Company.
No prior sales were found within the past three years and the sites are not currently listed for
sale.

Summary of Tucson Regional Data:

Tucson has been one of the fastest growing cities of its size in the United States since 1970, both
through the attraction of new industry and a growing retirement segment of the population. All
signs point to Tucson continuing as an important trade center to serve not only Southern
Arizona, but the entire southwestern United States. Tucson’s major “selling points” include its
sunbelt location and climate, good transportation systems and educational institutions such as the
University of Arizona. In addition, Tucson offers a relatively young, well-educated labor force
which helps to attract new business. The climate and amenities available in the region will also
continue to attract a retirement population, as well as encourage growth in the tourism industry.

The long-term outlook for the metropolitan area is one of continued growth. Most economic
indicators demonstrate that the local economy has historically been led by steady population
growth, relatively low unemployment and moderate inflation levels. Bright spots in the local
economic picture include tourism, and the continued desirability of the region to *“winter
visitors” and retirees. The local housing market was particularly active from 2002 through 2005
in terms of units sold and increasing home values, fueled largely by low interest rates. Growth in
the population base has also encouraged new commercial development in many locations.

However, the housing frenzy began to cool in 2006, and this trend has continued to the present.
This is similar to the trend being experienced on a regional and national level as well. While the
long-term outlook is for continued growth of the Tucson metro area, growth in the short term is
being adversely affected by the downturn in the housing market and corresponding impacts on
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Summary Report

the local economy. Therefore, the rate of growth for Tucson over the next several years may be
well below that of recent years.

According to the most recent local population statistics available (July, 2009), the City of Tucson
has an estimated population of about 543,566 within the city limits. This can be compared to the
larger Pima County population of 1,018,012 as of July, 2009. Published reports indicate that
Pima County reached 1,000,000 people in late 2006. About 98 percent of the population in the
county is found within the Tucson metropolitan area. One of the most significant aspects of the
Tucson area population has been its growth. The population growth rate in Pima County over the
past 15-20 years has fallen in the range of 1.4-3.5 percent, with an average near 2.5 percent per
year. It is noted that population growth from 1980 to 2000 of 2.4 percent represented a
significant decline from the average growth rate during the preceding ten years of 4.2 percent per
year. The average growth in population between 1990 and 2000 was approximately 19,400
persons per year.

However, the growth in population for Pima County has declined significantly in 2008 and 2009
according to published statistics. Population growth was only 3,989 during the most recent 12-
month period of 2008-2009. This can be compared with growth of 10,788 during 2007-2008,
22,125 during 2006-2007, 25,310 during 2005-2006, 21,898 during 2004-2005, 22,952 during
2003-2004, and 20,160 during 2002-2003. This data suggests local population growth has be
adversely impacted by local and national economic conditions. A long-term growth rate near
2.5+- percent per year or about 25,000 people per year is indicated by historical population
trends. However, short-term projections may be more modest due to the current downturn in the
housing market and the related impact on the local economy.

The labor market in Pima County has grown significantly during the past three decades. The
total civilian labor force increased from 225,500 in 1980 to 489,200 in 2009, representing an
average annual increase of 2.8 percent. Total employment has increased at a similar pace, with
unemployment remaining relatively low in until very recently. Personal income levels have also
realized substantial gains since 1970.

However, a noteworthy trend has been a gradual increase in unemployment over the past 24-36
months. This trend can be linked originally to declines in the housing market and construction,
as well as related industries. However, the impact of the housing downturn on the general
economy is now more widespread and is affecting other sectors of employment such as financial
services, retail sales, etc. In addition, general economic conditions deteriorated locally and
nationally during 2008 and 2009. For example, unemployment in Pima County was 4.1 percent
in 2007 and the country formally entered into a recession in late 2007. Unemployment has
gradually increased throughout 2008 and 2009, both nationally and locally. Nationally, the U.S.
economy lost 524,000 jobs in December of 2008 and 2.6 million for all of 2008. The national
unemployment figures released recently indicate that unemployment reached 9.5 percent as of
June 2009, and then continued to increase to 10.2 percent as of October, 2009, then declined
slightly to 10.0 percent in November and December, 2009 and is currently at 8.8 percent (March
2011). For all of Arizona, unemployment was reported at 9.6 percent as of the most recent
February 2011 statistics, which is a decrease from the 10.0 percent in July and an increase from
the 8.9 percent reported in November of 2009. Again, the long-term outlook with respect to
increases in the Tucson employment base is considered average to good, but the short-term
outlook still has the potential for unemployment rates to fluctuate as they stabilize.
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The housing market in Tucson experienced a downturn during the late 1980°s and early 1990’s.
However, since 1990 the new housing market in Tucson gradually improved and reached a peak
in 2005. In particular, 2003, 2004 and 2005 represented three successive peak years in terms of
new home sales. According to Bright Future Business Consultants (The Orange Reports), 54,844
new housing units were sold in the greater Tucson area between 1999 and 2007, resulting in an
average of 6,856 per year. After 6,197 new home sales were reported in 2000, sales subsided
somewhat in 2001 and 2002. Sales in 2003 rebounded with a 12 percent increase over 2002, or
6,549 units. Sales in 2004 continued to increase when compared to 2003, finishing with 7,438
units or a 14 percent increase over 2003. Sales continued strong in 2005 with 8,623 units sold,
representing an increase near 16 percent from 2004. The dramatic improvement in new housing
sales was driven by various factors, though principally a strong local economy, population
growth and low interest rates for new home buyers. There was also greater participation in the
market on the part of investors.

An adjustment in the local housing market began in 2006, which coincided with regional and
national trends. The 8,149 units sold in 2006 was a slight decline from 2005, although the
decline took place primarily in the second half of 2006. A decline in units sold continued into
2007, with 6,185 sales reported for 2007 or a 24.1 percent decline. In 2008, only 3,339 new
homes sold and closed, representing a 54 percent decline from 2007 and indicating a continued
decline in new home sales. This downward trend continued in 2009, with only 2,249 new homes
sold. As of the most recent data available (December, 2010) there were 1,778 units sold, which
continues the slide for new home sales.

The Bright Future Business Consultants also reported that there were 987 resale home closings
for the Tucson Area as of June 2010 and this included 272 foreclosures. This compares to 1,304
resale closings in May of 2010, of which 385 were foreclosures. In addition, according to a
RealtyTrac U.S. Foreclosure Year End Market Report 2010, Arizona’s new foreclosure activity
numbers were 13,651 units in December of 2010. RealtyTrac also reported that there were 1,162
foreclosures in Pima County as of December 2010 with one in every 262. A California group
called ForeclosureRadar.com is also tracking Arizona‘s housing market. According to its data,
foreclosure filings in Tucson fell 43 percent in March 2011 from February's level.
ForeclosureRadar filings include both notice-of-trustee sales and trustee sales. However, during
the January-November 2010 period, Arizona recorded a total of 65,911 foreclosures,
representing a 12 percent surge when compared with the whole 2009. According to housing
industry analysts, 2011 will be much the same for the region, with foreclosures in the state
expected to hit record levels. Analysts stated that the unemployment rate of Arizona is part of the
reason for the bleak 2011 forecast.

According to the monthly statistics produced by the Tucson Association of Realtors and the
MLS, as of April 2011 the active inventory was reported as 8,036, a 19 percent increase from
March 2010. There were 1,170 closing in March 2011, a 3 percent above March 2010. Months of
inventory was 6.9 up from 6.0 in March 2010. Median price of sold homes was $125,000 for the
month of March 2011, down 21 percent from March 2010. Also having had an impact on the
local housing market have been the financial difficulties experienced in the home mortgage
business, and the failures of several national home mortgage companies such as AHM Mortgage
and First Magnus. In the short-term, this situation has limited financing alternatives for some
potential buyers, further impacting sale levels for both existing and new homes.
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Nevertheless, the housing market in Tucson will continue to be driven by a combination of
population growth, employment growth and relatively low interest rates. Continued demand for -
new housing will be tied to the overall performance of the Tucson economy and population
growth, and may be tempered in the short-term by recent developments in the housing market.
However, a moderate rate of future growth in the Tucson area is still anticipated over the long-
term.

- NEW HOUSING SALES
(ACTIVE NEW HOME PROJECTS)
YEAR TOTAL SALES % INCREASE
1995 3,210 -16%
1996 3,962 23%
1997 4,777 21%
1998 5,517 16%
1999 6,192 12%
2000 6,197 1%
2001 5,857 -6%
2002 5,846 <1%
2003 6,549 12%
2004 7,438 14%
2005 8,623 16%
2006 8,149 -5.5%
2007 6,185 -24.1%
2008 3,339 -46%
2009 2,249 -33%
2010 1,778 21%

The commercial sub-markets within the local real estate market suffered after the downturn
during the late 1980°s and early 1990’s, although subsequently recovered and the general trend
was one of improvement from the mid-1990’s until recently. New construction of various types
of commercial real estate has taken place across the Tucson metro area in recent years. Much of
the new development which has taken place has been driven by user demand and pre-leased
space, with speculative construction more limited. New retail and office inventory has been
developed primarily around the periphery of Tucson, following the residential growth which has
taken place in these areas. Re-development of existing older properties has also taken place in
more central locations. The industrial sub-market has performed reasonably well in recent years,
with much of the existing inventory found on the south side of Tucson due to the proximity of
Tucson International Airport, or near the interstate highway system (I-10/1-19) which traverses
the metro area. Growth in the multi-family sub-market has been hindered in recent years first as
a result of financing alternatives available to new and existing home buyers and then following
unemployment figures as renters were forced to moved back home.

The following table summarizes average vacancy levels for various types of income-producing
properties (leasable inventory) in the Tucson area.
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VACANCY RATES FOR COMMERCIAL MARKET SEGMENTS

(GREATER TUESON) .

RETAIL OFFICE INDUSTRIAL

AGGREGATE VACANCY RATE\ 8.9% 12.4% 12.4%
EFFECTIVE DATE 1" Quarter, 2011 1* Quarter, 2011 1" Quarter, 2011
AGGREGATE VACANCY RATE\ 8.6% 10.6% 12.2%

EFFECTIVE DATE

4™ Quarter, 2010

4™ Quarter, 2010

4™ Quarter, 2010

AGGREGATE VACANCY RATE\
EFFECTIVE DATE

8.4%
3 Quarter, 2010

12.4%
3™ Quarter, 2010

10.9%
3 Quarter, 2010

AGGREGATE VACANCY RATE\
EFFECTIVE DATE

8.8%
2™ Quarter, 2010

12.0%
2" Quarter, 2010

11.2%
2™ Quarter, 2010

AGGREGATE VACANCY RATE\
EFFECTIVE DATE

8.5%
1* Quarter, 2010

12.1%
1* Quarter, 2010

11.4%
1* Quarter, 2010

Source: CoStar Group//Excludes Owner-Occupied Inventory

The preceding factors suggest a moderate level of growth in the Tucson population and overall
economy should continue over the long-term, and this should have a positive impact upon
general property values including properties similar to the subject. However, the short-term
outlook for properties such as the subject is more guarded due to the recent downtum in the
housing market and economy as a whole.

Neighborhood Data:

The Eagle Crest Ranch community is located north of Tucson, on the periphery of the Tucson
metropolitan area about one mile north of the Pinal/Pima County boundary. This location is
found near the southern perimeter of Pinal County, with the Tucson metropolitan area in Pima
County to the south being the nearest major city. Due to the sparse population in the surrounding
area within Pinal County, this community relies primarily upon support services in Pima County
and the Tucson metropolitan area to the south. The boundaries of the subject neighborhood are
roughly considered to be Coronado National Forest to the east, Tangerine Road to the south, and
the Tucson Mountains and Sandario Road alignment serve as a rough boundary on the west. The
northern boundary of the neighborhood is less definite due to the great amount of open range,
although extends into Pinal County. These boundaries delineate an expansive area which is
predominantly a combination of existing residential uses and vacant land. Tucson continues to
grow in a north/northwesterly direction, led by a number of master planned communities.
Commercial-oriented uses are slowly developing in the neighborhood, primarily along the major
traffic routes, in response to population increases. Substantial quantities of vacant land still
remain throughout the subject neighborhood, particularly in the northern portion, with existing
improvements found mostly in the southern portion and spreading to the north.

The northwest side of Tucson has grown dramatically since the 1970°s, due in large part to the
availability of land for development. Growth of the city is somewhat restricted in other
directions. For example, to the north/northeast of Tucson are the Santa Catalina Mountains, to
the west are the Tucson Mountains, and to the south is Davis-Monthan Air Force Base and
Tucson International Airport. These have served as barriers to residential growth to a certain
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extent. As a result, residential growth has historically been led by the northwest and
east/southeast sides of Tucson and these continue to be growth areas in the region. The larger
Tucson area experienced unprecedented residential growth in recent years between the late
1990°s through 2005. This growth resulted from a robust economy, positive job growth and low
interest rates which have favored buying versus renting. The level of growth, coupled with other
factors such as increasing land prices and environmental constraints, drove developers/builders
to the periphery of Tucson in search of land available for development and more affordable land
prices. The most active areas were the southeast, south, southwest and northwest of the metro
area. Development was also driven to neighboring counties which have historically been more
rural in nature such as Cochise County to the east, Santa Cruz County to the south and Pinal
County to the north.

The two primary routes into Pinal County from Pima County are Interstate 10 and State Highway
77, which is also known as Oracle Road. State Highway 77 travels through Oracle Junction in a
north/northeasterly direction, and is the route to other towns such as Oracle, Mammoth,
Winkleman and Globe. Oracle Road connects the midtown and downtown areas of the city with
northwest Tucson. There is a good balance of land uses on Oracle Road, which is predominantly
commmercial in nature. Land uses include office, retail, restaurant, resorts/hotels with multi-
family, with single family residences further north of Magee Road. Commercial development
continues to grow north to provide support services to the expanding residential base.

Notable developments further south along Oracle Road in Pima County include the Hilton El
Congquistador Resort, Oro Valley Country Club, Foothills Business Park and the Honeywell
manufacturing facility. Several major points of new commercial development include
neighborhood shopping centers located on Oracle Road at the intersections of Golder Ranch
Road and near First Avenue. The Rancho Vistoso master planned community, which is located
along Oracle Road near Tangerine Road, has a neighborhood center anchored by a Safeway
grocery store and a Walgreen’s drug store, with an older center located at Oracle and Rancho
Vistoso Boulevard. A new neighborhood center is located at Oracle and Golder Ranch Road,
anchored by a Basha’s grocery store. In addition, a new neighborhood shopping center known as
Steam Pump Ranch is currently under development further south. The most recent addition to the
commercial base of the neighborhood is a new power center at the southwest corner of Oracle
Road and Tangerine Road, known as Oro Valley Marketplace. This center will eventually
consist of about 869,000 square feet of commercial space when completed on a 120-acre site.
Major tenants now include Wal-Mart, Petco, Best Buy and Linens N’ Things, along with a
variety of smaller retail tenants, restaurants and offices. Also, a number of smaller commercial
enterprises can be found along Oracle Road in the un-incorporated community of Catalina,
which is near the Pima County/Pinal County line. Properties along Oracle Road account for a
large portion of the developed commercial sites in the subject neighborhood, although a number
of vacant sites with potential commercial use can still be found along this route. In general,
commercial and industrial improvements in both the neighborhood and greater Tucson have
grown gradually with the population base.

Among the major employers on the northwest side of Tucson, the Hilton Tucson El
Congquistador Resort was built in the early 1980’s and is located on the east side of Oracle Road,
about four miles north of Ina Road. The hotel contains 428 rooms, including 180 casitas, and
features 18 tennis courts, four indoor racquetball courts, and a nine-hole golf course. Other
amenities include pool and spa facilities, riding stables and a health club. This resort draws a
variety of conventioneers and vacationers. In 1989, the 36-hole Canada Hills Golf Course and
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Country Club, located farther to the west, was purchased by Sheraton. Now known as the El
Conquistador Country Club, this facility provides an additional amenity for the Hilton (former
Sheraton) resort. The Hilton Tucson El Conquistador currently employees approximately 675
people according to the personnel department,

Another resort located in the subject neighborhood which attracts visitors is the Tucson National
Resort and Spa. The Tucson National Golf Club was recognized as one of the more affluent
settings in Tucson for many years, and the golf course served as the site for the annual Tucson
Open PGA golf tournament for over fifteen years. Several years ago, Tucson National was
transformed from a private club to a resort with 167 rooms available. Amenities include 27 holes
of championship golf, a European class health spa, swimming pool/Jacuzzi and six lighted tennis
courts. Finally, development of a Ritz-Carlton destination resort in the Dove Mountain master
planned community was completed in late 2009.

Also, the Honeywell (formerly Allied Signal Corporation and Garrett AiResearch)
manufacturing facility is located on the east side of Oracle Road, to the north of the Sheraton El
Conquistador. The facility contains approximately 355,000 square feet and was originally
opened in January of 1987. Original plans detailed an 84 acre industrial campus that would
eventually include over 1,000,000 square feet of improvements. Employment began at
approximately 2,000 and was originally expected to reach 4,000. However, Honeywell, which
merged with Allied-Signal in 1999, employs only about 800 people currently at this facility.

Other major employers in the northwest Tucson area include Phelps Dodge Mining Company
which employs 4,900 people, and the Northwest Health System which employs 1,808 people.

According to The Costar Group, North/Oro Valley accounts for about 4.8 percent of the
completed leasable retail space in the greater Tucson area, with an aggregate vacancy of 13.8
percent compared to the city average of 8.9 percent (1% quarter, 2011). For office inventory, the
subject area accounts for about 1.9 percent of the Tucson inventory with a vacancy of 34.2
percent compared with 12.4 percent for greater Tucson. Industrial leasable inventory in the
surrounding area of the subject is limited mainly to pockets near Oracle Road, and represents
mainly light industrial or tech-park space. Other industrial developments are found to the south
and west of the subject neighborhood, primarily along the I-10 corridor.

Until recently, the subject neighborhood has experienced unprecedented population growth.
According to Pima County statistics, the population in northwest Tucson had growth at a rate of
4.5 percent per year between the years of 1980 and 1987. While growth in the neighborhood has
since slowed to more modest levels, it is still expected to lead all others in future metropolitan
population growth. The demographics near Eagle Crest Ranch are reflected in census data (2000)
available by zip code. The subject property falls within zip code 85739, and this zip code had a
reported population of 12,088 persons in 2000, with an average household size of 2.31 persons.
An average median household income of $47,001 and a median owner-occupied home value of
$166,200 were also reported. Although Eagle Crest Ranch is considered to be within the Tucson
metro area, it is located in the southern portion of Pinal County. According to the U.S. Census
Bureau, the population of Pinal County for 2006 was approximately 271,059 which is a 51%
increase from 2000. The median household income in 2004 for Pinal County was $40,255.

Burdick & Ferenchak
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Residential growth in the subject neighborhood has been influenced by the number of master
planned communities located in or near the neighborhood. Existing projects in northwest Tucson
include Canada Hills, Copper Creek, North Ranch, La Reserve, Continental Ranch, Gladden
Farms, Dove Mountain, Rancho Vistoso, Eagle Crest Ranch, SaddleBrooke Ranch and
SaddleBrooke. The largest master planned project in the area is Rancho Vistoso, and is located
toward the southern perimeter of the neighborhood. Rancho Vistoso is a master-planned
community that contains approximately 8,000 acres. Canada Hills, Copper Creek, North Ranch,
La Reserve and Continental Ranch are older projects which have been sold out for some time.
Rancho Vistoso and SaddleBrooke are largely built out, though with some inventory still
available. Further west, Dove Mountain and particularly Gladden Farms have significant
inventory still available. A variety of national and local production builders operate throughout
the neighborhood, with custom home projects also found throughout. Please refer to the
subsequent Market Overview section of this report for a more complete discussion of the
housing market in Tucson and the neighborhood.

As previously discussed, the larger Tucson area experienced unprecedented residential growth in
recent years between the late 1990°s through 2005. This growth resulted from a robust economy,
positive job growth and low interest rates which have favored buying versus renting. The level of
growth, coupled with other factors such as increasing land prices and environmental constraints,
drove developers/builders to the periphery of Tucson in search of land available for development
and more affordable land prices. The most active areas were the southeast, south, southwest and
northwest of the metro area. Development was also driven to neighboring counties which have
historically been more rural in nature such as Cochise County to the east, Santa Cruz County to
the south and Pinal County to the north. Looking specifically at the subject area, a number of
future developments are planned in Southern Pinal County. According to MTLUS information,
future projects in the general vicinity of Eagle Crest Ranch include SaddleBrooke Ranch, Falcon
Valley Ranch, Coronado Highlands, Cielo, Biosphere, San Manuel Project and Willow Springs.
These projects could potentially add nearly 50,000 lots in southeastern Pinal County in the
coming years and demonstrate the anticipated demand for new housing in the area.

Four separate governmental entities have jurisdiction in the subject neighborhood. There are two
incorporated communities that influence the subject neighborhood. The first is the Town of Oro
Valley, which has expanded its boundaries to the north to include the Rancho Vistoso
development. The second is the Town of Marana, which has also adopted a pro-growth stance
and has annexed western and central portions of the neighborhood. Most portions of the subject
neighborhood that are not under the jurisdiction of the previously mentioned entities fall under
the jurisdiction of Pima County. The subject property is located just north of the Pima/Pinal
County line, falling under the jurisdiction of Pinal County.

For many years the subject neighborhood relied primarily on the greater metropolitan area for
medical needs, with the only hospital in the area being Northwest Hospital near La Cholla
Boulevard and Orange Grove Road. However, Northwest Hospital has more recently opened a
new 4-story, 257,000 square foot, 96-bed hospital in Rancho Vistoso which has improved
medical support services for the northern portion of the neighborhood, including residents of
Eagle Crest Ranch.

Burdick & Ferenchak
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Recreational facilities in the neighborhood include a number of golf courses. These are
specifically located in SaddleBrooke, plus three courses in Rancho Vistoso, the Oro Valley
Country Club, the Hilton El Conquistador Hotel and Resort, the El Conquistador Country Club
and the Tucson National Golf and Country Club. There is also a public course, located at Arthur
Pack Park. The Catalina State Park is a recreational facility which contains approximately 8,600
acres, located south of the subject along the east side of Oracle Road. Catalina State Park
provides visitors numerous trails for hiking and several areas for picnics and camping.
Additionally the park has designated open areas that are intended for the preservation of area
wildlife.

The neighborhood is served primarily by three separate school districts. They include the Marana
School District Number 6, the Amphitheater School District Number 10 and the Flowing Wells
School District Number 8. Places of worship for most denominations can also be found
throughout the subject neighborhood for the religious needs of the area residents.

Overall, the subject neighborhood continues to become more established due to steady
population growth. In fact, northwest Tucson continues to be one of the fastest growing portions
of the metropolitan area. The combination of available land suitable for development, coupled
with an expanding economic base, has had a positive influence on future growth trends in the
neighborhood. This growth is now extending into Pinal County with a number of master planned
communities on the drawing board. The housing market in Tucson and northwest Tucson
improved dramatically since the early 1990°s, and was particularly strong between 2000 and
2005. This resulted from a combination of factors such as low interest rates, employment and
population growth,

Unfortunately, the neighborhood has been adversely impacted by the recent downturn in the
housing market, similar to the Tucson area as a whole, and this will adversely affect growth
trends in the neighborhood in the short-term. The housing market is currently experiencing a
correction and is adversely impacting the subject property in the short-term. However, when
taking a long-term view the outlook is better. Steady residential growth in northwest Tucson is
anticipated over the long term, which in turn will motivate commercial development in the form
of support services. As the population base increases, commercial development providing
support services to area residents is following and shopping alternatives are becoming more
convenient. In terms of retirement housing, the subject neighborhood should continue to remain
desirable for retirement buyers for a number of years to come. The location of the Eagle Crest
Ranch community on the northwest periphery of Tucson is a desirable characteristic impacting
absorption and overall performance.
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Summary Report

The subject consists of four water plant sites located within the master
planned community of Eagle Crest Ranch. The Eagle Crest Ranch
community is found within Pinal County, just north of the Pima County
line. This community is located on the east side of Oracle Road, north of
Edwin Road.

Water Plant #1 is found on the west side of Eagle Crest Ranch
Boulevard, south of Eagle Ranch Road, with a physical address of 39544
South Eagle Crest Ranch Boulevard. Water Plant #2 is found on the west
side of Eagle Crest Ranch Boulevard, north of Eagle Heights Drive, with a
physical address of 39930 South Eagle Crest Ranch Boulevard. Water
Plant #3 is found on the northeast comer of Eagle Ridge Drive and Fagle
Mountain Drive, with a physical address of 61025 East Eagle Mountain
Drive. Water Plant #4 is found on the west side of Mountain Shadow
Drive, north of Eagle Heights Drive, with a physical address of 39904
South Mountain Shadow Drive.

The subject water plant sites are irregular in shape although the shapes are
not considered adverse for their current use. Per public records, the size of
each parcel are as follows:

Water Plant #1 — 31,363 sq.ft.
Water Plant #2 — 10,890 sq.ft.
Water Plant #3 — 27,443 sq.ft.
Water Plant #4 — 16,988 sq.ft.

All four of the subject parcels are accessed via interior feeder streets found
within the Eagle Crest Ranch subdivisicn. Visibility is considered
adequate for these interior parcels which are not high profile locations. All
of the streets within the project are two lane, asphalt paved roadways, with
curbs and sidewalks noted.

Each of the subject parcels are mostly level, however have different
elevations from street grade. No significant drainage or soil conditions
were apparent by visual observation which would prevent the highest and
best use of the sites, although no soil study or engineering report were
available to confirm this observation. No engineering or soils report was
available, and therefore no information was provided with respect to the
utility or constructability of the existing improvements, or any unusual
soil or drainage conditions which are not readily apparent. This appraisal
assumes no significant soils challenge's associated with the subject
parcels. An examination of the FEMA Flood Insurance Rate Map shows
that the subject is located within “Zone X”, which is not a special flood
hazard area as designated by FEMA Map Number 04021C2475E dated
December 4, 2007.
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Summary Report

There are no assessments due against the subject site per confirmation
with the Pinal County.

No encroachments were noted. The site is subject to various easements
which are related primarily to access, utilities, drainage, etc., and which
are typical of similar properties and are not considered adverse.

Water Plant sites 1 and 2 are swrounded on two sides by vacant land
zoned for commercial uses and two side by residential uses. Water Plant
sites 3 and 4 are primarily surrounded by residential uses.

No potential environmental hazards which might affect the use and value
of the subject property were noted upon inspection, however these
appraisers lack the experience to investigate hazardous materials and we
recommend that a complete Environmental Survey be performed on the
subject property to confirm the presence or absence of any environmental
hazards. As a result, the value opinions contained in this appraisal report
DO NOT consider any loss in value due to any potentially hazardous
environmental substances which may or may not be present on or near the
subject property.

Unless otherwise stated in this report, the existence of hazardous
substances, including without limitation asbestos, polychlorinated
biphenyls, petroleum leakage, or agricultural chemicals, which may or
may not be present on the property, or other environmental conditions,
were not called to the attention of nor did the appraiser become aware of
such during the appraiser’s inspection. The appraiser has no knowledge of
the existence of such materials on or in the property unless otherwise
stated. The appraiser, however, is not qualified to test such substances or
conditions. If the presence of such substances, such as asbestos, urea
formaldehyde foam insulation, or other hazardous substances or
environmental conditions, may affect the value of the property, the value
estimated is predicated on the assumption that there is no such proximity
thereto that it would cause a loss in value. No responsibility is assumed for
any such conditions, nor for any expertise or engineering knowledge
required to discover them.

All typical utilities are available and in place to each of the subject water
plant sites.
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Summary Report

The subject parcels are identified under the following tax parcel numbers:

Water Plant #1 — Ptn of 305-31-013W
Water Plant #2 — 305-31-013Q
Water Plant #3 — 305-93-6040
Water Plant #4 — 305-93-219B

Water Plant #1 is a portion of a larger 9.32 acre site that has a current full
cash value of $223,680, and 2010 real estate taxes of $2,960.18. No
delinquent taxes were reported.

Water Plant #2 has a current full cash value of $46,874, and 2010 real
estate taxes of $1,021.24. No delinquent taxes were reported.

Water Plant #3 has a current full cash value of $500, and 2010 real estate
taxes of $6.94. No delinquent taxes were reported.

Water Plant #4 has a current full cash value of $28,000, and 2010 real
estate taxes of $411.22. No delinquent taxes were reported.

Water Plants 1 and 2 are found under the CI-1 (Light Industry and
Warehouse Zone) and Water Plants 3 and 4 are found under the CR-3
(Single Family Residence Zone), per the Pinal County zoning ordinances.

The CI-1 zone allows for industrial and manufacturing uses, along with all
business uses allowed under the CB-1 and CB-2 zones. Residential uses
are also allowed. There is no minimum lot area, although a maximum
building height of 35 feet is noted, along with a minimum front yard of 15
feet and a minimum rear yard of 10 feet.

The CR-3 zone is a residential zone with a minimum lot area of 7,000
square feet, a minimum lot width of 60 feet, minimum front yard of 20
feet, minimum rear yard of 25 feet, minimum side yards of eight feet each,
and a maximum building height of 30 feet.

In conclusion, the physical characteristics of each of the subject parcels
are considered relatively conductive to most types of development. The
parcels are generally level and do not display any visible signs of adverse
drainage conditions. The degree of access afforded the subject parcels is
considered adequate and the sites benefit from the visibility afforded these
locations, however, none of the streets are considered a major traffic
routes in the neighborhood. All typical municipal services and utilities are
available. The existing improvements to each parcel appear to be
consistent with the physical and legal constraints of the sites, and the
parcels should continue to serve well as the location of these
improvements within the foreseeable future.
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Highest and Best Use:

As Though Vacant

The analysis of the highest and best use of a site, as though vacant,
assumes that the parcel in question is either vacant or can be made vacant
by demolishing any improvements. By applying this assumption, the uses
that create value in the marketplace can be identified. Once the highest
and best use of the site, as though vacant, is identified, an estimate of site
value can be concluded.

The subject consists of four water plant sites located within the master
planned community of Eagle Crest Ranch. Water Plants 1 and 2 are found
under the CI-1 (Light Industry and Warehouse Zone) and Water Plants 3
and 4 are found under the CR-3 (Single Family Residence Zone), per the
Pinal County zoning ordinances. The degree of access afforded the subject
parcels is considered adequate and the sites benefit from the visibility
afforded these locations, however, none of the streets are considered a
major traffic routes in the neighborhood. All typical municipal services
and utilities are available.

Legally permissible uses under the CI-1 zoning classification allow a
range of commercial oriented businesses, and well as some residential
uses. The CR-3 zoning is primarily a residential zone. Both of these
zonings will allow a water plant use. The physically possible uses are
mainly limited by the physical sizes of the parcels, although the sites
could accommodate a wide variety of uses. Therefore, the legally
permissible and physically possible uses of the site are wide ranging and
would include a combination of residential or commercial business uses.
However, current market conditions do not clearly demonstrate that
construction of any particular type of commercial improvements would be
financially feasible at the present time. Therefore, the maximally
productive use, and the highest and best use, of the CI-1 water plant sites
“as though vacant”, is considered to be either an investment use with the
potential for a variety of future uses or any use that would conform to the
CI-1 zoning, be physically possible, and be proven to be financially
feasible and maximally productive in the current market. The CR-3 zoned
water plant sites are limited to a residential uses, although the size of these
two sites are larger than a typical lot would be at 7,000 square feet.

As water plant sites are allowed under both the CI-1 and CR-3 zonings
within the Eagle Crest Ranch project, these uses are allowable and
considered to be the current Highest and Best Use of each parcel.
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The Appraisal Process:

The determination of a market value opinion for real property is an orderly process by which: (1)
the problem is defined; (2) the work necessary to solve the problem planned; and (3) the data
involved is acquired, classified, analyzed and interpreted into an opinion of value. Inherent in
this process is a consideration of the four major forces in our economy which affect value:
environmental, social, economic and governmental forces. Such consideration facilitates the
determination of the highest and best use of the subject property, the basis upon which the value
is opinion is determined.

Three approaches are typically considered, each of which derives information from the market in
one form or another. These include the Cost Approach, the Sales Comparison Approach, and the
Income Capitalization Approach. Each approach is not necessarily equally as important in every
appraisal.

Due to the nature of the subject property, being considered as vacant land parcels, only the Sales
Comparison Approach was considered appropriate for estimating the value of the each parcel.
The Cost Approach and Income Capitalization Approach were not applicable and not utilized.

A search was conducted for sales of vacant land parcels for comparison to the subject parcels,
resulting in an opinion of value by the Sales Comparison Approach. The use of comparable sales
is the application of the principle of substitution, which affirms that the value of the subject tends
to be set by the cost of acquisition of an equally desirable property, assuming no costly delays
are encountered in making the substitution. The most persuasive indications of a reasonable
market value for the subject site are the sales prices of similar properties that have been recently
sold. No prudent purchaser pays more than an amount necessary to get ownership; he,
economically, will pay no more for one property than the cost of acquisition of similar property
with similar utility and desirability.

A search of the public records was conducted, and interviews with real estate agents and brokers
were made by these appraisers. Because no two properties are ever exactly the same, adjustments
are made and considered to reflect the differences between the comparable properties and the
subject site, as currently vacant. Adjustments are considered for such factors as relative size,
location, date of sale, terms and conditions of sale, environmental appeal, potential use and
productivity, service available, topography and other factors which would affect market value.
These adjustments to comparable sale prices are explained in the Land Value Analysis.

The valuation process for each water plant site begins on the following page with a summary of
the comparable land sale data.
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Summary Report

Land Valuation Analysis and Conclusion:

Water Plant #1 is found on the west side of Eagle Crest Ranch Boulevard, south of Eagle Ranch
Road, with a physical address of 39544 South Eagle Crest Ranch Boulevard. This site is
irregular in shape, contains 31,363 square feet, and is zoned CI-1 by Pinal County. The purpose
of this assignment is to provide an opinion of retrospective market value, “as if vacant”, for the
water plant sites as of the date each water plant was put into service. For Water Plant #1, the date
of service was May 1, 2002.

Market conditions do not clearly demonstrate that construction of any particular type of
commercial improvements would be financially feasible at the time of service. The highest and
best use of this water plant site “‘as though vacant”, is considered to be either an investment use
with the potential for a variety of future uses. As water plant sites are allowed under CI-1 zoning
within the Eagle Crest Ranch project, this use is considered to be the Highest and Best Use of the
parcel.

A search for comparable land sales was conducted and a limited supply of comparable data was
found for the date of value of May 1, 2002. Four sales were selected which were considered the
best available comparisons to the subject. I have selected the best combination land sales in
comparison to the subject based upon the highest and best use of the parcels. Each sale has
undergone a cash equivalency analysis designed to identify comparable sales which sold under
atypical financing terms, and then adjusted if necessary to reflect cash terms or equivalent. In
addition, other adjustments are made to the sales resulting from differences between the subject
and the comparable such as size, topography, location or utility. The primary unit of comparison
used in this analysis is sales price per square foot, since this unit is typically utilized by buyers
and sellers in the market for properties similar to the subject. Individual plat maps and
photographs for each comparable sale can be found in the Addendum of this report. Here
follows the analysis of the comparable sales.

Adjustments:

Due to differences between the subject property and the comparable sales, adjustments were
made to the comparable sales in an attempt to reflect those differences in the ultimate price that
was paid. Typically, the adjustments to each sale are considered in the following sequence:

1) property rights conveyed

2) financing terms

3) conditions of sale

4) market conditions (time)

5) location and physical characteristics

An attempt was made to extract market-derived adjustments from the comparable sale data
through the use of paired sale analysis, as explained in the following discussion. However, due to
the limited amount of sale data with respect to vacant parcels similar to the subject, it was
necessary to consider more general market information which has been discussed elsewhere in
this report, as well as our general knowledge of local market conditions affecting properties
similar to the subject based upon discussions with agents/brokers and other market participants.
As a result, the adjustments made reflect a certain amount of appraiser judgment, and might vary
from appraiser to appraiser. The following table summarizes our analysis of the comparable sale
data.
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Summary Report

Summary — Water Plant #1:

The four comparable sales ranged in value from $4.06 to $5.58 per square foot on a cash
equivalent basis. After adjustments to the comparable sales, a range of value for Water Plant #1
is suggested from $3.54 to $5.30 per square foot. It is my opinion that a value within this range,
above $4.00, below $5.00, and near $4.50 per square foot is reasonable. Then, multiplying $4.50
times the 31,363 square feet found within Water Plant #1, results in a value opinion of $141,134,
rounded to $140,000.

Therefore, my final opinion of retrospective market value “as if vacant” for the Water Plant #1
site is concluded to be $140,000, or near $4.50 per square foot, as of May 1, 2002.

Burdick & Ferenchak
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Summary Report
Land Valuation Analysis and Conclusion:
Water Plant #2 is found on the west side of Eagle Crest Ranch Boulevard, north of Eagle
Heights Drive, with a physical address of 39930 South Eagle Crest Ranch Boulevard. This site is
irregular in shape, contains 10,890 square feet, and is zoned CI-1 by Pinal County. The purpose
of this assignment is to provide an opinion of retrospective market value, “as if vacant”, for the
water plant sites as of the date each water plant was put into service. For Water Plant #2, the date
of service was August 1, 200S5.

Market conditions do not clearly demonstrate that construction of any particular type of
commercial improvements would be financially feasible at the time of service. The highest and
best use of this water plant site “as though vacant”, is considered to be either an investment use
with the potential for a variety of future uses. As water plant sites are allowed under CI-1 zoning
within the Eagle Crest Ranch project, this use is considered to be the Highest and Best Use of the
parcel.

A search for comparable land sales was conducted and a limited supply of comparable data was
found for the date of value of August 1, 2005. Five sales were selected which were considered
the best available comparisons to the subject. I have selected the best combination land sales in
comparison to the subject based upon the highest and best use of the parcels. Each sale has
undergone a cash equivalency analysis designed to identify comparable sales which sold under
atypical financing terms, and then adjusted if necessary to reflect cash terms or equivalent. In
addition, other adjustments are made to the sales resulting from differences between the subject
and the comparable such as size, topography, location or utility. The primary unit of comparison
used in this analysis is sales price per square foot, since this unit is typically utilized by buyers
and sellers in the market for properties similar to the subject. Individual plat maps and
photographs for each comparable sale can be found in the Addendum of this report. Here
follows the analysis of the comparable sales.

Adjustments:

Due to differences between the subject property and the comparable sales, adjustments were
made to the comparable sales in an attempt to reflect those differences in the ultimate price that
was paid. Typically, the adjustments to each sale are considered in the following sequence:

1) property rights conveyed

2) financing terms

3) conditions of sale

4) market conditions (time)

5) location and physical characteristics

An attempt was made to extract market-derived adjustments from the comparable sale data
through the use of paired sale analysis, as explained in the following discussion. However, due to
the limited amount of sale data with respect to vacant parcels similar to the subject, it was
necessary to consider more general market information which has been discussed elsewhere in
this report, as well as our general knowledge of local market conditions affecting properties
similar to the subject based upon discussions with agents/brokers and other market participants.
As a result, the adjustments made reflect a certain amount of appraiser judgment, and might vary
from appraiser to appraiser. The following table summarizes our analysis of the comparable sale
data.

NI MS GNN NS GER GES UEN NS NS ING NS B NS BN BN MG N Es e

Burdick & Ferenchak
24




1Y
YOYIUD.4D,| P YoIpng
z8°bs £e's$ LL5% 68°5% v5°9$ “170S/30Rd 3VS 3LV IIAN]
%0°G- %0°G %0°G- %0701 %04~ 3SN 1534 2 LSIHOIHONINOZ
%00 %00 %00 %00 %0°0 SALLN OL ALINIXOHd
%0°0 %0°0 %0°0 %00 %00 SOILSIHTLIOVHVHO IVIISAH
%00 %0'G %0°G %0701 %0°0L 371S 1304vd !
%0°G- %0°G- %0°G- %06~ %0°G1- SOLLSIHILOVHYHI TWNOILYOO01
9e'ss 19°6% 10°'9% 60°5% 81'8$ “1IDSAINNG 3VS LNTTVAINDI HSYD a3lsnray
%001 %001 %0°'S %00 %00 VS 40 A1va
18°'v$ 04°6$ 8253 60°6$ 2183 "L47DS/A0N ATVS INFIVAINDI HSVO a3Lsnray
%00 %00 %0°0 %00 %00 VS 40 SNOILIANOD
18'v8 01°5% 82°6$ 60763 gi'es ‘L4'0S/301Ud 3TVS LNIFTVAINDI HSYD
%0°0 %00 %0°0 %00 %00 ONIONVNIS
‘Anb3 ysen ‘Anb3 ysen ‘anb3 ysen ‘Anb3 ysen ‘ainb3g ysen ‘Anb3 1o yse)
18%% oi's$ 81's$ 60°54 81'8$ "13'0VSAN I FIVS LOVYLNOD a3LSNravy
%00 %00 %0°0 %00 %0°0 G3AIANOD SLIHOIY ALH3d0Nd
adung 894 ojdwig 994 ajdung 294 ojdung a9 ojduwig aa4 ajdwIS 994
NOSRVJWNOD 4O SINIWA3
28'v$ 01°6$ 8L'G$ 60'S$ 8L'8$ "14'0S/301"d VS LOVHLINOD
2489 dl dl L-HO 2-42 [ [] ONINOZ
“Wbs 09z°01 “Wbs 299'gL “Wbs 000'94 ‘Wbs 621°1LG ‘wbs 268'2¢ “Wbs 06801 37IS 130Uvd
v0/9 $0/01 vore S0/t So/L J1vS 40 31va
§ IvS ¥ 3vs £ 3vS ¢3S 1 37vS 103rans V.lvda 130uvd
Z# jueld J9jepn
_AL¥3dOYd 103rans
Iy LINIJWLISNray 37vsS ANV

rioday Aipung



Summary Report

Summary — Water Plant #2:

The five comparable sales ranged in value from $4.87 to $8.18 per square foot on a cash
equivalent basis. After adjustments to the comparable sales, a range of value for Water Plant #2
is suggested from $4.82 to $6.54 per square foot. It is my opinion that a value within this range,
above $5.00, below $6.50, and near $5.75 per square foot is reasonable. Then, multiplying $5.75
times the 10,890 square feet found within Water Plant #2, results in a value opinion of $62,618,
rounded to $65,000.

Therefore, my final opinion of retrospective market value “as if vacant” for the Water Plant #2
site is concluded to be $65,000, or near $5.75 per square foot, as of August 1, 2005.

Burdick & Ferenchak
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Summary Report

Land Valuation Analysis and Conclusion:

Water Plant #3 is found on the northeast comer of Eagle Ridge Drive and Eagle Mountain
Drive, with a physical address of 61025 East Eagle Mountain Drive. This site is irregular in
shape, contains 27,443 square feet, and is zoned CR-3 by Pinal County. The purpose of this
assignment is to provide an opinion of retrospective market value, “as if vacant”, for the water
plant sites as of the date each water plant was put into service. For Water Plant #3, the date of
service was January 1, 2008.

The highest and best use of this water plant site “as though vacant”, is considered to be either an
investment use with the potential for a variety of future residential uses. As water plant sites are
allowed under CR-3 zoning within the Eagle Crest Ranch project, this use is considered to be the
Highest and Best Use of the parcel.

A search for comparable land sales was conducted and a limited supply of comparable data was
found for the date of value of January 1, 2008. Five sales were selected which were considered
the best available comparisons to the subject. I have selected the best combination land sales in
comparison to the subject based upon the highest and best use of the parcels. Each sale has
undergone a cash equivalency analysis designed to identify comparable sales which sold under
atypical financing terms, and then adjusted if necessary to reflect cash terms or equivalent. In
addition, other adjustments are made to the sales resulting from differences between the subject
and the comparable such as size, topography, location or utility. The primary unit of comparison
used in this analysis is sales price per square foot, since this unit is typically utilized by buyers
and sellers in the market for properties similar to the subject. Individual plat maps and
photographs for each comparable sale can be found in the Addendum of this report. Here
follows the analysis of the comparable sales.

Adjustments:

Due to differences between the subject property and the comparable sales, adjustments were
made to the comparable sales in an attempt to reflect those differences in the ultimate price that
was paid. Typically, the adjustments to each sale are considered in the following sequence:

1) property rights conveyed

2) financing terms

3) conditions of sale

4) market conditions (time)

5) location and physical characteristics

An attempt was made to extract market-derived adjustments from the comparable sale data
through the use of paired sale analysis, as explained in the following discussion. However, due to
the limited amount of sale data with respect to vacant parcels similar to the subject, it was
necessary to consider more general market information which has been discussed elsewhere in
this report, as well as our general knowledge of local market conditions affecting properties
similar to the subject based upon discussions with agents/brokers and other market participants.
As a result, the adjustments made reflect a certain amount of appraiser judgment, and might vary
from appraiser to appraiser. The following table summarizes our analysis of the comparable sale
data.

Burdick & Ferenchak
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Summary Report

Summary — Water Plant #3:

The five comparable sales ranged in value from $3.60 to $6.83 per square foot on a cash
equivalent basis. After adjustments to the comparable sales, a range of value for Water Plant #3
is suggested from $4.54 to $6.52 per square foot. It is my opinion that a value within this range,
above $5.00, below $6.50, and near $6.00 per square foot is reasonable. Then, multiplying $6.00
times the 27,443 square feet found within Water Plant #3, results in a value opinion of $164,658,
rounded to $165,000.

Therefore, my final opinion of retrospective market value “as if vacant” for the Water Plant #3
site is concluded to be $165,000, or near $6.00 per square foot, as of January 1, 2008.

Burdick & Ferenchak
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Summary Report

Land Valuation Analysis and Conclusion:

Water Plant #4 is found on the west side of Mountain Shadow Drive, north of Eagle Heights
Drive, with a physical address of 39904 South Mountain Shadow Drive. This site is irregular in
shape, contains 16,988 square feet, and is zoned CR-3 by Pinal County. The purpose of this
assignment is to provide an opinion of retrospective market value, “as if vacant”, for the water
plant sites as of the date each water plant was put into service. For Water Plant #4, the date of
service was October 1, 2004.

The highest and best use of this water plant site “as though vacant”, is considered to be either an
investment use with the potential for a variety of future residential uses. As water plant sites are
allowed under CR-3 zoning within the Eagle Crest Ranch project, this use is considered to be the
Highest and Best Use of the parcel.

A search for comparable land sales was conducted and a limited supply of comparable data was
found for the date of value of October 1, 2004. Six sales were selected which were considered
the best available comparisons to the subject. I have selected the best combination land sales in
comparison to the subject based upon the highest and best use of the parcels. Each sale has
undergone a cash equivalency analysis designed to identify comparable sales which sold under
atypical financing terms, and then adjusted if necessary to reflect cash terms or equivalent. In
addition, other adjustments are made to the sales resulting from differences between the subject
and the comparable such as size, topography, location or utility. The primary unit of comparison
used in this analysis is sales price per square foot, since this unit is typically utilized by buyers
and sellers in the market for properties similar to the subject. Individual plat maps and
photographs for each comparable sale can be found in the Addendum of this report. Here
follows the analysis of the comparable sales.

Adjustments:

Due to differences between the subject property and the comparable sales, adjustments were
made to the comparable sales in an attempt to reflect those differences in the ultimate price that
was paid. Typically, the adjustments to each sale are considered in the following sequence:

1) property rights conveyed

2) financing terms

3) conditions of sale

4) market conditions (time)

5) location and physical characteristics

An attempt was made to extract market-derived adjustments from the comparable sale data
through the use of paired sale analysis, as explained in the following discussion. However, due to
the limited amount of sale data with respect to vacant parcels similar to the subject, it was
necessary to consider more general market information which has been discussed elsewhere in
this report, as well as our general knowledge of local market conditions affecting properties
similar to the subject based upon discussions with agents/brokers and other market participants.
As a result, the adjustments made reflect a certain amount of appraiser judgment, and might vary
from appraiser to appraiser. The following table summarizes our analysis of the comparable sale
data.

Burdick & Ferenchak
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Summary Report

Summary — Water Plant #4:

The six comparable sales ranged in vaiue from $4.4C to $5.95 per square fool on a cash
equivalent basis. After adjustments to the comparable sales, a range of value for Water Plant #4
is suggested from $4.34 to $5.63 per square foot. It is my opinion that a value within this range,
above $4.50, below $5.50, and near $5.00 per square foot is reasonable. Then, multiplying $5.00
times the 16,988 square feet found within Water Plant #4, results in a value opinion of $84,940,
rounded to $835,000.

Therefore, my final opinion of retrospective market value “as if vacant” for the Water Plant #4
site is concluded to be $85,000, or near $5.00 per square foot, as of October 1, 2004.

Estimated Exposure/Marketing Time:

A reasonable marketing period is intended to represent the period of time it might take to sell the
subject parcels at market value in the period immediately following the retrospective dates of the
appraisal. Marketing time differs from exposure time, which is always presumed to precede the
effective date of the appraisal. In an effort to estimate a reasonable marketing period for the
subject property, the following factors were considered: exposure times for comparable sale
properties, interviews with market participants and anticipated changes in market conditions.

The comparable sales summarized in this report which were actively marketed had market times
that ranged mostly under 12 months. Interviews with local brokers and market participants and
general market conditions for this type of property suggest the any of the subject parcels could
be sold within a 12-month period at a reasonable listing price.

The preceding data with respect to exposure times, opinions of market participants and general
market conditions suggest that an exposure time of 12 months should be adequate for the subject
parcels, “as if vacant”. Consequently, I believe that an estimated marketing time for the subject
sites of one year is reasonable given the data available and a reasonable asking price.

Burdick & Ferenchak
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Summary Report
Certification of Value:

I do hereby certify that to the best of my knowledge and belief...
The statements of fact contained in this report are true and correct.

The reported analyses, opinions, and conclusions are limited only by the reported assumptions
and limiting conditions, and are my personal, unbiased professional analyses, opinions, and
conclusions.

I have no present or prospective interest in the property that is the subject of this report, and no
personal interest with respect to the parties involved.

1 have no bias with respect to the property that is the subject of this report, or to the parties
involved with this assignment.

My engagement in this assignment was not contingent upon developing or reporting
predetermined results.

My compensation for completing this assignment is not contingent upon the development or
reporting of a predetermined value or direction in value that favors the cause of the client, the
amount of the value opinion, the attainment of a stipulated result, or the occurrence of a
subsequent event directly related to the intended use of this appraisal.

My analyses, opinions, and conclusions were developed, and this report has been prepared, in
conformity with the Code of Professional Ethics and the Standards of Professional Appraisal
Practice of the Appraisal Institute, as well as the Uniform Standards of Professional Appraisal
Practice.

John Ferenchak have made a personal inspection of the property that is the subject of this report,
and has the knowledge and experience necessary to complete the assignment competently.

No one has provided significant real property appraisal assistance to the person signing this
certification.

The appraisal assignment, my value conclusions, as well as other opinions expressed herein, are
not based upon a requested minimum valuation, a specific valuation, or the approval of a loan.

The use of this report is subject to the requirements of the Appraisal Institute relating to review
by a duly authorized representative.

1 assume no responsibility for matters legal, structural, mechanical, architectural or engineering.

Any opinions of value presented in this report, unless otherwise stated, are formulated under the
assumption that hazardous materials or conditions do not adversely affect the subject property. I
do not assume any responsibility for any loss in value that is the result of such materials or
conditions since we do not possess the expertise for their discovery.

Burdick & Ferenchak
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Summary Report

My opinion of value for the subject property as of April 11, 2011 under financing and
assumptions described in this report is:

EAGLE CREST RANCH WATER PLANT SITES
“AS IF VACANT”

WATER PLANT/ SITE RETROSPECTIVE MARKET VALUE
TAX ID SIZE DATE OF VALUE OPINION

Water Plant #1 31,363 sf May 1, 2002 $140,000
(Ptn of 305-31-013W)

Water Plant #2 10,890 sf August 1, 2005 $65,000

(305-31-013Q)

Water Plant #3 27,443 sf January 1, 2008 $165,000
(305-93-6040)

Water Plant #4 16,988 sf October 1, 2004 $85,000
(305-93-219B

A typical marketing/exposure period for properties similar to the subject of 12 months was
concluded as reasonable.

The reader should note that the “As If Vacant” opinion of market value for the subject water
plant sites stated in this report is based upon a HYPOTHETICAL CONDITION which
assumes the parcels do not have any improvements upon them. It is noted that at the time of
inspection (April 12, 2011), each water plant site had water facility improvements completed and
in use

This is a Summary Appraisal Report which is intended to comply with the reporting
requirements set forth under Standard Rule 2-2(b) of the Uniform Standards of Professional
Appraisal Practice for a Summary Appraisal Report. As such, it might not include full
discussions of the data, reasoning, and analyses that were used in the appraisal process to
develop the appraiser’s opinion of value. Supporting documentation concerning the data,
reasoning, and analyses is retained in the appraiser’s file. The information contained in this
report is specific to the needs of the client and for the intended use stated in this report. The
appraisers are not responsible for unauthorized use of this report.

Within the constraints of adequate available data, the full appraisal report intends to conform to
the appraisal standards required by Title XI of FIRREA (Federal Financial Institutions Reform,
Recovery and Enforcement Act of 1989), the OCC (Office of the Comptroller of the Currency)
and the Uniform Standards of Professional Appraisal Practice (USPAP).

Burdick & Ferenchak
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Summary Report

No potential environmental hazards which might affect the use and value of the subject property
were noted upon inspection, however these appraisers lack the experience to investigate
hazardous materials and we recommend that a complete Environmental Survey be performed on
the subject property to confirm the presence or absence of any environmental hazards. As a
result, the value opinions contained in this appraisal report DO NOT consider any loss in value
due to any potentially hazardous environmental substances which may or may not be present on
or near the subject property.

Unless otherwise stated in this report, the existence of hazardous substances, including without
limitation asbestos, polychlorinated biphenyls, petroleum leakage, or agricultural chemicals,
which may or may not be present on the property, or other environmental conditions, were not
called to the attention of nor did the appraiser become aware of such during the appraiser’s
inspection. The appraiser has no knowledge of the existence of such materials on or in the
property unless otherwise stated. The appraiser, however, is not qualified to test such substances
or conditions. If the presence of such substances, such as asbestos, urea formaldehyde foam
insulation, or other hazardous substances or environmental conditions, may affect the value of
the property, the value estimated is predicated on the assumption that there is no such proximity
thereto that it would cause a loss in value. No responsibility is assumed for any such conditions,
nor for any expertise or engineering knowledge required to discover them.

No engineering or soils report was available, and therefore no information was provided with
respect to the utility or constructability of the existing improvements, or any unusual soil or
drainage conditions which are not readily apparent. This appraisal assumes no soils challenge’s
associated with the subject property.

Please refer to the Limiting Conditions and Assumptions included in the Addendum section
which accompany this summary appraisal report.

The authentic copies of this report are signed in blue, without which they are unauthorized and
may have been altered.

This Certification is signed and dated on April 29, 2011. The authentic copies of this report are
signed in blue, without which they are unauthorized and may have been altered.

Sincerely,
e e
'\‘ l{ r ; f, ,f I}
;;— j’i" {;%‘”1‘ /é}u?‘ u\'lﬁﬂ\*‘-
4 ‘//,’
John Ferenchak

State of Arizona Certified General
Real Estate Appraiser #30344
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SUBJECT PROPERTY PHOTOQGRAPHS ~ WATER PLANT #1
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SUBJECT PROPERTY PHOTOGRAPHS/MAPS — WATER PLANT #2
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SUBJECT PROPERTY PHOTOCRAPHS - WATER PLANT #3

Burdick & Ferenchak



Addendum - Subject Photographs/Maps

Burdick & Ferenchak

11



Addendum — Subject Phoiographs/Maps

NORTHEAST ELEVATION

Bur&’%c!c & Ferenchak




GEN GED SNS GNN N0 ONE ONN GBS BN BN BN GN A BR EN R R B Ee

NORTHWEST EL

EVATION

Addendum - Subject Photographs/Maps




Addendum - Subject Photographs/Maps




Addendum — Subject Photographs/Maps

SUBJECT PROPERTY PHOTOGRAPHS - WATER PLANT #4
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COMPARABLE SALE MAPS/PHOTOGRAPHS — WATER PLANT #2
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Chapter 2.70

Chapter 2.70
CR-3 SINGLE RESIDENCE ZONE

Sections;
2.70.010 Uses permitted.
2.70.020 Site developmeni standards. .
2.70.030 Detached accessory buildings.

2.70.010 Uses permitfed.
A. One-family dwelling, conventional construction.

B. Public park, public or parochial school.

C. Chureh, provided the minimum off-street parking requirements, as set forth in
PCDSC 2.140.020(E), are met.

D. A travel trailer or recreational vehicle (RV) for not mors than 80 days during
construction of a residence on the same premises, which period may be extended for
an additional period of 80 days upon application to the zoning inspector.

E. Horticulture, flower and vegetable gardening, nursery or greenhaouse used only for
propagation and culture and not for retail sales.

F. Home cceupation.
G. Accessory building or use. [Ord. 51862 § 11011.

2.70.020 Site development standards.
. Building height: maximum height of any structure shall be 30 feet.

. Minimum lof area: 7,000 square feet.
. Minimum lot width: 60 feet.

. Minimum area per dwelling unit; 7,000 square feet.

. Minimum side yards: eight fest each.
. Minimum rear yard: 25 fest to the rear lot line.

Minimum distance between main buildings: 16 feet, except as required in PCDSC

A

B

Cc

D

E. Minimum front yard; 20 feet.
F

G

H.

2.150.140 for a rear dwelling.

I, Buildable area; not 1o excesd 40 percent of the lot, including all structures, except
swimming pools. [Ord. 61862 §§ 1102 — 1110}

2.70.030 Detached accessory buildings.
A. Permitied coverage: one-third of the fotal area of the rear and side yards.

hitp://wwvr.codepublishing.cony/ AZ/pinalcounty/btml/Pinal County02/Pinal County0270.html  4/25/2011



Chapter 2.70 . . ragezori

B. Maximum height: 20 feet.

C. Minimum distance fo main building: seven feet.

D. Minimum distance to front lot line: 60 feet.

E. Minimum distance to side and rear lot lines: four feet.
E

. Accessory buildings shall be detached from the main building except that they may
be attached by means of an unenclosed structure that has only one wall not over six
feet high which shall be placed on only one side of the structure. [Ord. 61862 § 1111).

This page of the Pinal County Development Services County Website: http://pinalcountyaz.gov/
Code is current through Ordinance 022311-PZ-C-008-10, {http://pinalcountyaz.gov/)
passed February 23, 2011. County Telephone: (800) 208-6897
Disclaimer: The Clerk of the Board's Office has the officlal Code Publishing Company
version of the Pinal County Development Services Code, Users {http://www.codepublishing.com/)

should contact the Clerk of the Board's Office for ordinances
passed subsequent to the ordinance cited above.

http://www.codepublishing.com/AZ/pinalcounty/html/Pinal County(02/PinalCounty0270.htm! 4/25/2011
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Chapter 2.105
Ci-1 LIGHT INDUSTRY AND WAREHOUSE ZONE

Sections;
2.105.010 Uses permitted. -
2.105.020 Site development standards.
2.105.030 Industrial buffer required.
2.105.040 Detached accessory buildings.

2.105.010 Uses permitted,
A. Any use permitted in PCDSC 2.80.010(B) (CB-1 local business zone) and in
PCDSC 2.85.010(B) and (C) (CB-2 general business zone).

B. One-family dwelling unit, conventional construction, or manufactured home or
mobile home as watchman or caretaker’s quarters in conjunction with an established,
permitted use.

C. Any of the following if conducted wholly within a completely enclosed building:

1. Manufacture, compounding, processing, packaging or treatment of: bakery
goods, candy, cosmetics, dairy products, drugs and pharmaceutical products,
soap (cold process only), and food products, except fish or meat products,
sauerkraut, vinegar, yeast, and the rendering or refining of fats and oils.

2. Manufacture, compounding, assembling or treatment of articles or
merchandise from the following previously prepared materials: bone, broom corn,
celiophane, canvas, cloth, cork, feathers, felt, fiber, fur, glass, hair or bristies,
hom, leather, paper, plastics or plastic products, precious or semi-precious
metals or stones, shell textiles, fobacco, wax (paraffin, tallow, etc.), wood
(excluding sawmill or planing mill), yarns, paint (not employing a boiling process).

3. Manufacture of: glass, pottery or other similar ceramic products (using only
previously prepared sand or pulverized ciay and kilns fired only by electricity or
gas), musical instrumaents, toys, novelties, rubber or metal stamps.

4. Manufacture and maintenance of: electric and neon signs, billboards,
commercial advertising structures and displays, light sheet metal products,
including heating or cooling and ventilating ducts and equipment, comices, eaves
and the like.

5. Automobile or trailer assembling, painting, uphalstering, rebuilding,
reconditioning, sale of used parts, truck repair or overhauling, tire rebuilding or
recapping, battery manufacture and the like.

6. Blacksmith and welding shop or machine shop (excluding punch presses over
20 tons rated capacity, and drop hammer), foundry casting, electroplating and
electro-winding lightweight nonferrous metals not causing noxious fumes or
odors.

http://www.codepublishing.com/AZ/pinalcounty/html/PinalCounty02/Pinal County02105.h... 4/25/2011
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7. Laundry, cleaning or dyeing works, carpet and rug cleaning.
8. Distribution plant, ice and cold storage plant, beverage bottling plant.
9. Wholesale business, storage building or warehouse.

10. Assembly of elecfrical appliances: radios and phonographs, including the
manufacturs of small parts only, such as coils, condensers, transformers, crystal
holders and the like.

11. Laboratory: experimental, photo or motion picture film or testing.
12. Veterinary or cat or dog hospital or kennels.
13. Poultry or rabbit killing incidental to a retail business on the same premises.

D. Any of the following if conducted wholly within a completely enclosed building or
within an area enclosed on all sides with a solid wall, compact evergreen hedge or
uniformly painted board fence, not less than six feet in height.

1. Building material sales yard, contractor's equipment sales yard (only) or rental
of equipment commeoniy used by contractors.

2. Retail lumber yard, including only incidental mill work, feed yard.
3. Draying, freighting or truck yard or terminal.
4. Motion picture studio.
5. Automobile or automotive body and fender shop.
6. Public utility service yard.
E. Accessory building or use when located on the same building site.

F. Airport, airstrip or landing field, subject to the conditions set forth in PCDSC
2:.20.010(J).

G. 1. Gasoline or flammables bulk station, provided said products, gasoline, or
petroleum shall not be stored in tanks of more than 10,000 gallons capacity each,
located not less than 25 feet from building or lot line and no closer than 100 feet to a
residential zone.

2. Liquefied petroleum gases (LPG) bulk station shall be designed, constructed
and maintained in compliance with provisions of National Fire Protection
Association NFPA Standards No. 58, [Ord. 61862 § 1701].

2.105.020 Site development standards.
A. Building height: maximum height of any structure shall be 35 feet.

B. Minimum lot area: none.

http://www.codepublishing.com/AZ/pinalcounty/html/PinalCounty02/PinalCounty02105.b... 4/25/2011



Chapter 2.105 Page 3014

C. Minimum lot width: none.

D. Minimum lot area per dwelling unit: none.

E. Minimum front yard: 15 feet, except as provided in PCDSC 2.105.030.
F. Minimum side yards: none, except as provided in PCDSC 2.105.030.

G. Minimum rear yard: 10 fest, except as provided in PCDSC 2.105.030. [Ord. 61862
§§ 1702 - 1708].

2.105.030 Industrial buffer required.

Where industry adjoins, faces or confronts residential property or a major or secondary
thoroughfare, such industrial use shall provide a yard of not less than 10 percent of the
lot depth or width on the side or sides abutting, facing or confronting said uses, but
such yard need not exceed 50 feet unless a greater depth or width is required by the
general setback provisions of this title, or general or special setback provisions of any
existing setback ordinance. Such yard shall be improved with one or more of the
following:

A. Landscaping.

B. Parking lot, wherein a minimum width of 10 fest along the lot line(s) closest to the
residential property or major or secondary thoroughfare, shall be landscaped; and a
decorative screening device of opaque fencing, walls, landscaped earth berms or any
combination thereof, shall be installed between the landscaped area and the parking
lot, to a minimum height of three fest.

C. Recreational space for employees, wherein a minimum width of 10 feet along the
lot line(s) closest to the residential property or major or secondary thoroughfare, shall
be landscaped. [Ord. 61862 § 1709].

2.105.040 Detached accessory buildings.
A. Permitted coverage: 40 percent of the required rear yard and any additional space
within the buildable area.

B. Maximum building height: 20 feet within the required rear yard; 35 fest within the
buildable area.

C. Minimum distance to main building: seven feet.

D. Minimum distance to front lot line: 15 fest, except as provided in PCDSC
2.105.030.

E. Minimum distanc;e to side Iot lines: none, except as provided in PCDSC 2.105.030.

F. Minimum distance to rear lot line: four feet, except as provided in PCDSC
2.105.030. [Ord. 61862 § 1710].

http://www.codepublishing.com/AZ/pinalcounty/html/PinalCounty02/PinalCounty02105.h... 4/25/2011
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LIMITING CONDITIONS AND ASSUMPTIONS

LIMIT OF LIABILITY:

The liability of Burdick & Ferenchak, Inc., and its employees and independent
contractors, is limited to the client who ordered the appraisal assignment. There is no
accountability, obligation, or liability to any third party.

This is a Summary Appraisal Report which is intended to comply with the reporting
requirements set forth under Standard Rule 2-2(b) of the Uniform Standards of
Professional Appraisal Practice for a Summary Appraisal Report. As such, it might not
include full discussions of the data, reasoning, and analyses that were used in the
appraisal process to develop the appraiser's opinion of wvalue. Supporting
documentation concerning the data, reasoning, and analyses is retained in the
appraiser's file. The information contained in this report is specific to the needs of the
client and for the intended use stated in this report. The appraisers are not responsible
for unauthorized use of this report.

COPIES, PUBLICATION, DISTRIBUTION, USE OF REPORT:

Possession of this report or any copy thereof does not carry with it the right of
publication, nor may it be used for other than its intended use; the physical report(s)
remain the property of the appraiser for the use of the client, the fee being for the
analytical services only. The report may not be used for any purpose by any person or
corporation other than the client or the party to whom it is addressed or copied without
the written consent of an officer of the appraisal firm, and then only in its entirety.

Neither all nor any part of the contents of this report shall be conveyed to the public
through advertising, public relations efforts, news, sales, prospectus, brochure, or
other media, without the written consent and approval of John Burdick, MAI, or John
Ferenchak, nor may any reference be made in such a public communication to the
Appraisal Institute or the SRA or MAI designations.

Appraisal reports prepared by Burdick & Ferenchak, Inc. are intended for mortgage
loan purposes and for estimation of fair market values, and are not permitted to be
used for real estate syndication purposes. Acceptance and use of value estimates and
appraisal reports prepared by Burdick & Ferenchak, Inc. constitutes acceptance of the
preceding statement.

CONFIDENTIALITY:

The appraiser may not divulge the material (evaluation) contents of the report,
analytical findings or conclusions, or give a copy of the report to anyone other than
the client or his designee as specified in writing except as may be required by the
Appraisal Institute as they may request in confidence for ethics enforcement, or by a
court of law or body with the power of subpoena.

Burdick & Ferenchak
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This appraisal is to be used only in its entirety and no part is to be used without the
whole report. All conclusions and opinions concerning the analysis as set forth in the
report were prepared by the Appraiser(s) whose signature(s) appears on the appraisal
report, unless indicated as "Review Appraiser".

No change of any item in the report shall be made by anyone other than the Appraiser
and/or officer of the firm. The Appraiser and firm shall have no responsibility if any
such unauthorized change is made.

Possession of the appraisal report or a copy thereof does not carry with it the right of
publication. The appraisal report is a privileged communication between the
appraiser(s) and client, and may not be used for any other purpose without the written
permission from the appraiser(s).

TRADE SECRET:

This appraisal was obtained from Burdick & Ferenchak, Inc., or related companies
and/or its individuals or related independent contractors, and consists of "trade secrets
and commercial or financial information" which is privileged and confidential and
exempted from disclosure under S U.S.C. 552 (b) (4). Notify the appraiser(s) signing
the report of any request to reproduce this appraisal in whole or part.

INFORMATION USED:

No responsibility is assumed for accuracy of information furnished by or from others,
the client, his designee, or public records. We are not liable for such information or
the work of possible subcontractors. The comparable data relied upon in this report
has been confirmed with one or more parties familiar with the transaction or from
affidavit; all are considered appropriate for inclusion to the best of our factual
judgment and knowledge.

TESTIMONY, CONSULTATION, COMPLETION OF CONTRACT FOR
APPRAISAL SERVICES:

The contract for appraisal, consultation or analytical service, are fulfilled and the total
fee payable upon completion of the report. The appraiser(s) or those assisting in
preparation of the report will not be asked or required to give testimony in court or
hearing because of having made the appraisal, in full or in part, nor engage in post
appraisal consultation with client or third parties except under separate and special
arrangement and at additional fee.

EXHIBITS:

The sketches and maps in this report are included to assist the reader in visualizing the
property and are not necessarily to scale. Various photos, if any, are included for the
same purpose and are not intended to represent the property in other than actual status,
as of the date of the photos. Site plans are not surveys unless shown from separate
surveyor.

Burdick & Ferenchak



LEGAL, ENGINEERING, FINANCIAL, STRUCTURAL, HAZARDOUS"

MATERIAL. OR MECHANICAL NATURE HIDDEN COMPONENTS, SOIL:
No responsibility is assumed for matters legal in character or nature, nor matters of
survey, nor of any architectural, structural, mechanical, or engineering nature. No
opinion is rendered as to the title, which is presumed to be good and merchantable.
The property is appraised as if free and clear, unless otherwise stated in particular
parts of the report.

The legal description is assumed to be correct as used in this report as furnished by the
client, his designee, or as derived by the appraiser.

The appraiser has inspected as far as possible, by observation, the land and the
improvements thereon; however it was not possible to personally observe conditions
beneath the soil or hidden structural, or other components. We have not critically
inspected mechanical components within the improvements and no representations are
made herein as to these matters unless specifically stated and considered in the report.
The value estimate assumes that there are no such conditions that would cause a loss
of value. The land or the soil of the area being appraised appears firm, however
subsidence in the area is unknown. The appraiser(s) do not warrant against this
condition or occurrence or problems arising from soil conditions.

The appraisal is based on there being no hidden, unapparent, or apparent conditions of
the property site, subsoil, or structures which would render it more or less valuable.
No responsibility is assumed for any such conditions or for any expertise or
engineering to discover them.

All mechanical components are assumed to be in operable condition and status,
standard for properties of the subject type. The condition of the heating, cooling,
ventilating, electrical and plumbing equipment is considered to be commensurate with
the condition of the balance of the improvements uniess otherwise stated. No
judgment is made as to adequacy of insulation, type of insulation, or energy efficiency
of the improvemqnts or equipment.

Unless otherwise stated in this report, the existence of hazardous material, which may
or may not be present on the property, was not observed by the appraiser. The
appraiser has no knowledge of the existence of such materials on or in the property.
The appraiser, however, is not qualified to detect such substances. The presence of
substances such as asbestos, urea-formaldehyde foam insulation, or other potentially
hazardous materials may affect the value of the property. The value estimate is
predicated on the assumption that there is no such material on or in the property that
would cause a loss in value. No responsibility is assumed for any such conditions, or
for any expertise or engineering knowledge required to discover them. The client is
urged to retain an expert in this field, if desired.

Burdick & Ferenchak




10.

11.

12.

13.

14.

LEGALITY OF USE:

The appraisal is based on the premise that, there is full compliance with all applicable
federal, state and local environmental regulations and laws unless otherwise stated in
the report; further that all applicable zoning, building and use regulations and
restrictions of all types have been compiled with unless otherwise stated in the report;
further, it is assumed that all required licenses, consents, permits, or other legislative
or administrative authority, local, state, federal and/or private entity or organization
have been or can be obtained or renewed for any use considered in the value estimate.

COMPONENT VALUES:

The distribution of the total valuation of this report between land and improvements
applies only under the existing program of utilization. The separate valuations for land
and building must not be used in conjunction with any other appraisal and are invalid
if so used.

AUXILIARY AND RELATED STUDIES:

No environmental or impact study, special market study or analysis, highest and best
use analysis or feasibility study has been requested or made unless otherwise specified
in an agreement for services or in the report. The appraiser reserves the unlimited right
to alter, amend, revise or rescind any of the statements, findings, opinions, values,
estimates, or conclusions upon any subsequent such study or analysis or previous
study or analysis subsequently becoming known to him.

DOLLAR VALUE, PURCHASING POWER:

The market value estimated, and the costs used, are as of the date of the estimate of
value. All dollar amounts are based on the purchasing power and price of the dollar as
of the date of the value estimate.

INCLUSIONS:

Furnishings and equipment, or business operations, except as specifically indicated
and typically considered as a part of real estate, have been disregarded with only the
real estate being considered in the value estimate, unless otherwise stated.

PROPOSED IMPROVEMENTS, CONDITIONED VALUE:

Proposed improvements, if any, on or off-site, as well as any repairs required, are
considered for purposes of this appraisal, to be completed in good and workmanlike
manner according to information submitted and/or considered by the appraiser. In
cases of proposed construction, the appraisal is subject to change upon inspection of
the property after construction is completed. This estimate of market value is as of the
date shown, as proposed, as if completed and operating at levels shown and projected.

Burdick & Ferenchak
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16.

17.

18.

19.

20.

21.

VALUE CHANGE, DYNAMIC MARKET, INFLUENCES:

The estimated market value is subject to change with market changes over time; value
is highly related to exposure, time, promotional effort, terms, motivation, and
conditions surrounding the offering. The value estimate considers the productivity and
relative attractiveness of the property physically and economically in the marketplace.
The "Estimate of Market Value" in the appraisal report is not based in whole or in part
upon the race, color, or national origin of the present owners, or occupants of the
properties in the vicinity of the property appraised.

In cases of appraisals involving the capitalization of income benefits, the estimate of
market value is a reflection of such benefits and the appraiser's interpretation of
income and yields and other factors derived from general and specific market
information. Such estimates are as of the date of the estimate of value; they are thus
subject to change as the market is naturally dynamic.

MANAGEMENT OF THE PROPERTY:
It is assumed that the property which is the subject of this report will be under prudent
and competent ownership and management; neither inefficient nor super-efficient.

CONTINUING EDUCATION CURRENT:
As of the date of this report, John Burdick has completed the requirements of the
continuing education program of the Appraisal Institute.

FEES:
The fee for this appraisal or study is for the service rendered and not only for the time
spent on the physical report.

AUTHENTIC COPIES:
The authentic copies of this report are signed in blue ink. Any copy that does not have
the above is unauthorized and may have been altered.

INSULATION:

Unless otherwise stated in this report, the appraiser(s) signing this report have no
knowledge concerning the presence or absence of ureaformaldehyde foam insulation
in existing improvements; if such insulation is present the value of the property may
be adversely affected and re-appraisal, at additional cost, may be necessary to estimate
the effects of such insulation.

NOTE:
ACCEPTANCE OF, AND/OR USE OF, THIS APPRAISAL REPORT
CONSTITUTES ACCEPTANCE OF THE ABOVE CONDITIONS.

Burdick & Ferenchak
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22.

AMERICANS WITH DISABILITIES ACT OF 1990:

The ADA became effective on January 26, 1992. We have not made a specific
compliance survey and analysis of this property to determine whether or not it is in
conformity with the various detailed requirements of the ADA. It is possible that a
compliance survey of the property, together with a detailed analysis of the
requirements of the ADA, could reveal that the property is not in compliance with one
or more of the requirements of the Act. If so, this fact could have a negative effect on
the value of the property. Since we have no direct evidence relating to this issue, we
did not consider noncompliance with the requirements of ADA in estimating the value
of the property.

Burdick & Ferenchak




QUALIFICATIONS OF JOHN FERENCHAK III

PROFESSIONAL MEMBERSHIPS

State of Arizona Certified General Real Estate Appraiser #30344 (August, 2012, since August, 1991)

PROFESSIONAL EXPERIENCE

June, 1995 - Present Burdick & Ferenchak, Inc. - Real Estate Appraising and

Consulting, as Partner

June, 1987 - June, 1995 The Pagel Company, Real Estate Appraisers and

Consultants, as an Associate Appraiser

EDUCATION:
Bachelor of Arts Degree in Management
University of Phoenix

APPRAISAL COURSEWORK SUCCESSFULLY COMPLETED

Real Estate Appraisal Principles: 1A-1, 1B-1
Capitalization Theory and Techniques, Part A
Capitalization Theory and Techniques, Part B

Case Studies in Real Estate Valuation

Report Writing and Valuation Analysis

Standards of Professional Practice (USPAP - Update)

PARTIAL LIST OF SEMINARS ATTENDED
Fair Lending and Appraisers

NAFTA Seminar

Subdivision Analysis Seminar

Loss Prevention Program

New Industrial Valuation Seminar

How Stigmas Affect Property

Fair Housing in Property Management
Residential Lot Valuation Issues

Pricing Small Apartments

Appraisal Consulting

Building Operation Costs

Re-Appraising, Re-Addressing, Re-Assigning
Water in Arizona: Laws, Agencies & Issues
Condominiums, Co-Ops, and PUDs

Legal Aspects of Foreclosures

Practical Issues in Fair Housing

Supervising Appraisers

Disclosure

Business Practice and Ethics

VYV YYVVYVVVYVYVVYVYYYY

PROFESSIONAL AFFILIATIONS
Associate member of the Appraisal Institute

SCOPE OF APPRAISAL ACTIVITY

Appraisal/consulting assignments have included a wide variety of residential and commercial appraisals,

subdivision analysis, market trend studies, and land appraisals.

March, 1993

Fall, 1987
Spring, 1988
Spring, 1990
Summer, 1991
Spring, 1992
Spring, 2010

October, 1993
April, 1994
March, 1996
October, 1997
May, 1998
July, 2000
July, 2000
May, 2002
July, 2002
October, 2003
May, 2004
April, 2005
July, 2006
October, 2006
February, 2007
May, 2008
June, 2008
July, 2008
January, 2010
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July 12, 2011
Rejoinder Testimony
James A. Shiner

July 26-28, 2011 ACC Hearing
Goodman Water Company
Docket No. W-02500A-10-0382
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LAWRENCE V.

ROBERTSON, JR,

ATTORNEY AT LAW
0. Box 1448
THDAC, ARIZONA BSEAE
(520)-398-0411

LAWRENCE V. ROBERTSON, JR.
Attorey At Law

P.O. Box 1448

Tubac, Arizona 85646

(520) 398-0411

Attorney for Applicant

BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE APPLICATION
OF GOODMAN WATER COMPANY, AN
ARIZONA CORPORATION, FOR (i) A
DETERMINATION OF THE FAIR VALUE
OF ITS UTILITY PLANT AND PROPERTY
AND (i) AN INCREASE IN ITS WATER | DOCKET NO. W-02500A-10-0382
RATES AND CHARGES FOR UTILITY
SERVICE BASED THEREON.

REJOINDER TESTIMONY OF

JAMES A. SHINER

ON BEHALF OF GOODMAN WATER COMPANY

July 12, 2011
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ATTORNEY AT LAW
P.O. BOX 1448
TUDAC, ARIZONA BEB46X
{B20-398-0411

Q.1
Al

Q.2
A2

Q.3
A3

Q4
A4

Q.5

AS

Please state your name for the record,

My name is James A. Shiner,

Have you previously filed testimony regarding this docket?
Yes. 1filed rebuttal testimony in this docket on May 2, 2011,

What was the purpose of your rebuttal testimony?

I am Goodman Water Company’s (“GWC” or “Company”) policy witness. I provided
certain background information as to the development history of the Eagle Crest Ranch
Subdivision (“Eagle Crest™), and the construction of the Company’s water utility system.
In addition I addressed certain issues raised by Commission Staff, RUCO and the

Individual Intervenors.

What is the purpose of your rejoinder testimony?

I will address certain issues raised by Staff and Intervenors in their Surrebuttal
Testimonies associated with the development of Eagle Crest, including the parties roles
and the analysis conducted, the upgrade of Water Plant No. 4 and the responsible party,
the Tucson housing market in 2006, rate case expense, why GWC did not seek a WIFA

loan, and GWC’s land bookings and evaluation.

Have you reviewed the June 13, 2011 prepared Surrebuttal Testimony of Intervenor
Lawrence Wawrzyniak at page 2 lines 18 -26 and page 3 lines 12-19, in which Mr.
Wawrzyniak questions the role of EC Development and DR Horton in the
development of Eagle Crest. Can you clarify cach entities role?

Yes. All master planning of Eagle Crest, including the Area Plan, Block Plat and Zoning
were done by Goodman Ranch Associations (“GRA”) and/or EC Development (“EC”).

-1-
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All contacts, including negotiations with the Oracle School District relative to the
proposed School Site were handled by EC Development. Throughout GRA/EC remained
the master developer of Eagle Crest. For the convenience of the Administrative Law
Judge as well as the other parties to this proceeding, the Company, at the hearing, will be
providing Google Earth video presentations as well as on-site photographs taken by
representatives of WestLand Resources to provide an orientation and overview of Eagle
Crest as a whole, as well as to show the location of various water plant facilities within the
boundaries of the subdivision.

Eagle Crest was planned to include both residential and commercial development.
With regard to the residential portion of Eagle Crest, while slight variations occurred from
phase-to-phase for various business reasons, the process began with either a purchase
contract or the exercise of an option by the homebuilder. Regardless of whose name was
on the plat, both the landowners® representative and DR Horton reviewed the plat, met
with the planners and shaped the final plat. The same was true of the water plans;
however, GWC had final approval. With regard to construction, the budgets were
reviewed by GRA/EC and DR Horton and approved by both. Back office functions, such
as bookkeeping were handled by DR Horton. DR Horton was the construction
coordinator for Phase 1. Starting with Phase II, an independent construction coordinator,
Terramar Properties was utilized for the remaining phases. Terramar reported to both EC
and DR Horton. Tt was Terramar who had decision-making authority over the
construction. Issues would be referred to the management of EC and the Division
President of DR Horton. There was an expedited dispute resolution process in the
agreements between the parties if agreement could not be reached. As questions arose,
such as the upgrade of Plant No. 4, these questions were resolved without a formal
process. Budgets were continuously reviewed as construction progressed by all parties

and adjustments and revisions were made as needed and only with agreement of EC and

2.
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Q.6

A6

Q.7

A7

DR Horton. The reconciliations were done with the parties and included Terramar. Both

overruns and under budget savings were shared by the parties,

In addition, at page 3, line 20- page 4, line 32, Mr. Wawrzyniak questions EC
Development role in the development of Water Plant No. 4. Please explain why
Water Plant No. 4 was upgraded and who paid the cost for such upgrades?

Water Plant No. 4 was upgraded at the request of DR Horton. It was and remains my
understanding that DR Horton’s motivation for the upgrade was to avoid the need to put
fire sprinklers in homes serviced by Plant No. 4. DR Horton was solely responsible for

paying the cost of the upgrades.

Does either GWC or DR Horton have records to indicate that DR Horton did in fact
pay for the upgrades?
DR Horton contracted directly for the upgrade and would have the contract(s) and
cancelled checks associated with that work. This was done without involving EC.
GWC’s only involvement was in allowing the upgrade of Plant No. 4 at DR Horton’s cost.
DR Horton’s records are not available to GWC or EC. For the upgrade to have been
included in GWC’s approved plant the ACC would have to have received invoices for the
improvement. GWC submitted none. GWC has no invoice for the upgrade and no
cancelled check. This is consistent with the EC/DR Horton budgets which show no actual
cost assigned for the upgrade.

I spoke a few days ago with Bill Reynolds, the land development manager of DR
Horton (as did Mr, Wawrzyniak, according to Mr. Reynolds) who told me he remembers

the issue with the upgrade. He remembers the dispute was taken to the Division President

- of DR Horton who authorized DR Horton to accept the full cost of the upgrade,
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Q.8

A8

Q.9

Have you reviewed the June 13, 2011 prepared Surrebuttal Testimony of Intervenor
James Schoemperlen at page 6 lines 76 -91, in which Mr. Schoemperlen asserts that
GWC did not do any analysis related to the additions to GWC equipment and
infrastructure? Is be accurate?
No. GWC’s plant additions and expansion plan was based upon (i) a Water System
Master Plan prepared by WestLand Resources, and (ii) ongoing analysis as growth was
occurring. Although GWC did not undertake a formal financial analysis, GWC did
conduct an ongoing analysis based upon growth and made plant additions in accordance
with the Water System Master Plan and WestLand Resources’ recommendations.
Moreover, Mr. Sears and I keep close contact with the local market. In addition to
trade meetings, publications, industry meetings and forecasts, we meet with homebuilders,
brokers of developable parcels and contractors who build subdivisions. All of the
information was taken into consideration prior to construction. We worked with the
engineers at WestLand Resources to build the most cost efficient plant possible. As set
forth in the Rejoinder Testimony of GWC engineering witness Mark Taylor of WestLand
Resources, if GWC were to undertake construction as proposed by the methodology
suggested by RUCO and the Intervenors, the costs would be so high that the concerns
expressed today would pale in comparison to those generated by the cost to construct
piecemeal water infrastructure. Not only will the plant costs increase dramatically,
operation and maintenance costs would also significantly increase. When considering
these long-term implications, no rational builder or regulator would approve such

methodology.

On page 7, line 113- page 8, line 134, Mr. Schoemperlen in his Surrebuttal
Testimony asserts that it was apparent in 2006 that the housing bubble had burst.

Do you agree?
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A9

Q.10

A.10

No. If Mr. Schoemperlen means the era of rapidly increasing home sales and prices was
ending, 1 agree. But it was not apparent to the President of the United States, his
economic advisors or the Chairman of the Federal Reserve that the housing market had
collapsed. On a somewhat lesser note, it was not apparent to Mr, Sears either, who has
received training as an economist.

More pertinent, locally the Tucson Metropolitan housing market remained
vigorous, recording its second best year ever with over 8,000 new homes sold. (See
Spreadsheet atiached as Appendix A). The first year a “bust” is reflected in the Tucson
Metro new housing data is year-end 2008, when it dropped from 6,186 to 3, 339, That
information did not become available until AFTER Plant No. 3 was completed in 2007.
Sales of more than 5,000 newly constructed homes were considered a good market.
Moreover, the decision to build Phase IV was made before the year-end data for 2005 was
available.

Both RUCO and Mr. Schoemperlen question the Company’s request for additional
rate case expense in this case as arbitrary and unsupported. Could you please
substantiate the actual rate case expense that has been incurred by the Company to
date and explain why it is much higher that the initial request?
When we initially estimated rate case expense at $80,000, GWC’s only point of reference
was our last rate case in 2007, in which the ACC approved $100,000. During that case,
RUCO was not a party. GWC underestimated the cost associated with prosecuting a case
that includes multiple parties and raises additional issues not raised in the previous case.
GWC is certainly not suggesting that these parties should not have intervened, or such
issues be raised; only that GWC drastically underestimated the cost associated with such
intervention.

When I compare my involvement to the last rate case, I am spending significantly

-5-
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more time on this case based upon the complexity of the issues. In addition, because I am
so intimately involved in this rate case, I cannot and do not question the legitimacy of the
time expended by our staff and outside consultants and professionals. The Company has
been required to respond to multiple sets of discovery from multiple parties as well as
having to retain an additional appraisal witness to address the land value issue. In some
instances, data requests have requested information not readily available or compiled by
the Company and required development or creation (such as the cost basis of the land).
Our consultants have counseled that the best approach is to provide as complete an answer
as possible. I check the billings and have no reason to believe that the time spent was
unnecessary. Attached as Appendix B is a breakdown of rate case expense to date.

The relationships with most of the professicnals involved in this case (Mike
McNulty, Ron Kozoman, Tom Bourassa & Mark Taylor) have been very long term,
trusted relationships. While this is the first occasion GWC has worked with Larry
Robertson, Mr. Robertson has been known to me for over 30 years and his reputation is
sterling. With a proceeding this vigorous, the costs should be no surprise, least of all to
RUCQO and the Intervenors, who probably have worked very hard on their positions as

well.

Has the Company taken any steps to try to control rate case expense?

Yes. On more than one occasion I have advised our consultants of my concerns with
regard to escalating costs and the proportionality of these costs to the size of the rate
request and the size of the Company. I have requested that they be very careful with the
time they bill to the Company, while they do the job correctly, Each has made that
commitment and informed me that there has been time that could have been legitimately
billed, but was not. The actual costs are now just under $160,000 and climbing. (See

Appendix B). In addition, both Mr. Sears and I have spent a significant amount of our

-6-




O 00 -1 S it Rk W N

P T S Vi S S o I e i e

25

LAWRENCE \2’6

ROBERTSON, JR.

ATTORNEY AT LAW
P.O. BoX 1448
TUNAC, ARIZONS BEE46X
{520-30B-0411

Q.12

A2

Q.13

A.13

Q.14

A.l4

time assisting in this case without receiving additional compensation,

Can you please address the assertion in this case that GWC’s existing system
facilities could serve 1,800 customer connections?

It is my understanding that this assertion appeared in a 2010 ACC Staff Memorandum
authored by ACC Director Steve Olea to support an ACC recommendation that GWC’s
2007 request for a hook-up fee be denied. As Mr, Taylor has testified in his Rebuttal
Testimony on pages 16-19 (Question No. 22), GWC’s existing system facilities is

designed to serve approximately 1,332 units.

Parties have raised an issue regarding GWC’s failure to seck a WIFA loan to fund
plant expansion. Can you expand on the Company’s previous testimony as to why
GWC did not utilize WIFA for financing plant expansion?

No. Obtaining a WIFA loan was simply not a cost effective solution. The associated
costs with acquiring the loan, the continuing reporting requirements and the requirement
that all of the assets of the Company collateralize the loan make it a clearly undesirable
alternative. I mention the collateralization issue because should the Company need to

borrow again, its ability would be impaired due to the prior collateralization by WIFA.

Have you reviewed the Jume 13, 2011 prepared Surrebuttal Testimony of Staff
witness Marlin Secott Jr., at page 9, lines 2-9, in which he proposes that GWC fileas a
compliance matter, five (5) proposed ADWR Best Management Practices (“BMP’s”)
for approval by the ACC. Is this acceptable to GWC?

Yes it is.

.-
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Q.15

A5

Q.16

Al6

Q.17

A7

At page 6, lines 7-14 of the Surrebuttal Testimony of Mr. Scott, Staff accepts the
Company’s position that the 190,000 gallon “upsizing” of the Water Plant No. 3
storage tank at a cost of $72,350 is not part of the rate case. Is he correct?

Yes he is.

Have you reviewed the June 13, 2011 prepared Surrebuttal Testimony of Staff
witness Gordon L. Fox, at page 16, lines 1-14 in which he is skeptical that the
Company’s failure to book the land parcel acquisitions for Water Plant Nos. 1-4
until 2008 was inadvertent? Please explain how those parcels were inadvertently
overlooked.

The failure to book the land parcels was an oversight. GWC made a mistake and we
overlooked the land values. However, it was a mistake that did not negatively affect the
rate-payers. In fact, had each site been timely transferred and booked, it could have been
included in the rate base earlier. Thus, to the extent they were not included earlier, the

rate-payers have benefitied. I apologize for the error.

At page 17, line 9- page 18, line 7, of his Surrebuttal Testimony, Mr. Fox states that
the Company has failed to meet its burden of proof for the valuation of its claimed
land parcels because the Company failed to provide information on E.C.
Developments book values for the four (4) parcels in question. Has the Company
provided this information?

Yes. On June 23, 2011 the Company served its Supplemental Response to Intervenors
Fifth Set of Data Requests providing the book values for the four (4) parcels as follows:
Plant No. 1- $83,629.78; Plant No. 2~ $58,076.24; Plant No. 3-$66,54.63; and Plant No. 4~
$24.,499.66, for a total of $232,746.30.

In calculating the book value of the parcels, the Company took into account all

8
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Q.18

Al8

Q.19

Al9

costs that were incurred in order to make the land suitable for use by the Company in
connection with its water utility operations. In that regard, since the parcels upon which
the facilities comprising Water Plant Nos. 1-4 are located were never valued as separate
parcels prior to theit legal conveyance to the Company, any attempt to assign a “book
value” to them must be derived by using a combination of (i) the gross acquisition cost of
the total acreage acquired for the Phase(s) of Eagle Crest within which a given Water
Plant parcel] is located, and (ii) the total land development or land improvement cost
associated with the phase in question. I have attached a spreadsheet as Appendix C
setting forth the Company’s calculations. The book value determinations are set forth in
the columa entitled “Improved or Developed Book Value.

It remains the Company’s position that land values for the four (4) parcels in
question that should be used in this case are those determined in the appraisal prepared by
Company witness John Ferenchak, which wag filed as part of the Company’s Rebuttal

Testimony and reflected in the last column on Appendix C.

At page 19, line 19- page 20, line 7, of his Surrebuttal Testimony, Mr. Fox states that
the Company is not requesting ratemaking recognition of $72,350 of storage
reservoir at Water Plant No. 3 which represents 190,000 gallons of capacity not
currently needed. Is he correct?

Yes he is.

At page 34, lines 1-7; and page 37, line 23-page 38, line 4, of his Surrebuttal
Testimony, Mr. Fox is recommending that the Company implement written policies
to guide affiliated Gransactions and the hiring of outside consultants. Does the
Company agree to abide by these recommendations?

Yes we do.
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Q.20 Af page 25, line 19-page 206, line 20, of his Surrebuttal Testimony, Mr. Fox indicates

A20

Q.21
A2l

that Staff supports the Company’s request for additional rate case expense and
agrees that $40,000 per year is reasonable given RUCO’s intervention, major
differences between the parties unlikely fo be resolved by the time of the hearing,
and expense incurred to date. Do you have any additional comment?

Yes. I'want to express GWC’s appreciation for Staff’s recognition that GWC has incurred
an unexpectedly large amount of rate case expense, with more to be incurred before 2 final
decision is reached in this matter. As I have testified above, the Company has taken great
effort in trying to limit rate case expense to date and will continue to stay diligent. That
being said, the unanticipated expense associated with prosecuting this rate case has
reached such a magnitude as to stress GWC’s financial condition and conceivably could
jeopardize its ability to provide ongoing adequate and reliable service to its customers if

substantial rate relief is not forthcoming in the near future.

Does this conclude your Rejoinder Testimony in this case?

Yes, it does,

chuserdengela\d Alarryigondman waterrate caso\gwo rejoiaik i Asbinter rejoind imany final.doc
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GOODMAN WATER COMPANY
2010 RATE CASE COSTS

BOURASSA

ROBERTSON NATHANSON

SMYTH

WESTLAND TOJTAL

ESTIMATE

$80,000.00

INVOICE DATE

6/30/2010
711562010
713172010
8/6/2010
8/156/2010
8/31/2010
8/15/2010
8/30/2010
10/1/2010
10/15/2010
10/3172010
10/31/2010
1111072010
1141672010
11/222010
11/30/2010
11/30/2010
12/14/2010
12/16/2010
12/31/2010
1M17/2011
11142011
11162011
1/18/2011
21472011
21512011
2117/2011
2M7i2011
2/28/2011
3/1b6i2011
3/16/2011

3312011 -

41912011

A16/20114
4/20/2011
4/30/2011
5/15/2011
51812011
6/23/2011
5131/2011
B/15/2011

$500.00

$3,210.00

§6,252.50

$3,480.00

$3,450,00

$2,815.00

$12,677.50

$18,286.62

$200.29

$253.24

$890.00

$2 865,37

$4,676.65

$1.6512.60

$1,082.72

$4,171.82

$7,681.39

§20,603.43

$10,548.30

§7,324.12

$1,575.00

$1,360.00

$15.00

$630.C0

$3,353.10
$885.00

$837.50
$120,00

$1,460.00
$917.76

$156.25

$255,00

§780.00

$120.00

$806.25

$3,801.50

$1,655.50

$3,716.00

$2,507.50

$3,685.48

$4,830.59

$8,520.72

TOTALS TO DATE

$51,620.62

$61,019,83

$5,353.10 _ $8,107.76

§28,816.20 $155,717.60
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BEMEEED ““IMPROVED BOOK VALUE OF GOODMAN WATER COMPANY WATER PLANT SITES

PHASE ACRES COST PER RAW LAND | DEVELOPMENT| [MPROVED OR IMPROVED OR | WATERCO | ACRES [IMPROVED OR] NAIFEH'S | FARENCHEK'S
ACRE* cost COST ** DEVELOPED COST | DEVELOPED COST/|  SITE DEVELOPED VALUE VALUE

ACRE BOOK VALLE
1 68.83 |$10,48620 $722,813.77 57,283,576.00 $8,006,388.77 $115,152.47; Plant#1 0.72 $83,629.78{ $180,000.00) $140,000.00
Plant #2 0.25] 558,076.24) $60,000.00{  $65,000.00
3 43,66 1%10,486.20 $457,827.48] $2,284,877.48 $2,742,704.97 $62,819.63] Plant#4 0.39]  824.,499.65) $100,000.00;  $85.000.00
4 95.705 1310,486.20| $1003,581.77] 59,104,785.13] $10,108,366.90 $105,620.05| Plant#3 D63 $66,540.53] $150,000.00) 516500000
- 199] $232,745.30] $490,000.00] 5455,000.00

PURCHASE PRICE FROM RULON & AVEZ GOODMAN 04/15/1985 467.155|ACRES | $4,103,317.3D

GOODMAN RANCH ASSOCIATES IMPROVEMENTS 04/15/1985-06/12/01 $755,363.30

GOODMAN RANCH ASSOCIATES BOOK VALUE ON 06/12/01 $4,898,681.20

COST PER ACRE ) * $10,486.20

**|PER DEVELOPMENT BUDGET {ACTUAL COSTS)
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IN THE MATTER OF THE APPLICATION
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DETERMINATION OF THE FAIR VALUE
OF ITS UTILITY PLANT AND PROPERTY
AND (ii) AN INCREASE IN ITS WATER | DOCKET NO. W-02500A-10-0382
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Q.1
Al

Q.2
A2

Q.3
A3

Q4
Ad

Q5

Please state your name for the record.

My name is Mark F. Taylor,

Have you previously filed testimony regarding this docket?
Yes. I{iled Rebuttal Testimony in this docket on May 2, 2011.

What was the purpose of your Rebuttal Testimony?

In response to cerfain parties assertions that the Company has water utility plant capacity
which is “excess,” or “not used and useful,” and thus should not be recognized for
ratemaking purposes, I described the circumstances and criteria which influenced the
design and sizing of the Company’s water system, as set forth in the March 15, 2001
Master Water Plan prepared by WestLand Resources.’ 1 also explained why water plant
additions were undertaken at various points in time over the years, in connection with

implementation of the Master Water Plan.

What is the purpose of your Rejoinder Testimony?

My Rejoinder Testimony will address that portion of RUCO’s surrebuttal testimony
pertaining to its excess capacity adjustment and proposed concept of reserve margin for
planning purposes. In addition, my rejoinder will address the cost impacts of constructing
water plants based on RUCO’s concept of an annual 10% reserve margin for planning
purposes. In the process, 1 also éddress certain plant-related recommendations of Staff

witnesses Marlin Scott, Jr. and Gordon Fox.

Do you have any adjustments that you would like to make to your Rebuttal

' A copy of the March 15, 2001 water master plan was attached to my Rebuttal Testimony as
Appendix “A.”

-1-
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AS

Q.6

A6

Testimony filed on May 2, 2011?

Yes, it is related to my analysis of Mr. Scott’s “Excess Storage Capacity” argument at
page 5 of Exhibit MJS of his Direct Testimony. Specifically, on page 18 of my Rebuttal
Testimony (A.22) I calculated the conversion of commercial acres to EDU’s using an
assumption of 83 commercial acres. The March 15, 2001 Water Master Plan had assumed
there would be 83 commercial acres in the subdivision, including 12 acres for the Oracle
School District (“District”) facility. In 2005, the District decided not to construct the
school at this location and released the site for alternate use by the Developer. As a result,
the Developer changed the land use of these 12 acres to a combination of (i)
approximately 2.6 acres of park and recreation area, and (ii) additional residential lots. In
turn, this reduced the commercial acres in the subdivision to approximately 73.6 acres,
rather than the 83 originally assumed. I became aware of this circumstance after the filing

of my Rebuttal Testimony.

Please describe the adjustments you would like to make to your calculation of
commercial EDU’s resulting from the change in commercial acreage from 83 to 73.6.
At page 18, line 9, I would like to change “83 commercial acres” to “73.6 commercial
acres.” On line 11, [ would like to change “1,374 EDU’s” to “1,327 EDU’s.” Finally on
lines 11-12, I would like to modify my last sentence from “This means that existing usable
storage capacity is less than what buildout capacity should be by 42 EDU’s” to “This
means that existing usable storage capacity is only 5 EDU’s (0.5%) more than actual

planned EDU’s for the Eagle Crest community.”
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Q.7

Al

Q.8

A

Q.9

A9

Does this modification change your conclusion as to whether you agree with Mr.,
Scott’s calculations and conclusion that the 530,000 gallon storage reservoir at Water
Plant No. 3 contains the “excess” capacity he has calculated?

No it does not. This modification is insignificant to my analysis.

Have you reviewed the June 13, 2011 prepared Surrebutial Testimony of RUCO
witness Timothy J. Coley, at page 11 line 19 - page 12 line 16, in which Mr. Coley
appears to be dismissing both the Company and Staff’s “engineering analysis” in
determining excess capacity because the Staff analysis looks at a planning horizon
which included estimates for customer growth over a projected five year period; and
if so, do youn agree with any of Mr. Coley’s assertions?

Yes, I have reviewed this information and I do not agree with his assertions. As I set forth
in my Rebuttal Testimony, if “backbone” infrastructure like wells and storage reservoirs
were to be designed and added on the basis of the annual 10% “reserve margin” criterion
advocated by RUCO, it would be virtually impossible to achieve economies of scale. (See
Rebuttal Testimony of Mark Taylor, pages 20-22). Rather, if the Company were to follow

RUCO?’s approach, plant construction costs would have been significantly higher.

Do you believe a projected five year planning horizon is appropriate for planning
purposes when constructing plant?
Yes. In fact, the appropriateness of using a five year planning horizon was confirmed by

Staff’s engineering witness Marlin Scott, Jr., who has testified:

Staff defines excess capacity to mean constructed plant facilities that
exceed the system requirements within a reasonable planning period. Staff
typically uses peak demand factors as the requirement and 5 years as a
reasonable planning period. Any operating plant facility needed beyond

-3
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the 5-year planning period may be considered excess capacity.”® The 5-
year growth projection enables utilities to provide new service connections
for a reasonable period.

Q.10 Have you prepared an example fo support your opinion that by following RUCO’s
approach, the Company’s plant costs would have been significantly higher?

A.10 Yes. Attached as Appendix A are two schematic drawings depicting two scenarios
analyzing the construction of the Water Plant No. 3 costs. As noted, Water Plant No. 3
includes cne 600,000-gallon storage tank, a 1,200 gallon per minute (gpm) booster station,
a hydrbtank, electrical and controls and other ancillary facilities. The first drawing is
based on the actual construction cost of the single tank, as completed in one phase, at a
cost of $923,956. This cost includes storage tank costs, structure and improvements,
electric pumping equipment costs and does not include soﬁ costs for engineering,
permitting and construction inspection. A copy of the Plant and Equipment Account Cost
Allocation spreadsheet related to Water Plant 3 Construction is presented in Appendix B.
With reference to the second drawing, if the Company were to adopt RUCO’s
methodology of a 12 month planning horizon and a 10% annual reserve margin, in order
1o obtain the storage capacity needed by year 2012-2013, the Company would have had to
construct three separate 200,000-gallon storage tanks. The conceptual sizing of these
tanks was determined to be that which was necessary in order to provide sufficient storage
capacity over a 12-month planning horizon and a 10% annual reserve margin, The result
was three 200,000 gallon storage tanks constructed svery 2-3 years over a 6-8 year time
frame. In addition, to accommodate the placement of the three tanks, the Company would
have had to purchase an adjacent 0.32 acre lot (Lot No. 605) at a cost of § 33,800 (based

on “developed acre” costs of $105,620.05 per acre). A pictorial presentation of the actual

2 See Surrebuttal Testimony of Marlin Scott, Jr. Docket No. W-02500A-10-0382, page 4, lines
15-19.

% 1d. at page 5, lines 1-2.
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Q.11

All

Q.12
A2

site profile with one storage and a conceptual site profile with three storage tanks is also
included in Appendix A. Finally, O&M costs for the three tanks would be significantly
higher, and it would require additional and substantial monitoring to ensure proper water
quality in multiple tanks. In total, the cost associated with obtaining 600,000-gallons of
additional storage under RUCO’s planning methodology would be $1,434,450, as
opposed to $923,956, or an increase of $510,494.

I suspect if the Company had proceeded in the fashion recommended by RUCO,
and then sought to recover costs associated with these three storage tanks, more than one
party to this proceeding would be arguing that such piecemeal construction, conducted
within the five year planning horizon that Staff recognizes as reasonable, was not prudent

and that such costs should be denied.

According to Mr. Coley, RUCO has now modified its excess capacity calculation.
Have you reviewed the modified calculation?

Yes I have,

Do you agree with RUCO’s revised methodology?

No. Although RUCO’s revised methodology excludes the water infrastructure constructed
prior to 2005 (the test year of GWC’s previous rate case), it applies after-the-fact
perspectives and considers growth rate data which was not available to the Company at
the time water system planning was done and plant construction decisions were made in
2005-06. In my opinion, this is simply “Monday morning quarterbacking” by RUCO, and
is not reasonable or appropriate. Also, as previously discussed in this testimony, if the
Company were to construct water plant and water lines based on a 12 month planning
horizon and 10% annual reserve margin (RUCO’s advocated approach), the Company’s

customers would have ended up paying almost 50% more than what the actual costs are.

-5.
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Q.13

A3

Such “piece meal” construction approach for a small water company like GWC will result
in higher construction costs, and eventually a higher financial burden on the customers.
Based on the information available and growth pattern observed at the time of water
system planning in 2005-06, I believe that the Company made a prudent decision to
construct the water infrastructure that was projected to be needed at that time. This was
also discussed in detail in my Rebuttal Testimony on pages 16-20 (Questions 22 through
24).

Have you also analyzed the cost associated with constructing the transmission and
distribution mains at issue in this case using RUCO’s recommended planning
methodology?

Yes. We developed conceptual cost estimate examples for a phased construction
approach as advocated by RUCO. For example, if GWC, or any other water utility for
that matter, were to construct a 4,000 feet water line in four phases of 1,000 feet each, the
cost of construction would escalate by nearly 50%. The cost of constructing 4,000 feet
water line in a single phase before any roads, paving, curb and gutter are constructed is
approximately $208,000. However, the cost of construction of the same 4,000 feet water
line built in four phases of 1,000 each over a period of time (with associated “cutting” and
repaving) is estimated to be $307,000, which is 48% higher than the single phase
construction approach adopted by GWC. These conceptual cost estimates ate set forth in
Appendix C.

GWC believes that this information demonstrates the prudency of its system
planning approach and it also refutes the suggestion of Staff witnesses Marlin Scott, Jr.
and Gordon Fox that $128,600 in transmission and distribution mains should not be
recognized for ratemaking purposes. In that regard, it is further my understanding that it

is the Company’s legal position that plant which was in fact prudently constructed is to be

G-
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Q.14

Al4

Q.15
A.l5

Q.16

A.lé

Q.17

Al7

deemed “used and useful” for ratemaking purposes.

Please address the assertion in this case that GWC’s existing system facilities could
serve 1,800 customer connections.

It is my understanding that this assertion appeared in a 2010 ACC Staff Memorandum
authored by Utilities Division Director Steve Olea to support a Staff recommendation that
GWC’s 2007 request for a hook-up fee be denied. As I described in detail in my Rebuttal
Testimony, page 16-19 (Question 22), GWC's existing system facilities are designed to
serve approximately 1,332 units. It is unclear how Mr. Olea arrived at the 1,800 number;
and, thus, I am not in a position at this time to be more specific in my criticism, But, in

my opinion, his assertion is without a basis in fact.

Have you reviewed Exhibit MSJ-1 attached to Mr. Scott’s surrebuttal testimony?
Yes I have.

Do you agree with Mr. Scoit’s conclusion that Water Plant No. 3’s storage tank

capacity of 410,000 gallons is not excess capacity and therefore is used and useful?

Yes.

Does this conclude your Rejoinder Testimony in this case?

Yes, it does.

o \userd\angelald \asry\goodman waterirate case\gwe rejoinder festimonyMaykes rejoind, i rovised final.doc
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Existing one 600,000-gallon (nominal volume) Storage Tank

Conceptual three 200,000-gallon (nominal volume) Gallon Storage Tanks
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Key Points:
1) Only requires single lot
2) Easy to operate and maintain
3) All construction activities completed in one phase

Key Points:

1) Would require purchase of adjacent Lot No. 605, therefore increasing costs

2) Difficult to operate and maintain therefore increases O&M costs
3) Phased construction which results in higher construction costs

4) Need additional monitoring and enhanced operation to maintain acceptable

water quality in the storage tanks.

Actual Construction Costs: $923,956

Estimated Conceptual Coostruction Costs:$1,434,500




Actual Water Plant # 3 Costs of Construction

Concaptual Water Plant # 3 Costs of Phased Construction

1. Original 600,000 gallon storage tank costs used to develop this conceptual estimate
2. Storage tank costs estimate based on 5% cost increase from previous phase

3. All pumping and elactrical constructed for build out a5 part of Phase 1 Construction
5. Actual Construetion Costs obtalned from Smyth Steel Construction Invoice Dated 01/28/08 for Wi 3

6. Does not include existing Water Plant 3 land costs

7. Does not Include Actual Soft Costs and Concaptuz| Phase 1 Soft Cost as they wolld approximately balance eachother

Actual Costs for
Phase 1 {200,000 phase 2 {200,000 Phase 2 (200,000
No. Cost ftem m%oﬁ.n.eh_n.ﬂ_u—wﬂ No. Cast item nominal gallan tank) | nominal gallon tonk) | nominal galfon tank}

1 Site Work $ 34,325.00 1 Site Work B 51,7601 § 10,000 | § 10,000

2 5000 galton hydro tank H 30,000.00 2 S000 gallon hydro tank s 30,0001 S - | -

3 Air Comprassor 3 7,500.00 3 Air Compressor S 75008 - 5 -

4 Site Piping, fittings and valves s 60,350.00 4 Site Plping, fittings and valves s 60,950 | & 10,000 | 5 10,000

3 New 1,200 gpm booster statton incl. valves, flow meter $ 102,000.00 5 New 1,200 gpm booster statlon Incl. vaives, low metar $ lo2,000 | § e -

[ New Electrical Equlpmant and Controls s 1238,000.00 [ New flactrical Equiprment and Controls s 138,000 | 5 so00| & 8,000

7 7' Masonary Block walt 3 81,000.00 7 7' Masonary Block Wall H 102,335 | § - $ -

8 Storage Shed $ 4,000.00 8 Storage Shert $ 4,000 5 - $ -

9 Rip rap In grout per plans ] 58,500.00 9 Rip r2p in grout per plans H 88214 | - 158 -
10 14' Accass Gate $ 7,500.00 10 Two 14' Access Gate 3 15,000 | § S -
11 |Access Road $ 5,800.00 11 Acoess Road $ 5.800 ) % - 1% -
12 Construction Water £ 2,500.00 i2 Construction Water 3 3770} 8% 15008 1,500
13 [340,000 (usable) tank 5 285,500.00 18 200,000 (nominal) storage tank 186,000 | 5 196,000 | § 205,000
14 [Taxes (est. 4.3% of subtotal from actual Involce) § 35,031.07 14 Estimated Taxes 3 34,156 | 5 9,697 | 10,127

15 [Additional Enginsering, permitting and const, mgmt s - S 32,928 | § 34,388
15 Subtotsl WP3 Costs $ 851,606.07 15 Mobllization/Demobilization Costs $ 11,760 | & 12,281
17 Additional Cast of Lot 605 3 33,798 | & - E -
16 Upsize Storage tank to 530,000 m__ozm _cudzmv S 72.350.00 F] 262,283 | § 275,884 | § 292,296
$ - 17 Total Actual WP#3 Hard Costs § 1,434,463
17 Totat Actual WPa3 Hard Costs $ 923,956
SUMMARY
Total Actual WP#H#3 Hard Costs 5 823956
[Total Conceptual Phased Construction Costs $ 1,434,463
Dollar Amount Differance s 510,507
Percent Difference 55%
Assumptions:




Actuz! Site Picture



Conceptual Picturs with Threa
200,000 gallon storage tanks
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GOODMAN WATER COMPANY
PHASE IV
COSTS ALLDCATION

BORDERLAND - WATER - PHASE 3A

PLANT & EQUIPMENT ACCOUNT ALLOCATION

12" CL 200 C-800 WATERMAIN
8~ CL 200 C-200 WATEFRAIN
6" CL 200 C-900 WATERRMAIN
12 VALVE

8" VALVE

& VALVE

2" DRAIN VALVE ASSEMBLY
FIRE HYDRANT

1* SINGLE SERVICE

39" SINGLE SERVICE

" DOUBLE SERVICE
CONNECT TO EXISTRNG
TOTAL - WATER PHABE 4A

BORDERLAND - WATER - PHASE 4C

127 CL 200 C-500 WATERMAIN
8" C1. 200 C-900 WATERMAIN
6" CL 200 £C-900 WATERMAIN
12 VALVE

8" VALVE

6 VALVE

2" DRAIN VALVE ASSERIBLY
FIRE HYDRANT

2" IRRIGATION SERVICE

3/4” SINGLE SERVICE

1" DOUBLE SERVICE
CONNECT TO EXISTING
TOTAL - WATER PHASE 2C

BORDERLAND - CHANGE ORDERS
#9
#10

TOTAL -CHANGE ORDERS

TOTAL - BORDERLAND COSTS

SMYTHE STEEL

SITE WORK

5.000 GALLON HYDROPNEUMATIC TANK
AR COMPRESSOR

SITE PIPING

1,200 GPM BOOSTER STATION
ELECTRICAL EQUIFBENT
MASONRY WALLS

STORAGE SHED

ROCK RIP-RAP

14" GATE

12' ACCESS RQAD
CONSTRUCTION WATER
340,000 RESERVOIR

TRANSISSSION & ELECTRIC  OTHERPLANT &
DISTRIEUTION STRUCTURES & RESERAVOIRSE PULPIHG wse
ACTUAL SMES TAX TOTAL LIAS SERVICRE HYDRAHES  (IPROVELENTS STORAGE TANKS  ECUPLIENT EQUIPMENT
29588050  10,977.27 2668587.77 266,857.77
151,536.00 5,500.88 158.036.28 158,035.89
4.384.80 $88.11 487291 457281
13.455.00 577.22 14,0832.22 14,03222
15,485 00 £B4.31 16,149,317 16,148.31
7200.00 308,88 7.508.88 7.508 88
8.040.00 344.92 B.384.92 8,384.92
24,725.00 932.00 22,657.00 23,.657.00
27,170.00 1,165.59 28,334.59 28,335.59
10.820.00 455,80 11,075.60 11.075.60
38,160.00 $.837.06 38,787.06 38,797.06
__4,020.00 72 AE 4,182.46 @on 4,192.48 e
S5EE/630 239243 581,600.61 wen  AT9.733.38 78,208.25 22 .857.00 - -
30,478.50 1,307.52 31.786.02 31,786.02
56.525.00 2442,08 53.367.08 59,357.08
32,760.00 1.405.40 34,18540 34,185.40
1,540.00 65.07 1,608.07 1.608.07
3,320.00 142,43 346243 3,462.43
4,305.00 184.68 4.489.68 4,489.68
3,350.00 143,72 3.493.72 3,493.72
9.875.00 423.64 10,298.64 10,248.84
1,525.00 B5.42 1,580,842 1,590.42
8,150.00 38258 5,542.54 8,542.54
35,970.00 1457.31 25,427.31 3542731
2.010.60 86.23 2.086.23 2.086.23
182.208.50 B,117.04 197,325 54 s 140.466.63 46,560,27 10,208.64 . -
5,770,080 247584 6.017.54 61754
50,024.55 214805 5217060 3301774 10,913.85 823881
55,794 55 239360 58,188.15 33.0617.74 10.913.95 8.238.9¢ - 6,017.54 - -
802,678.35 3443485 837.3114.30 {001} 65321873 13688247 41,184 85 - 6.017.54 ~
34,325.00 1.472.54 35797.54 35,797.54
30.000.00 1,287.00 I 2@7.00 34,287.00
7,500,060 3175 782195 782175
60,250.400 251476 §3,564.76 63,564.76
101,000.00 4,332,590 105,332.80 105.332.50
138,000.00 552020 143.820.20 $43.820.20
51,000.00 3,474.80 83,374.80 B3.474.90
4.800.00 171.6D 4,171.80 4.171.80
58.500.00 2,509.65 €1.008.65 §1,008.85
7.500.00 32T 7.821.75 782175
5,800.00 238.82 6,048.82 6.048.82
2.500.00 107.25 2.807.25 2£07.25
285500.08  12247.95 207, 747.85 297,737.95

Ysarssenercompany dunCaspany Data\Goodman Wator CoCasts Constmction\Pase £ B Costs
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GOODMAN WATER COMPANY

PHASE IV
COSTS ALLOCATION
ACTUAL SALES TAX
TOTAL SMYTHE STEEL 81857500  35,031.07

EAGLE CREST WEST, LLC
UPSIZE RESERVOIR

E8,373.B6 2.876.14

TOTAL HARD COSTS 1,688,628.21 72,4428

SOFY COSTS

WESTLAND INVOICES

WATER SYSTEM SUPPORT
NV 29202071
NV 28202072

WATER PLAN REVIEW
MY 29210012
MV 29210013
BNV 29210014
B 29210018
NV 28210018
INV 28210017
NV 25210036
NV 2210019
MV 20210020
NV 20212012
IRV 29218001
INV 29218002
WV 29219003
ONSIVE WATER {NSPECTION SERVICES
BV 29220001
1NV 28220002
INV 29220003
INV 28221001
INV 28221002
1NV 28221003
IV 29221004
MY 20221005
1NV 29221006
NV 28221007
INV 29221008
8V 29221000
BV 29221810

TOTAL WESTLAND

OUPW ENGINEERING INVOICES
OFFSITE DESIGH

IV 11572
INV 11681
INV 11787
IV 11852
INV 32203
INV 12301

Water CotCasts Constructioniiticasg § G, Casts

¥ datmiC Dot

TOTAL
B851.606.07

72,350.00

1,761,070.36

295.75
268370

80B.40
44575
553.50
23450
8875
16250
18775
202.50
8200
72,75
3420.00
190.00
190.00

8,250.00
4,812.50

6B7.50
111250
222500
222500
1.112.50
1,112.50
222500
2,225.00
2225.00
3,337.50
8.580.00

47.438.85

400,00
500.00
1,300.60
204.00
400.00
500,00

PLANT & EQUIPMENT ACCOUNT ALLOTATION

TRAHSANSSION £ BLECTRIC  DTRERFLANT E
THSTRIBURION STRUCTURES & RESERVOIRE Z PULIPIRG WS
LIS SEMACES HYDRANTS LIPROVELENTE STORAGE TARKS EDUIPMENT EQUPMENT
- - 163,528.,72 438,826.25  249.253.10 .
72,350.00
85321073 136,602.47  41,104.88  1BA 53673  517,19399  248.353.1A T
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GOODMAN WATER COMPANY
PHASE IV

PLANT & EQUIPMENT ACCOUNT ALLOCATION

IS A AL e ot b dililinre it RS R el G et vaa e

COSTS ALLOCATION TRANSMISSION & ELECTRIC OTHERFLANT &
DISTRIBUTION STRUCTURES 2 RESERVOIRSSA  PULWRG 1sc
ACTUAL SALES TAX TOTAL Hans SERVICES HYDRAITS  IWPROVEMEHTS STORAGE TANKS  BOUFLIENT ECHMPLIENT
NV 12608 3350.00
NV 12841 750.00
STAKING
INV 13029 500.00
NV 13124 2.800.00
NV 13133 800.60
IV 13209 §,200.00
IV 13326 800.00
INV 33601 157.50
INV $3667 4105.00
MV 13726 787.50
1V 13786 105.00
PHASE 4 DESIGN
NV 11478 750,37
MV 11578 600.00
INV 11682 $50.732
INV 11786 306773
INV 11861 124148
INV 11824 221.58
INV 12042 39.14
NV 12113 55,54
NV 12201 A47_14
NV 12271 5,811.59
WV 12300 28232
NV 12361 53280
NV 12456 3,258.76
IWV 12538 78207
INV 12600 1,382.92
INV 127132 789.8D
NV 12773 5i5.68
WV 12828 432.78
NV 12502 29106
NV 12828 agaq1
NV 13667 1868.84
TOTAL OPW ENGINEERING 3B,4u6.58
3 85,933.41
TOTAL SOFT COSTS
TRANSWESSHOM & ELECTRIC OTHERFPLAHT 2
RETRIBUTION STAKCTURES & RESERVOIRS & PULFIG s
COST ALLOCATION SUMMARY TOTAL MAS SERNCES HYDRAMTS  1IPROVEMEHTS STORAGE TAIKS  EQUIPLEHT EQUIPHIENT
HARD COSTS 5 1,761,070.38 5E53.219.73 S13688247 S 41,3455 516382672 51,1378 S 28925310 5 -
HARD COSTS % 100% 37.08% T1.186% 234% B.28% 2537% 14.15% 0.00%
=, SHARE OF SOFT COST s B5.533.41 S 3187458 S 6856957 S 201032 S5 757947 S 2523745 § 1216258 8.0%
TOTAL COST ALLGCATION 3 1.847.063.77 588508432 S19335204 5 4320468 S 17450618 538qz430.84 S261.4815.68 0.0%
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Goodman Water Company
Docket No. W-02500A-10-0382

MARKF. TAYLOR
REJOINDER TESTIMONY

July 12, 2011

APPENDIX C



Actual 4,000 LF of Water Line vs. 1,000 LF of phased construction four phase

Assumptions:

1. Original Borderland invoice costs used to develop t

2. Phase 1 construction prior to any street construction
3. Does not include Actual Soft Costs and Phase 1 Soft Cost

his conceptual estimate

Phase item Unit Price Qty. Amt. Comment
- From Borderland
[Phase 1-4.000 feet |)on waterline § 5210 ao000|§ 208400 | oM Soreeran
of waterline estimate
Total Actual Construction Costs $ 208,400
Conceptual Costs of 4,000 LF of Waterline Constructed Over Four Phases
Phase Item Unit Price Qty. Phase 1 Costs
P 1-1,0 t
hase 1- 1,000 feet 1, ,u \yateriine ¢ 5210 1,000 |§ 52,100
of waterline
Phase Item Unit Price Qty. Phase 2 Costs | Phase 3 Costs Phase 4 Costs
Phases 2,3and 4- |12" waterline $ 5210 1,000 | % 52,100 | S 52,100 | § 52,100
1,000 feet of Subgrade Preparation S 1.25 333 | S 41715 417 15 417
waterline each 10" ABC $ 1320 333 1§ 4,400 | § 4,400 | S 4,400
4" AC S 18.95 333 | § 6,317 |5 6,317 S 6,317
Traffic Control 5 3,000 1151 6 3,000 | $ 3,00015 3,000
Contractor Mob/demob S 3,000 115} 8 3,000]$ 3,000 5 3,000
Engineering, Permitting and
Construction Admin $ 16,000 18] 5 16,000 | § 16,000 | $ 16,000
Total for Each Phase S 85,233 | $ 85,233 | § 85,233
Total Conceptual Four-Phase Construction Costs $ 307,800
SUMMARY
Total Actual 4,000 ft Waterline Costs 5 208,400
Total Conceptual 4,000 ft Waterline Costs $ 307,800
Dollar Amount Difference $ 99,400
Percent Difference 48%
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