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IN THE MATTER OF THE APPLICATION OF | Docket No. W-01445A-08-0440
ARIZONA WATER COMPANY, AN ARIZONA
CORPORATION, FOR A DETERMINATION
OF THE FAIR VALUE OF ITS UTILITY
PLANT AND PROPERTY, AND FOR
ADJUSTMENTS TO ITS RATES AND
CHARGES FOR UTILITY SERVICE AND
FOR CERTAIN RELATED APPROVALS
BASED THEREON.

RUCO’S REPLY BRIEF

INTRODUCTION
The Residential Utility Consumer Office (“RUCQ”) submits this Reply
Brief on the matters raised at Arizona Water Company’s (“AWC” or “Company’s”) recent rate

hearing.

A. UNRE SOLVED RATE BASE ISSUES

1. The Commission should exclude Scenic Highway 179 Project
from Rate Base.

The Company seeks 100 percent rate base treatment of post test year plant
associated with the replacement and relocation of water lines and plant along Highway 179.

The Company admits that only 8 percent of the project was completed on or about July 1,
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2008, six months post test year.! Because only 8 percent of the improvements to Scenic
Highway 179 Water Relocation project were completed by July 1, 2008, RUCO asserts that
92 percent of the costs should not be included in rate base.? Highway 179 Water Relocation
project were completed by July 1, 2008, RUCO asserts that 92 percent of the costs should
not be included in rate base.?

In its brief, the Company asserts that the waterline relocation is a health and
safety issue similar to an arsenic treatment plant. It is not. The Company did not choose to
relocate lines along Scenic Highway 179 to address an unresolved health and safety issue or
because of a federal mandate.* The Company admits that it made a business decision to
relocate the lines to avoid the possibility of the State’s condemnation of its waterlines.® It
was a business decision, not a health and safety mandate.

The Company complains that it paid for the ADOT project in June 2007, during
the test year, and therefore the plant should be included in rate base. The question of when
plant is included in rate base is not when the Company pays for it, but when it becomes used
and useful to ratepayers. The record is clear. The Scenic Highway 179 project was not used
and useful to ratepayers in the test year.® Moreover, the project was only 8 percent

completed six months post test year.” Because the Company undertook the project as a

See Exhibit R-15 Arizona Water's Response to RUCO’s DR 8.01.

Company asserts that RUCO's position is to disallow 65 percent or $665,000 from rate base. In fact as
clearly set forth in the testimony of Tim Coley and final schedules regarding Rate Base Adjustment No. 5,
RUCO seeds to disallow 92 percent of the plant and associated accumulated depreciation or deduct $1,739,426
from plant and $15,568 from Accumulated Depreciation. See final schedule regarding Adjustment No. 5
gttached hereto as Exhibit A.

Id.

2

4

Id.

> See Exhibit A-20, Rebuttal Testimony of Joel Reiker at 20-21.

j See Exhibit R-15 Arizona Water's Response to RUCO’s DR 8.01.
Id.
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business decision to avoid condemnation by the State, and only 8 percent of the project was
completed, and used and useful to ratepayers by July 2008, RUCO recommends
disallowance of the remaining 92 percent of the project from rate base. More specifically,
RUCO recommends the Commission reduce rate base by $1,739,426 and decrease
Accumulated Depreciation by $15,568.

2. The Commission should exclude the Pinewood electric panel
from Rate Base.

The Company claims that it invested $40,000 in the test year to replace an old
electrical panel in its Pinewood system during the test year.® Again, the Company misses the
point. The question is not when the Company paid for the improvement; the issue is when
the Pinewood Electric Panel became used and useful to ratepayers. The undisputed
testimony is that the Pinewood Electric Panel was not placed in service until July 10, 2009,
eighteen months after the end of the test year.” RUCO and Staff concur that the electric
panel was not used and useful during the test year.'® Based on the foregoing, RUCO and
Staff agree that the electric panel should be excluded from rate base.**

3. The Commission should exclude Valley Vista Well No. 13 from
Rate Base.

The Company claims that Valley Vista Well No. 13 should be included in rate
base. Initially, the Company reported that it put Valley Vista Well No. 13 and pump in service

in November 2008.* During the hearing, the Company’s witness, Frederick Schneider

See Exhibit A-14.
° T: 979-978.
0 g
d.
12 See Exhibit S-4 Arizona Water's Response to Staff DR BKB 11.16

-3-
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testified that he saw the well and pump in place by the fall of 2007.*® On further review, Mr.
Schneider submitted documentation and testified that the well and pump were in place by
May, 2008.*

In support of its position, the Company cites several cases for the proposition
that “the Commission has frequently included post test year plant in rate base when such
plant is revenue neutral (i.e. constructed to serve existing customers) and placed in service
within a reasonable time after the test year to allow for audit and inspection.”™® This case is
distinguishable from the cases cited by the Company for two reasons. First, Valley Vista
Well No. 13 was virtually unused by the current ratepayers in the post test year. In 2008, the
Company used 2 acre feet or less than 1 percent of the well's capacity.*®

Second, RUCO did not have adequate time to audit and inspect the post test
year plant. RUCO typically opposes post test year plant, which is placed in service more
than six months after the conclusion of the test year.!” Prior to the hearing, in response to
data request BKB 11.16, the Company admitted that the well was not in service until
November 2008, eleven months post test year.'® Accordingly, RUCO did not need to inspect
the plant to support its position because the Company’s admission supported RUCO’s
position. However, during the second and third day of testimony, Mr. Schneider changed
positions and claimed the plant was completed, or in service, in Fall 2007 and/or May,

2008.*° Mr. Schneider submitted no further evidence as to when the plant went into service

¥ T:781-782.

14" see Exhibits A-32 and 33.

See Company’s Closing Brief at 16, footnote 59.

6 See RUCO's Closing Brief at 9-10.

See Exhibit R-18 Coley’s Direct Testimony at 17-18 and Exhibit R-19 Coley’s Supplemental
Testimony at 11-13.

8 See Exhibit S-4 Arizona Water'’s Response to Staff DR BKB 11.16

19 T:781-782. See also Exhibits A-32 and 33.
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other than this vague reference.” His change in position came so late that RUCO did not
have time to audit and inspect. Mr. Coley, RUCQO'’s witness, testified that he could not verify
the Company’s testimony.”* In fact, he testified that the Arizona Department of Water
Resources (“ADWR”) well registry indicated no pump had been installed at Valley Vista Well
No 13.22 The law requires that the Company notify ADWR within 30 days of installing the
pump.? The Company could produce no documentation demonstrating it notified the ADWR
of the pump installation. Hence, the Company has failed to meet its burden of establishing
when the plant actually was completed, in service, and used and useful. Because Valley
Vista Well No. 13 was not used and useful to current ratepayers in the test year or in the year
subsequent, and because RUCO did not have time to inspect and audit Valley Vista Well No.

13, the post test year plant should not be included in rate base.

4. The Commission should exclude plant held for future use.

The Company seeks to include in rate base the plant identified in Exhibit A-12
and A-13, as plant held for future use. RUCO objects to the inclusion of the plant held for
future use in utility plant in service. First, the Company failed to properly identify the plant
prior to Hearing, making it difficult, if not impossible, for RUCO and Staff to verify any of the
information supplied therein.?* Second, the plant held for future use does not meet the used
and useful standard.? Including plant held for future use would also be inconsistent with prior

rulings of the Commission.

2 d.

2L T:929-930.

22 gee Exhibit R-14 Well Registry for Well 212110 Valley Vista Well #13.
Z  AR.S. 845-600B

2 T: 013,

% T 971-72.
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In Decision No. 64282, the Commission determined that plant held for future
use may not be included in rate base until the plant is being used for the provision of utility

service.?®

In this instance, the Company acknowledges that plant held for future use is not
currently used and useful in the provision of utility service. The Company’s plans for the
plant in question are contingent upon improvements in the housing market, completion of
construction, improvement in earnings, and resolution of bankruptcy filings of contracted
construction companies.?’’ As Tim Coley, RUCO’s witness testified, the Company’s plans
can only be described as speculative because the plans are contingent on events which may
or may not occur in the next 2-10 years.?® As such, the plant is not used and useful, does not
meet the standards established by the Commission in Decision No. 64282 and should be
excluded from utility plant in service.

The Company asserts that at least 15 of 20 jurisdictions surveyed permit rate
base treatment of plant held for future use.”® Notably, Arizona is not one of them. As
discussed above, the Commission has denied the inclusion of plant held for future use.* In
Arizona, plant must be used and useful to receive rate base treatment. In this instance, the
plant in question is neither used nor useful now. Moreover, in the discussion of other
jurisdictions, the Company fails to point out that many of the jurisdictions, which permit the

inclusion of plant held for future use do not follow an historical test year or define rate base

as used and useful.>* The other jurisdictions permit the use of prospective or forecasted test

% |n the Matter of Arizona Water, Docket No.W-01445A-00-0962, Decision No. 64282.

27 T: 918-919. See also A-10 Rebuttal Testimony of Frederick K. Schneider at 22-28.

% T1:918-919.

#  sSee Company's Closing Brief at 19-22.

% |n the Matter of Arizona Water, Docket No.W-01445A-00-0962, Decision No. 64282

3 Seee.g. Maine ME ST T. 35-A M.R.S.A. §303 (used or required to be used), Mars Hill & Blaine Water
Co. v. Public Utilities Commission, 397 A.2d 570(Me.1979)(Commission not limited to one year to
compute future rates), Mississippi, State of Mississippi v. Mississippi Public Service Commission,

-6-
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years. The holdings of jurisdictions which have forecasted or prospective test years and
permit the inclusion of plant held for future use is not dispositive, here. It is not an apples to
apples comparison as the Company suggests because Arizona uses an historical test year.
The Commission has specifically held that plant, which is not used and useful, is not entitled
to rate base treatment.*> There is nothing in the argument offered by the Company that
justifies a departure from the prior ruling of the Commission.

5. The Commission should reject the Company’s request to deduct

from CIAC, amount equal to the CWIP balances removed from
Rate Base.

The Company has agreed to remove two wells paid for with contributions in aid
of construction (“CIAC”) from plant in service along with the corresponding CIAC entries.
RUCO agrees that the two wells should be removed from plant in service, but objects to
removal of the corresponding CIAC.*® Mr. Coley testified that the Company’s proposal to
reduce CIAC associated with construction work in progress (“CWIP”) is inconsistent with the
Commission’s Decision No. 70011 and violates the Commission’s rule A.A.C. R14-2-103.%
As the Commission stated in Decision 70011, in agreement with Staff and RUCO, “advances

represent customer supplied funds that are properly deducted from the Company's rate base

435 S 2d 608, 614,(Miss 1983)(MPC Rules and Regulation Governing Public Utility Service, Rule
7, Application to Adjust Rates allows the use of projected test year), Rhode Island, Narragansett
Elec. Co. v. Harsch 117 RI 395(1977)(permits adjusted test year balanced by forecasted economic factors);
Texas; 30 TX ADC §291.34(alternative ratemaking);

In the Matter of Arizona Water, Docket No.W-01445A-00-0962, Decision No. 64282
% T:914-915.
% T:916-917. See also, Exhibit R-23, In the Matter of UNS Gas, Inc., Docket No. G-04204A-06-0463,
Decision No. 70011 at 9, cf. In the Matter of APS, Decision No. 54247 at 19-20. See also R-24, A.A.C R14-2-
103, Schedule B-1.
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in compliance with the Commission’s own rules.” Indeed, the Commission's own rules

contemplate that CIAC be deducted from rate base.** The Commission concluded that:
[T]here was no extraordinary circumstance justifying the inclusion of CWIP in rate
base because the plant required to serve new customers will help produce revenues;
[the utility] had a means, though accrual of AFUDC, to mitigate the effect of CWIP
investment; allowance of CWIP would undermine the balance of test year revenues
and expenses; and the regulatory lag inherent in utility regulation may provide benefits
to the extent that such items as plant retirements and accumulated depreciation occur
between test periods and thereby help to mitigate periods of higher plant investment
associated with customer growth.>®

The Commission’s ruling in Decision No. 70100 is equally applicable to the facts of this rate

case because there were no extraordinary circumstances justifying the inclusion of CWIP in

rate base or the deduction of equal amounts from CIAC. Accordingly, RUCO recommends

the Commission deny the Company’s request for rate base recognition of CWIP and its

request to deduct from CIAC an amount equal to CWIP.

B. UNRESOLVED OPERATING INCOME ISSUES
RUCO fully analyzed the issues related to normalization of overtime and related
expenses in its Closing Brief.>” RUCO incorporates those arguments by reference. Based
on those arguments, the Commission should adopt RUCQO'’s adjustment normalizing overtime

and related income tax, 401k and insurance expenses.

C. UNRESOLVED COST OF CAPITAL ISSUES

1. The Commission should reject the Companys Market Risk
Premium (“ MRP”) arguments.

35

Id.
% See Exhibit R-23, In the Matter of UNS Gas, Docket No. G-04204A-06-0463, Decision No. 70100 at 7.
3 See RUCO's Closing Brief at 10.

-8-
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RUCO fully briefed the issues related to its determination of a market risk
premium in its Closing Brief.®¥ RUCO incorporates those arguments by reference. The
Commission should reject the Company’s MRP argument and its recommended cost of
equity derived therefrom. The Commission should also adopt RUCQO’s recommended cost of
common equity, which is derived from the MRP included in Mr. Rigsby’s CAPM analysis.

2. The Commission should reject the Company’s Multi-Stage

Discounted Cash Flow (“DCF”) model because gives equal
weight to unreliable long-term growth projections.

The Company’s cost of capital withess, Dr. Zepp, uses a multi-stage DCF
model, which relies, in part on long-term growth projections. Long-term growth projections
are calculated in perpetuity and are not as reliable as near term growth estimates, such as
those utilized by Staff and RUCO in their constant growth DCF model.*® Furthermore long-
term growth projections used in the multi-stage DCF model are not reflective of the time
periods in which utilities file rate cases (i.e. 3-5 years).*

The Company claims that the Federal Energy Regulatory Commission
(“FERC”) uses multi-stage DCF models. Although FERC may rely on multi-stage DCF
models, William Rigsby, RUCQO’s cost of capital witness testified, FERC places more weight
to the near term projections used in a multi-stage DCF than the long-term projections.** The
FERC's rationale is that near term estimates of growth are more predictable and deserve

more weight than long-term growth estimates. The Company’s multi-stage DCF model which

¥ |d. at 10-17.

0 See Exhibit 33, Rigsby’s Surrebuttal Testimony 7-8.
Id.
Id.




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

equally weighs near and long-term growth projections is unreliable. *2

Long-term growth
projections are not as reliable as short-term growth projections.** Because the Company’s
multi-stage DCF model is computed on equally weighted long-term growth projections, which
are less reliable, the Commission should reject it. Instead, the Commission should adopt
RUCO and Staff's constant growth DCF models, which are based on reliable and predictable
near term growth projections.

3. The Commission should adopt RUCO'’s cost of equity because

it is supported by the most recent Value Line estimates and is
most reliable.

RUCO calculated the cost of equity at 8.33 percent.** The report dated April
24, 2009 was the most recent report issued by Value Line.* In its report, Value Line
projected return on book equity for 2009 and 2010 as 6.5 percent and 7.0 percent,
respectively for the water utility industry.*® Value Line’s projected return on book equity for
2009 is 183 basis points lower than RUCO’s recommended cost of common equity. Its
projection for 2010 is 153 basis points lower than RUCO’s recommended cost of common
equity. Value Line projects the return on book equity for 2012-2014 as 7.55 percent or 83
basis points lower than RUCO’s recommended cost of common equity.*’ Although the
Company may complain that RUCQO’s 8.33 percent recommended cost of common equity is
too low, it is in fact higher than Value Line’s 6.5 percent-7.5 percent projections for return on
book equity for the period 2009 to 2014. In support of its projections, Value Line reasoned:

The Water Utility industry looks to be as good a place to be at this juncture.
We suspect that the stocks here will be far more stable than the broader market

42
43
44
45
46
47

_[5E

ee Exhibit 32, Rigsby’s Direct Testimony, Attachment A.

&= "”I

-10-
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indices with the aforementioned attributes providing somewhat of an investment
safehaven for the coming six to 12 months.

Value Line’s most recent report for the water utility industry was issued on
October 23, 2009.*® Although it was not available at the time of the hearing, it does lend
support to RUCQO'’s calculation of the cost of common equity and is attached for reference. In
Value Line’s most recent report of the water industry, it projects the return on book equity for
2009-2010 as 7.0 percent and for 2012-2014 as 7.5 percent.** Again, Value Line’s
projections for return on book equity for the periods of 2009-2010 and 2012-2014 are 133
and 83 basis points lower than RUCQO’s recommended cost of common equity. In concluding
its report, Value Line explained:

This industry is a good place for cautious investors looking to park themselves
until a sustained market recovery is evident. Water utility stocks are historically more
recession proof than the broader market, with their steady dividend growth, reducing
turbulence in share price and padding returns.>°

Although RUCO’s recommended cost of equity is higher than Value Line’s

objective projections of return on book equity, RUCO’s recommended cost of cost of equity is
closer to Value Line’s estimate than the estimates of Staff and the Company. The

Commission should reject the recommended cost of equity estimates of the Company and

Staff and accept RUCO'’s 8.33 percent recommended cost of equity.

D. UNRESOLVED RATE DESIGN ISSUES

1. RUCO'’s rate design can be modified to generate up to $55,874,427.

RUCO supports a cost of service based rate design, but if the Commission

considers consolidation to be in the public interest, RUCO supports the rate consolidation for

48
49

Id.
50|d_.

See Value Line Water Utility Industry Report dated October 23, 2009 attached hereto as Exhibit B.

-11-
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all 17 systems as described in Option F set forth in the testimony of RUCO Director, Jodi
Jerich.>* Option F is full consolidation of the monthly minimum charge with individual
commodity rates. Most notably, Option F limits increases in rates to no more than
$5.00/month. >

In its brief, Staff expresses concern that Option F may be unworkable with any
revenue requirement other than RUCO's required revenue requirement of $50,862,959.
More specifically, Staff asserts that RUCO’s limit of a $5.00/month limit on rate increases
could not be maintained if the Commission adopted Staff's required revenue of $53,253,
594>

RUCO witness, Rodney Moore testified that Option F could be modified to
eliminate decreases under the current proposal and generate additional revenues.”® To
assuage the Staff's concerns, RUCO has calculated the highest amount of revenue, which
could be generated by modifying Option F as suggested by Mr. Moore. Its calculations are
attached hereto as Exhibit C.*® If RUCO’s Option F was modified to eliminate all decreases,
but limited all increases to $5.00/month, RUCQO’ s Option F could generate up to $55,874,427
in required revenue.”” Because RUCO’s Option F could be modified to cover Staff's
proposed required revenue, there should be no concern that Option F is unworkable.

2. RUCOQO's rate design mitigates rate shock while maintaining the correct
price signals.

> see Exhibit R-36, Amended Surrebuttal Testimony of Jodi Jerich at 23.

2 |d. and See also Exhibit R-32 Rigsby’s Direct Testimony WAR-1

See Staff's Closing Brief, page 47.

> |d. at 2 and 47.

% T.872

See Revenue Generated is all 5/8” Residential Customers received maximum increase, modified Option F,
attached as Exhibit C.

% d.

-12-
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The Company’s and Staff's phased consolidation rate designs send the wrong
price signals and do not mitigate rate shock as well as RUCO’s Option F. For example in a
cost of service rate design, Stanfield would incur increases of 108.35 percent.”® Under the
Company’s partial consolidation proposal, Stanfield would enjoy a 14.58 percent decrease.”®
Likewise, under Staff's phased consolidation proposal, Stanfield would enjoy an 18.57
percent decrease.®® Clearly, this is the wrong price signal. Furthermore, the purpose of rate
consolidation should not eliminate all cost recovery obligations for a system. RUCO'’s
consolidation plan mitigates the rate shock of Stanfield’'s 108.35 percent cost of service
increase, but maintains the correct price signal by requiring a $5.00/month or 11.74 percent
increase in the Stanfield system.®

Under the cost of service rate design, Miami ratepayers would suffer a 39.20
percent increase in rates.®> The Company and Staff's proposals mitigate the increase, but
send the wrong price signal. The Miami ratepayers would enjoy a 7.39 percent decrease
under the Company’s proposal and a 2.13 percent decrease under the Staff's proposal.®®
Under RUCOQO’s plan, Miami's 39.20 percent cost of service increase is mitigated, but Miami
ratepayers would still incur a $5.00/month or 14.59 percent increase in rates.®*

Winkelman'’s ratepayers would suffer a 30.82 percent increase under the cost

of service rate design.®® Although a mitigation of rate shock is a goal of consolidation,

neither the Company or Staff's phased consolidation models provides any relief to

®  See Exhibit R-36, Exhibit B dated 8/28/09, which evaluates each consolidation model using the required

revenue recommended by RUCO in Surrebuttal Testimony.
Id.

60
Id.
61

62
63
64
65

2l
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Winkelman'’s ratepayers. Under the Company’s proposal, Winkelman’s ratepayers receive
no relief. They will continue to suffer a 30.82 percent increase in rates under the Company’s
consolidation rate design.®® More disturbingly, under Staffs proposal, Winkelman’s
ratepayers would incur an 85.14 percent increase in rates.®’” Not only does Staff's proposal
fail to mitigate the 30.82 percent cost of service increase, it adds an additional 50 percent
increase. RUCO'’s plan mitigates Winkelman’s 30.82 percent cost of service increase, but
maintains the correct price signal. Under Option F, Winkelman’s ratepayers would still incur
a $5.00/month or 21.10 percent increase in rates.®® RUCO'’s proposal, Option F, mitigates
the rate shock and sends the correct price signals. Only RUCO’s plan mitigates the rate
shock in Stanfield, Miami and Winkelman systems, while maintaining the correct price
signals.

3. RUCQO’s consolidation rate design is easier to administer than the
Company’s phased consolidation multi-tariff rate design.

The Company claims that RUCO’s consolidation rate design is not a
consolidation model. In its brief, the Company refers to Option F as a multi-tariff Pricing
Model, while referring to its own multi-tariff rate design as a consolidation rate design. The
Company’s argument is refuted by the testimony of its witness, Joseph D. Harris. Mr. Harris
admitted that RUCO’s proposal was no different from the Company's phased
consolidations.®

RUCO does not dispute that its consolidation rate design includes a single

monthly charge and system-specific commodity rates, but RUCO’s consolidation model is

66
67
68

Bl

: 230, 312-313.

[=2]
©
~
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easier to administer because it contains one monthly minimum charge and overall, fewer
individual tariffs than the Company’s rate design as it relates to residential ratepayers.
Furthermore, the Company’s own convoluted consolidation plan does little, if anything, to
address the Company’s concern of being overburdened by having to keep track of its
accounts for each system.

In all, RUCO’s model includes 18 separate rates (i.e. one monthly minimum
and seventeen commodity rates).”® However, RUCO’s consolidation rate design is less
complicated than the Company’s rate design in that all ratepayers have the same monthly
minimum charge.”” The Company’s multi-tariff proposal includes full consolidation of the
Overgaard/Lakeside group, which will share the same monthly minimum charge and
commodity rates, but will be different from the proposed monthly minimum charge and
commodity rate of the fully consolidated Superstition/Miami group.”> The Company’s rate
design includes the phased consolidation of some systems, which will share the same
monthly  minimum charges, but have different commodity rates: Casa
Grande/Coolidge/Stanfield group,”® Bisbee/Sierra Vista group, and the
Sedona/Rimrock/Pinewood group.

In addition to full and phased consolidation groups, the Company’s rate design
also includes individual monthly charges and commodity rates for the five stand-alone

systems: White Tanks, Ajo, San Manuel, Winkelman, and Oracle systems.” In total, the

0 T:1478.

71 Id.

2 T:230-231.

& Although Casa Grande and Coolidge will share the same monthly minimum and commodity charges, they
are in a phased consolidation with Stanfield, which will have a different commodity rate, but the same monthly
minimum charge.

4 T:230.

® T:234-235.
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