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IN THE MATTER OF THE APPLICATION OF | Docket No. W-01303A-05-0405
ARIZONA-AMERICAN WATER COMPANY,
INC., AN ARIZONA CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES AND CHARGES BASED THEREON
FOR UTILITY SERVICE BY ITS PARADISE
VALLEY WATER DISTRICT.

IN THE MATTER OF THE APPLICATION OF | Docket No. W-01303A-05-0910
ARIZONA-AMERICAN WATER COMPANY
FOR APPROVAL OF AN AGREEMENT
WITH THE PARADISE VALLEY COUNTRY
CLUB.

RUCO’S CLOSING BRIEF

INTRODUCTION

The Residential Utility Consumer Office (“RUCO”) submits this Brief in support of its
position that the Arizona Corporation Commission (“Commission”) should authorize a rate
decrease of ($436,352) for the Paradise Valley Water District of the Arizona American Water
Company (“Arizona American” or “Company”). While there are several issues in dispute and
will be addressed in this Brief, RUCQO’s primary contention is that the Commission should
reject the joint proposal of Staff and the Company to include in ratebase discretionary

improvements. These discretionary expenditures, which concern fire flow improvements and
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will total a minimum of $16 million, will have the effect of doubling the Company’s ratebase. In
this time of soaring utility rates in every sector this Commission regulates, it is unwise to set a
precedent allowing utilities to ratebase discretionary expenditures. Instead, the entity
requesting the discretionary plant in this case should be encouraged to contribute it to the
Company.

THE COMMISSION SHOULD REJECT THE JOINT PROPOSAL OF STAFF AND THE
COMPANY TO INCLUDE IN RATEBASE DISCRETIONARY FIRE FLOW IMPROVEMENTS
1) BACKGROUND

In 2002, the Town of Paradise Valley (“Town”) became concerned with its fire flow
capabilities following a large fire that occurred as the result of a lightning strike. A-4' at 3. In
April 2003, the Company and the Town’s Water Committee entered into discussions on ways
to improve the Town’s water capacity in order to provide adequate fire flow protection. Id. The
Company explained to the Town that fire flow standards are not set by the Commission, and
proposed establishing a working group to address the issue with the community. Id.

In July 2003, the Company and the Town formed the Paradise Valley Water Users
Group (“Group”) which thereafter met and established priorities for the Company to follow in its
consideration of discretionary improvements. Id. at 4. The Company, acting on the Group’s
recommendation developed a six-year, $15.5% million fire flow improvement plan. Id. at 5.
The Town advised the Company that the Town believed it was prohibited by A.R.S. §9-514

and/or the Gift Clause of the Arizona Constitution from funding the improvements and

' For ease of reference, trial exhibits will be identified similar to their identification in the Transcript of Proceedings.
The Transcript volume number and page number will identify references to the Transcript.
% That figure appears to be escalating with estimates as high as $20 million. Transcript at 405, R-11 at 5.
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requested that the Company make the discretionary improvements. R-1. Thus, the Company
was aware that it would have to guarantee its own source of funding.

At some point in 2004, the Company started the discretionary improvements. Transcript
at 157. The Company had not sought pre-approval to make the improvements or for funding
from the Commission. Moreover, the Company had accepted the Town’s explanation
regarding its legal impediments to fund the discretionary improvements without verifying the

explanation with the Company’s attorneys. Id. at 156°.

2) TYPICALLY, ADVANCES OR CONTRIBUTIONS ARE REQUIRED TO FUND
DISCRETIONARY PLANT. RATEBASING DISCRETIONARY FIRE FLOW
INPROVEMENTS IS EXTRAODINARY RATE MAKING AND NOT JUSTIFIED BY
THE CIRCUMSTANCES OF THIS CASE.

The Arizona Constitution charges the Commission with setting reasonable rates. Article

15, § 3 of the Constitution. Arizona Administrative Code (“A.A.C.”) R14-2-407 (E) requires a

minimum standard delivery pressure of 20 pounds per square inch gauged at the customer’s

meter or point of delivery. There is no other Commission Rule, policy or statute that governs
or sets a fire flow standard. There is no regulatory rate making principle that requires or even
supports a fire flow standard. As the Company willingly admits, the proposed $16 million in fire

flow improvements is a discretionary expenditure. A-19 at 27.

Typically, as the Company also admits, when a third party* requests the construction of
additional water infrastructure from a regulated utility, the Commission requires an Advance in

Aid of Construction or a Contribution in Aid of Construction. Transcript at 159, R-11 at 8. This

rate treatment is especially appropriate when the cost of the expenditures outweighs the

® Not to the knowledge of the Company witness, Brian Biesemeyer who testified on the subject.
*The Company admits with regard to a developer. Transcript at 159.
3
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expected revenue from the project. R-11 at 8. Here, the discretionary expenditures will double
the ratebase and will not produce any additional revenue. Id. at 4, Transcript at 405, S-1 at
5. If anything, the balance is weighted against rate basing the discretionary improvements in
this case given the fact that the discretionary fire flow expenditures are non-revenue

producing. The Commission should not approve the discretionary fire flow improvements.

3) THE FACT THAT RATEPAYERS WOULD BENEFIT OR THE TOWN HAS A LOCAL
ORDINANCE THAT SETS FIRE FLOW MINIMUMS IS NOT SUFFICIENT
JUSTIFICATION FOR THE COMMISSION TO RATEBASE DISCRETIONARY
EXPENDITURES.

There appears to be two reasons why Staff and the Company are recommending rate
base treatment of discretionary expenditures. First, ratepayers would benefit because the
discretionary improvements are what ratepayers want, and second, they encourage
improvements in public fire safety. Transcript at 157 — 158, 504, S-1 at 5. RUCO does not

take issue with the aforementioned benefits, but this argument misses the point. The issue is

not the benefit but who is going to pay for the benefit.

It is laudable that the people and the Town want to improve their public fire safety
conditions. RUCO would never stand in the way or suggest that the Commission stand in the
way of such an admirable goal. However, it should be the party that is requesting the benefit —
the Town - not the water utility that pays for the improvements. Ratepayers would enjoy the
same benefits if the Town paid for the improvements.

Moreover, should the Commission consider the benefits to ratepayers; it should
consider all the ratepayers in Arizona, and not just the ratepayers that are served by the
Company in the Paradise Valley District. The Company has been engaged in discussions with
representatives from other communities regarding fire flow improvements. R-12 at 7.

4
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Transcript at 425-429. While ratepayers in the Paradise Valley service area may be able to
absorb increased rates associated with discretionary expenditures, many, if not the majority of
people in other communities are on fixed incomes. The Commission should not burden
ratepayers with discretionary investment that could in the long run jeopardize the affordability

of water service in Arizona.

4) THERE IS NO LEGAL IMPEDIMENT PREVENTING THE TOWN FROM FUNDING
THE FIRE FLOW IMPROVEMENTS

The Town is requesting the discretionary fire flow improvements, but the Town refuses
to pay for them. The Town claims that it is legally prohibited by Arizona Revised Statute
(“A.R.S.”) § 9-514 and/or the Gift Clause of the Arizona Constitution from spending public
monies to build infrastructure that would be owned by the Company. R-1. The Town’s
reliance on A.R.S. § 9-514 and/or the Gift Clause is misplaced — there is no legal impediment
preventing the Town from funding the improvements.

A.R.S. § 9-514 provides in relevant part:

A. Before construction, purchase, acquisition or lease by a municipal corporation, as
authorized in §§ 9-511, 9-511.01, 9-511.02, 9-512 and 9-513, of any plant or
property or portion of property devoted to the business of or services rendered by
a public utility shall be undertaken, the construction, purchase, acquisition or
lease shall be authorized by the affirmative vote of a majority of the qualified
electors who are taxpayers of the municipal corporation voting at a general or
special municipal election duly called and held for the purpose of voting upon the
question.

Article 9, § 7 of the Arizona Constitution - the “Gift Clause” - provide:

Section 7.  Neither the state, nor the county, city, town, municipality, or other
subdivision of the state shall ever give or loan its credit in the aid of, or make any
donation or grant, by subsidy or otherwise, to any individual, association, or corporation,
or become a subscriber to, or a shareholder in, any company or corporation, except as
to such ownerships as may accrue to the state by operation or provision of law or as
authorized by law solely for investment of the monies in the various funds of the state.

5
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The Town is not the first municipality to claim A.R.S. § 9-514 and the Gift Clause
prohibit a local municipality from paying for a water main that would provide adequate fire
protection. In the Town of Gila Bend v. Walled Lake Door Company, 107 Ariz. 545, 490 P.2d
551 (1971), the Town of Gila Bend (“Gila Bend”), relying on A.R.S. § 9-514 and the Gift
Clause, argued that it was not legally responsible to build and pay for a water main that was to
benefit a single customer, Walled Lake Door Company (“Walled Lake”), pursuant to a contract
that Walled Lake and Gila Bend entered into. Specifically, Walled Lake owned a plant in Gila
Bend that was destroyed by fire. Id. at 547, 553. In order to reconstruct the damaged plant,
Walled Lake needed assurances from Gila Bend that it would provide Walled Lake with
adequate fire protection. Id. Gila bend agreed and the two parties entered into an agreement
whereby Gila Bend would build the necessary water main to provide adequate fire protection in
exchange for Walled Lake’s agreement to reconstruct the fire damaged plant. I1d. Walled Lake
carried out its part of the bargain but Gila Bend failed to honor its part of the bargain, claiming
ARS §9-514 and the Gift Clause prohibited it from performing. Id. at 548, 554.

The Arizona Supreme Court, rejecting Gila Bend’'s argument, held that A.R.S. § 9-514
(through 9-516) deals with the power of municipalities to engage in competition with
businesses of a public nature. While these provisions would have been applicable had Gila
Bend sought to enter into competition with the existing water utility, such was not the case and
the Court rejected the argument. In the subject case, like Gila Bend, there is no issue of the
Town competing with the Company to provide water utility service. The Commission should
reject the Town’s claim that A.R.S. § 9-514 prevents it from funding the discretionary
expenditures that it is requesting.

Moreover, the plain language of the statute itself is clearly inapplicable to the present

situation. A.R.S. § 9-514 concerns the construction, purchase, acquisition or lease of plant or
6
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property by a municipal corporation — none of which the Town of Paradise Valley is requesting
or contemplating. The Town is requesting that the Company make the improvements — the
Town is not making the improvements, or purchasing, acquiring or leasing the Company’s
plant. When a statute’s language is clear, the Courts in Arizona will not look beyond the
statutes plain language to determine its meaning. Hayes v. Continental Ins. Co., 178 Ariz.
264, 872 P.2d 668 (1994); City of Casa Grande v. Arizona Water Company, 199 Ariz. 547,
554, 20 P. 3d 590, 597 (App. 2001). The Town is not prohibited by A.R.S. § 9-514 from
funding the discretionary fire flow improvements.

The Supreme Court further dismissed Gila Bend’s argument that the Gift Clause
prohibited Gila Bend from constructing the water main. Gila Bend'’s ill-fated argument, similar
to arguments suggested in the present case, was that construction of the main would benefit
only Walled Lake and therefore would violate the Gift Clause. Town of Gila Bend at 549, 490
P.2d 555. The Supreme Court noted that the evil sought to be avoided by the Gift Clause is the
“depletion of the public treasury or inflation of public debt by engagement in non-public
enterprise.” Id., see also State v. Northwestern Mutual Insurance Company, 86 Ariz. 50 at 53,
340 P.2d. 200 at 201 (1959). Public funds are to be spent only for “public purposes” and not to
“foster or promote the purely private or personal interests of any individual.” Town of Gila
Bend, supra, see also Proctor v. Hunt, 43 Ariz. 198, 29 P.2d 1058 (1934). The Court noted
that each case is different and that each case must focus on the objective sought and the
degree and manner in which that objective affects the public welfare. Town of Gila Bend,
supra, see also City of Glendale v. White, 67 Ariz. 231 at 237, 194 P. 2d. 435 at 439 (1948).

In reaching its conclusion, the Court opined that the fact Walled Lake would benefit both
directly and indirectly should a fire occur is of “absolutely no consequence.” Town of Gila

Bend at 549-550, 490 P.2d 551, 555-556. Merely because a company may benefit from a
7
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public expenditure does not make that expenditure illegal. |d. The Court concluded that the
Gift Clause does not apply because there is no doubt that supplying of water for purposes of
preserving and protecting lives is a “public purpose” and one which will directly provide a direct
benefit to the public at large.

The Supreme Court’s reasoning squarely addresses the Town’s position in the present
case. Staff and the Company have argued, almost exclusively, that it is the “public purpose” of
fire protection that is the basis for their recommendation to rate base the discretionary fire flow
improvements. The improvements are in the public’s best interest and the public will benefit
greatly. The Town is not prohibited by the Gift Clause from paying for the fire flow
improvements. Id. In fact, should the Town provide the fire flow-related mains to the Company
as a contribution in aid of construction, the utility’s books would reflect that contribution as an
offset to the plant, and the Company would not have any additional rate base on which to earn
any return. Thus, there would be no benefit to the Company at all.

The evidence indicates that the Town® was and is fully aware that it is not prohibited by
the law from funding fire flow improvements. In the Town’s Water Committee meeting of May
3, 2005, the issue of payment regarding the emergency fire flow connection between the City
of Scottsdale and the Berneil® Water Systems was discussed. A-31. The cost of the
connection had been quoted at $46,175. R-13. The Town’s attorney, Andrew Miller, stated
that there was “... no legal impediment to the Town paying the cost of installing the connection
because such expenditure is clearly for public safety purposes.” A-31. Mr. Miller's statement

is consistent with what the Arizona Supreme Court said in the City of Gila Bend case. The

° Interestingly, the Town requested intervention in this matter in a letter to the Commission dated March 17, 2006.
See Town of Paradise Valley letter dated March 17, 2006 and filed in this docket on March 20, 2006. Transcript
at 6. The Town, however, did not appear at the hearing and was therefore not subject to cross-examination. Id.
® The Berneil Water Company is one of the three providers of water in the Town of Paradise Valley. The other
two providers are the City of Phoenix and the Company. Transcript at 450.

8
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only difference between the Berneil improvements and the Company’s improvements is the
magnitude of the cost which is irrelevant to the issue of who should pay. The Commission
should not burden ratepayers with higher rates — the Commission should let the Town fund,
through taxes, the discretionary plant it seeks.

Staff also believed the Town was legally impeded from paying for the discretionary
costs. Transcript at 538. Staff's witness, Steve Olea, testified on cross-examination that his
work with the Water Infrastructure and Finance Authority (“WIFA”) was the “primary reason” he
relied on the Town’s explanation that it could not fund the discretionary costs. Transcript at
538. Mr. Olea further testified regarding the Gift Clause that WIFA had to get “... some kind of
exemption around that state statute or county or city government couldn’t gift anything to an
investor owned entity.” Transcript at 544. Apparently, Mr. Olea understood that WIFA, but for
some exemption it received, would have been prohibited by the Gift Clause from loaning public
money to water utilities. The Commission should give little weight to Mr. Olea’s testimony on
this matter, as he is not an attorney. Further, his understanding is misinformed, as the
prohibition against a public agency gifting public resources to a private entity originates in the
constitution, not a statute, and thus there is no way to get an exemption from it short of a
constitutional amendment. Further, Mr. Olea’s understanding apparently overlooks the
Supreme Court’s interpretation in Walled Lake Door that the provision of water to provide fire

protection is a public purpose for which public monies can legally be spent.

5) THE COMPANY IS NOT REQUIRED BY THE TOWN'’S FIRE ORDINANCE TO PAY
FOR THE COSTS OF THE DISCRETIONARY FIRE FLOW IMPROVEMENTS

It has also been suggested that the Town’s fire code places the cost burden of the fire
flow improvements on the Company because the Company must comply with the fire code.
Transcript at 117, 542. This narrow and restrictive interpretation of the Town Code is

misplaced, and inappropriately subordinates the Commission’s powers.
9
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The Town’s Municipal Code adopts the International Fire Code, 2003 Edition as the Fire
Code for the Town of Paradise Valley. Town Code, Section 13-1-10. Among other things, the
International Fire Code provides for minimum fire flow requirements for one and two family
dwellings with fire flow calculation areas which do not exceed 3,600 feet to be 1,000 gallons
per minute. International Fire Code, 2003 Edition, Appendix B, Section B105. In addition,
Section 13-1-13 (A) of the Town Code provides: “The minimum fire flow from all hydrants in the
Town will be 1,500 gallons per minute (5,678.1 liters per minute).” S-11. The suggestion that
the Town Code burdens the Company with the cost’ is misplaced. The Town Code does not
impose the fire flow obligation on any particular entity. The International Fire Code’s
obligations regarding fire flows are imposed on builders of new construction. See Section’s
102, 105 and B105 of the International Fire Code (relevant excerpts are attached hereto as
Exhibit One). To the extent the Town has established a higher fire flow standard, but has not
indicated that the obligation to meet that standard falls on any particular entity, the Town
Code’s obligation should similarly be imposed on those undertaking new construction within
the Town limits. Thus, on its face the Town Code does not impose a burden for fire flow on the
Company.

Additionally, interpreting the Code to obligate the Company to meet a fire flow standard
would be constitutionally suspect. Such an interpretation would cause the Town to be
impermissibly regulating a utility, imposing on this Commission’s exclusive domain. This
Commission’s rate making authority is its exclusive prerogative, and the courts have been

careful to protect the Commission’s authority over rate making from infringements by other

"The argument appears to be that since the Company must comply with the Town Code, ratepayers should
reimburse the Company for costs that it is forced to incur.
10
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branches. Tucson Gas, 15 Ariz. at 299-301; Ethington v. Wright, 66 Ariz. 382, 189 P.2d 209
(1948); State ex rel Corbin v. Arizona Corp. Comm’n, 174 Ariz. 216, 848 P.2d 301 (App. 1992).

The Town Code, on its face, does not conflict with the Commission’s rate making
authority. The reason it does not conflict is that it does not require the regulated utility to pay
the costs of meeting the Town’s standard. However, an interpretation of the Town Code as
requiring the utility to fund increased fire flow plant would impinge8 on the Commission’s
exclusive ratemaking authority, and thus this interpretation should be avoided. @ See for
example, Fragaso v. Fell, 210 Ariz. 427, 431 — 432, 111 P.3d 1027, 1031 — 1032 (App.
2005)(We endeavor to harmonize statutes and court rules with the Arizona Constitution,
avoiding any unconstitutional construction.)

RELIEF REQUESTED: The Company accepted Staff's recommendation to include in
ratebase the Jackrabbit/Invergordon discretionary fire flow improvements completed in
October of 2005°. A-15 at 20, Executive Summary. In addition, the Company is requesting
rate base treatment for additional work orders that have been completed since the Company’s
filing. S-2 at 4. These improvements include work along Nauni Valley Drive ($420,755) and
additional work on the Jackrabbit/Invergordan mains ($105,164). Id. The Company is
requesting ratebase treatment for the deferred depreciation and post-in-service AFUDC related

to the Jackrabbit/Invergordon and Nauni improvements™. A-15 at 21 - 22.

® The Town, through it Code, should not impose obligations on utilities which have the effect of increasing rates.
Interpreting the Town Code to impose such obligations and effectually raise rates impairs the Commission’s
exclusive and absolute power to set rates as set forth in Article 15, Section 3 of the Constitution.
% Staff's recommendation includes $3,018,867 in ratebase for these improvements. Dorf surrebuttal at 3.
'% The Commission authorized deferral of the depreciation expense and post-in-Service AFUDC related to the fire
flow improvements in Decision No. 68303 dated November 14, 2005. Decision No. 68303 at page 4.

11
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RUCO opposes the inclusion of any of the discretionary improvements in the
Company’s ratebase and requests the Commission omit from ratebase the following items
related to fire flow plant:
1) Jackrabbit/Invergordon improvements - $3,018,867 Post — Hearing Schedule 3,
page 1.

2) Deferred depreciation and post-in-service AFUDC related to the
Jackrabbit/Invergordon and Nauni improvements - $168,590 — A-15 at 21.

3) Additional work orders - Nauni Valley Drive - ($420,755)

4) Additional work orders - Jackrabbit/Invergordan mains - ($105,164).

REMAINING ISSUES
1) GAIN ON SALE OF LAND

The Company sold its former operations/customer center on Casa Blanca Drive for
$900,000 in 2004. A-19 at 35-36. The Company’s net after tax gain on the sale was
$481,680.84. Id. The Company proposed sharing the gain 50-50 with ratepayers. Id. RUCO
accepts the Company’s proposed sharing as well as the Company’s and Staff's
recommendation to amortize the credit over three years. Transcript at 334. RUCO opposes
the Company’s proposed distribution of the gain to ratepayers.

Rather than adjust its ratebase to reflect the credit, the Company proposes a surcredit
on each of its customer’'s monthly statements. Id. In this manner, the Company enjoys the
benefit of the ratepayer’'s money cost free until the gain is fully disbursed. Id. Ratepayers
receive no interest or other compensation for the delay in receiving their funds. Id. This is
unfair to ratepayers and the Commission should reject the Company’s proposed distribution of

the gain.
12
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RELIEF REQUESTED: In an effort to be fair, RUCO recommends that the rate base
be offset by the ratepayer's portion of the gain. Id. RUCO’s recommended revenue
requirement would then reflect the appropriate level of return on shareholder equity through
the recognition of the unpaid portion of the gain. Id. RUCO further recommends that the
annual distribution of the gain be recorded on the income statement as a credit to operating
expense. Id. Ratepayers would then only be subject to that burden associated with each
year’s distribution. Id.

Ratepayers should be entitled to the time value of their money. RUCO'’s proposal is a
smart, equitable and fair method to assure ratepayers are appropriately compensated for the
time value of their money. The Commission should adopt RUCO’s recommended method for

the distribution of the sale.

2) RATE CASE EXPENSE

The Company’s proposed updated rate case expense is $301,832. Company Post-
Hearing Schedule 5, page 4. RUCO recommends $73,179. R-5 at 11. The Company’s
recommended rate case expense is excessive and should be rejected.

The Commission typically looks at a variety of factors when considering rate case
expense. Those factors include the complexity of the proceeding, the number of systems
involved and a comparison of other cases. See for example Decision No. 67093 (Arizona-
American’s Sun City et al. rate case), Decision No. 66849 (Arizona Water Company). In
addition, the Commission has recognized the need for companies to mitigate costs associated
with retaining outside consultants. Decision No. 67093 at 20.

The Company has failed to mitigate the expenses associated with retaining outside

consultants. Of the $301,832 requested rate case expense, $158,267 is related to the
13
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Company’s proposed Cost of Capital. The Company retained the services of the Brattle
Group, a consulting firm with various offices located throughout the country and in London, to
analyze and provide testimony regarding Cost of Capital. A-10 at 3. Two witnesses appeared
and filed testimony on behalf of the Brattle Group, Lawrence Kolbe and Michael Vilbert, both of
whom are based in Cambridge, Massachusetts. A-10 at 3, Transcript at 199. The financial
theory regarding Cost of Capital presented by these witnesses is novel to this Commission and
has been accepted in only one state in this country'’. Transcript at 222-223. RUCO is not
suggesting that the Company should be denied the opportunity to present its argument, no
matter how novel, unique or unorthodox it may be. RUCO believes, however, that ratepayers
should not be charged for the Company’s choice to incur the extra expense necessary to
present unorthodox'? arguments.

The Company’s argument that ratepayers should bear the entire expense associated
with arguing the Company’s Cost of Capital case on the theory that only ratepayers benefit by
the Company’s argument is absurd. A-17 at 2. The Company originally sought recovery for
only 50% of its Cost of Capital expense ($79,383) on the theory that these services benefited
both the Company’s investors and ratepayers. A-22 at 3. Recently, the Company has
advanced the astounding notion that the Company’s Cost of Capital arguments only benefit
ratepayers. A-17 at 2.  According to Arizona American’s employee, Thomas Broderick,
ratepayers should pay for all of the Company’s rate case expense regarding Cost of Capital

since it supports its customer’s health with new arsenic removal facilities and improves safety

" According to Dr. Kolbe his financial theories have been adopted in Missouri but not in the “rest of the states.”
Transcript at 223, A-11 at 30.
'2 RUCO also maintains that the Company is requesting extraordinary rate consideration concerning the fire flow
improvements and ratepayers should not pay for the Company’s rate case expense to put forth that argument.
RUCO made a similar recommendation regarding the revenue requirement in the Company’s Sun City case.
Decision No. 67093 at 18-19.

14
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with improved fire flows. A-17 at 2. However, the Cost of Capital issue concerns what is an
appropriate return on the Company’s investment. The fire flow and arsenic issues concern
what costs should be considered in rate base. Cost of Capital is a separate and unrelated
issue from fire flow and arsenic. What the Company is really trying to argue here is that its
customers benefit from the Company’s use of novel financial theories which, not coincidentally,
result in higher Cost of Capital estimates than what either Staff or RUCO recommend. This
argument is absurd. The Company’s original attempt to mitigate its costs was made in good
faith. The Company’s subsequent decision to change its original recommendation and attempt
to pass on to ratepayers the full burden of the costs associated with arguing its novel financial
theories was not reasonable and shows a refusal on the Company’s part to mitigate its costs.
There are also other elements of the Company’s rate case expenses that are not
reasonable. The Company is requesting rate case expense of $42,677 for its rate design and
cost of service analysis and testimony. A-17, Exhibit TMB-1. The Company’s proposed rate
design did not change from its existing rate design and the Company accepted Staff's High
Block Usage Charges. Next the Company expended $6,500" in “witness training.” While it is
unclear exactly what the witnesses were trained for, this amount is excessive since all the
individuals that testified on behalf of the Company are seasoned veterans of the witness chair.
This case involves one district. The issues are not complex. The parties agree on the
Arsenic Cost Recovery Mechanism. The issue of fire flow has become a big issue because
the Company has chosen to ratebase what it considers a discretionary expense. This
treatment is not historically how the Commission has treated discretionary expenses. This

treatment, while contentious, does not make this a “complex” case. Nor does RUCOQO’s position

'3 The Company’s revised request is for $3,250
15
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on the ACRM make this matter contentious. A-17 at 6. RUCO does not oppose the proposed
ACRM. RUCO is just alerting the Commission that there will be some issues that need to be
resolved before the first step of the ACRM can be put into place. Transcript at 473.
Moreover, there was nothing extraordinary in the way this case was prosecuted or defended.
There was not an abnormal amount of investigation or discovery. The hearing lasted two full
days. In sum, this case was typical, by comparison to other rate cases.

The Company makes the comparison to the Chaparral City case which allowed rate
case expense of $285,000. The two cases are not comparable. There were numerous
complex issues in the Chaparral case. Among them were heavily contested savings vs. cost
disputes regarding post test year plant, and a highly contentious dispute over the
Commission’s methodology for determining rate base and revenue requirement.” See
Decision No. 68176.

RELIEF REQUESTED: RUCO considered the complexity of this case, and the
nature of the Company’s request, and reviewed how rate case expense has been treated in
other cases before the Commission. R-5 at 10. RUCO took the Company’s last allowed rate
case expense'® for this district and trued-it up to today’s value based on increases in the
consumer price index. Id. RUCOQO’s recommended rate case expense of $73,179 is

appropriate in this case.

1 Chaparral is presently appealing this case. See Chaparral City Water Company v. ACC, 1CA-CC 05-002.
' The Company and Staff concurred on rate case expense of $60,000 in the Company’s 1999 rate case. See
Direct Testimony of Darron Carlson at page 4 and 10 and surrebuttal testimony of Darron Carlson at page 3,
Schedule DWC-4, and page 2 in Docket No. W-01303A-98-0507, R-5 at 11.
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3) PENSION EXPENSE, NORMALIZE PAYROLL AND PAYROLL TAXES

RUCO and the Company disagree on the treatment of labor hours associated with the
arsenic removal project. The Company is proposing to embed in operation and maintenance
expenses the annual labor cost of an arsenic plant operator the Company hired in October
2004'°. R-6 at 7-8.  The amount involved, $41,603, is an expense that should be omitted
from the rates established in this proceeding, and should instead be considered when the
Company files for its arsenic step increase. RUCO’s Post Hearing Schedule, RLM-4, page 1,
line 28. There are other expenses associated with the annual labor cost being requested by
the Company, totaling $6,500," which should also be considered in the step increase phase of
this proceeding.

Finally, RUCO revised the Company’s test-year labor costs to exclude additional labor
costs. The decrease in labor costs results in a corresponding decrease in pension costs of
$2,205. R-6 at 6.

RELIEF REQUESTED: At this time, there is no arsenic treatment plant, and therefore

the Company should not be allowed to expense any costs associated with arsenic treatment.
The Commission should reject the Company’s request to include expenses associated with
arsenic plant at this time which include Payroll — ($41,603) and Payroll Tax — ($4,295). RUCO
also recommends the Commission adopt its corresponding adjustment to decrease pension

expense by $2,205.

4) ADMINISTRATIVE AND GENERAL ALLOCATED COSTS

RUCOQO’s adjustments to this account focus on three areas.

'® The Company is making this recommendation despite its declaration that the ACRM is based solely on actual
costs after the new arsenic facilities are in place. A-19 at 15.
' Those expenses include Pension -$2,205 and Payroll Tax -$4,295. RUCO’s Post Hearing Schedule, RLM — 4,
page 1.
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1) Arizona Corporate allocated management fees;
2) Central Division Corporate District allocated miscellaneous expenses;
3) Arizona Corporate allocated miscellaneous expenses.

The first area in dispute, Arizona Corporate allocated management fees, totals $62,478
and consists of three separate journal entries;

A. American Water Incentive Plan (“AIP”) ($18,517);

B. Performance Pay, Stay Bonus ($1,520);

C. Other Reorganization/Downsizing and non-incentive pay expenses ($42,441).

The AIP is an employee incentive pay plan which the Company acknowledges is 70%
tied into operational and individual components and 30% tied into the financial component. A-
2 at 16. RUCO takes issue with the request by the Company to include the financial
component. Stockholders, not ratepayers, are the sole beneficiaries of the additional profit the
Company achieves as the result of the Company achieving its financial targets. The additional
profits flow to shareholders in the form of dividends and retained earnings. Transcript at 342.
Accordingly, RUCO disallowed 30% or $5,555 of the total AIP expense.

In response, the Company highlights the current situation facing Arizona Public Service
Company (“APS”). Transcript at 349-350. The Company argues that ratepayers benefit by a
financially healthy company. Id. The comparison, however, is extreme and not equivalent.
APS was recently before the Commission claiming it needed an emergency rate increase or its
credit rating will be downgraded to junk status. Arizona American is a financially healthy
Company seeking a rate increase, for the most part, to pass on the costs of fire flow
improvements and arsenic treatment. The Company’s credit rating is not at issue or in danger.

Moreover, the connection between the Company’s and APS’ alleged financial status and
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employee incentive plans is at best tenuous, and has not been shown in the record. This
argument is a red herring and should be disregarded by the Commission.

The remaining portion of the AIP'®, the operational and individual components, benefits
both the ratepayers and the shareholders. Likewise, the second journal entry, performance
pay and stay bonus benefit both ratepayers and shareholders. R-6 at 20-21. RUCO agrees
that increased customer satisfaction and the retention of good employees benefit both the
ratepayer and the shareholder. It is not appropriate to burden either the shareholder or the
ratepayer with 100% of the costs. Therefore, RUCO recommends that both the ratepayer and
shareholder should pay for the remaining portion of the AIP, performance pay and bonus
benefits equally.

The last component of the corporate management fees concerns the other
reorganization, downsizing and non-incentive pay expenses. These expenses are non-
recurring and atypical of test-year expenses. R-6 at 21. The Commission should disallow the
other reorganization, downsizing and non-incentive pay expenses.

A second area in dispute concerns the Central Division Corporate district allocated
miscellaneous expenses, The Company and RUCO are in dispute on one item in this account.
The Company is requesting $161 for the annual cost of ice. Transcript at 347, RUCO’s Post-
Hearing Schedules, RLM-4 at page 3. This item has been given a great amount of attention in
this matter given the small amount at issue. RUCQO’s concern is not the money, but the
principle. RUCO recommends the Commission disallow this expense as it is discretionary.

Given escalating utility costs, the Commission should not burden the ratepayers with costs that

'8 $12,962 ($18,517 - $5,555)
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are not necessary. The cost of food and perishables such as liquor, bottled water, ice, sodas
and bagels should not be at the expense of ratepayers. R-6 at 23.

The adjustments that remain in issue in the third area of dispute, Arizona Corporate
allocated miscellaneous expenses also involve relatively small amounts. RUCO has rejected
Indoor Plant Maintenance ($547) and Security Renovations and Remodeling ($1,023). R-6 at
24. The indoor plant maintenance, like ice, is not a necessary expense in the provisioning of
water service. R-6 at 25. The security renovations and remodeling are nonrecurring and not
typical historical test-year expenses. Id. at 25. The Commission should reject the indoor plant
maintenance and security renovation expense.

RELIEF REQUESTED; RUCO recommends the following reductions to the
administrative and general allocated costs:

1. AIP and Performance Pay, Stay Bonus $12,795"

Other Reorganization/Downsizing and non-incentive

pay expenses $42,441
2. Ice Expense $161
3. Indoor Plant Maintenance and

Security Renovations and Repairs $127

Transcript at 347, RUCO’s Post-Hearing Schedules, RLM-4 at page 3.

19$12,962 + $1,520 = $14,482/2 = $7,241 + $5,555 (30% AIP) = $12,795. R-6 at 20, 21 and 26, RUCO’s Post-
Hearing Schedules, RLM-4 at page 3.
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5) PROPERTY TAXES

There are two property tax issues in dispute. The first issue concerns the property tax
associate with the Miller Road Treatment Facility (“MRTF”). RUCO has reduced the
Company’s property taxes by $42,000%° to remove that portion of the property taxes that are
attributable to the MRTF. R-5 at 21. The Company’s books and records show a property tax
accrual of $56,844. R-5 at 21, R-6 at 15. This is the only expense the Company failed to
include in its adjustments to remove the expenses associated with the MRTF. Id. The
Company claims that it accounted for the reduction in property taxes associated with the
MRTF through its property tax calculation which utilized the methodology approved by the
Commission and adopted by Staff and the Company. A-15 at 38. The Company’s calculation
yields an estimate of about $14,000 for the MRTF taxes. Id. at 39. The Company’s estimate
substantially understates the test year recorded MRTF property taxes, and should be rejected.

The Company also argues that Motorola has disputed that property tax is an “operating
expense” as provided for in the agreement it has with the Company, and as a result has never
reimbursed the Company for the MRTF property taxes. Id. This argument has no merit.
Property taxes are a part of the cost of operating the MRTF. Motorola’s refusal to pay the
legitimate costs of operating the MRTF should not result in ratepayers having to fund those
costs, as the Company argues. The Company needs to seek redress through the agreement’s

dispute provisions and not through rates.

® The Company'’s test year Motorola property taxes are calculated at approximately $14,000. R-6 at 15. The
actual test year Motorola property tax was $56,000. The difference, $42,000 adjusts for the error. Id.
21
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The second property tax issue concerns the use of the Arizona Department of
Revenue’s (“ADOR”) formula in the calculation of its property taxes. The evidence continues
to show, despite the Commission’s failure to recognize it, that the use of the ADOR formula to
estimate property taxes is a much more accurate estimate of actual property tax than the
methodology that the Company proposes and the Commission has historically adopted. This
case is no exception. R-5 at 22. RUCO’s recommended property tax expense calculation was
based on the ADOR property tax formula. Id. The property tax formula, as prescribed in
ADOR’s memo dated January 3, 2001, values water utilities, for property tax purposes by
multiplying the average of the water utility’s three previous years of reported gross revenues by
a factor of two. Id. at 23.

The Company has disregarded the revenues required under the ADOR directive and
substituted in its place the adjusted test-year revenues twice and its proposed level of
revenues once (“Company methodology”). Id. RUCO, for valuation purposes, has included the
test year (2004) and the prior two years (2002, 2003) as directed by ADOR (“ADOR
methodology”). Since the ADOR issued its memo, enough time has passed so that actual
property tax figures for 2005 are available and the Commission can compare those figures to
the estimated figures derived using the Company’s and the ADOR methodologies. Paradise
Valley Water Company’s actual 2005 test-year property taxes were $162,193". Id. Using the
ADOR methodology, RUCOQO’s estimated 2005 property tax assessment is $170,334, a

difference from the actual expense of $8,141. Id. However, using the Company’s methodology

! Excluding MRTF.
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results in an estimate of $214,895, a difference of $52,702 from the actual expense. Id. This
evidence clearly demonstrates that ADOR’s method more closely approximates the
Company’s actual post-test year property tax bill than does the Company and Staff
methodology. The Commission should adopt RUCQO’s approach and recognize the ADOR
methodology as the best measure of actual property tax expense.

The Company relies on previous Commission Decisions which conclude that RUCO'’s
methodology, and hence the ADOR methodology, unreasonably understates property tax
expense. A-15 at 40. With all due respect, the evidence has shown and continues to show, as
in this case, that the ADOR methodology is the most accurate. In this case, had the
Commission previously approved the Company’s methodology, property taxes for 2005 would
have been overstated by $51,048 which would have allowed the Company to over earn for
several years until that level of tax was actually assessed. Id. at 24. The Commission should
adopt the ADOR methodology.

RELIEF REQUESTED: RUCO recommends the Commission adopt its net
adjustment to property tax expense of ($44,561) which results in a proper accounting for the
MRTF property taxes and utilizes the ADOR formula to compute the taxes. R-6 at 17, RUCO

Post Hearing Schedules, RLM -4, p. 2.

6) WORKING CAPITAL

A company’s working capital requirement represents the amount of cash the company
must have on hand to cover any differences in the time period between when revenues are
received and expenses must be paid. R-7 at 9. The most accurate way to measure the working
capital requirement is via a lead/lag study. Id. The lead/lag study measures the actual lead and

lag days attributable to the individual revenues and expenses. Id.
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The Company originally computed its cash working capital requirement from a lead/lag
study that it performed. Based on its lead/lag study, the Company originally requested working
capital in the amount of $350,946. Id. RUCO spent a considerable amount of time analyzing
and reviewing the Company’s original lead/lag study. R-8 at 13. Other than the adjustments
and reconciliation inaccuracies that RUCO made and pointed out??, RUCO believes that the
original study was reasonable and should not have been changed. Id.

The Company, in its rebuttal testimony, agreed with some of RUCQO’s adjustments and
proposed a revised cash working capital lead/lag study. A-15 at 16. The Company’s revised
cash working capital request was $115,182. Id. at 19. For the most part, RUCO agreed with
the Company’s revised lead/lag study with the following exceptions. The Company added
back into its lead/lag two non-cash working capital items — return on equity and depreciation
and amortization expense. A-15 at 18. The Company also added in a new line item entitled
“‘Management Fees.” Id. By excluding these items from the revised lead/lag study, RUCO’s
recommendation for cash working capital was, and still is ($229,565). RUCO recommends
($221,791) for total working capital. R-8 at 15.

The reason for the great disparity between RUCO and the Company’s rebuttal working
capital recommendations is the Company’s choice to include non-cash items. The
Commission’s position on including non-cash items in working capital calculations is well
settled — the Commission does not allow it. In a previous rate case, the Commission
disallowed the Company’s request to include depreciation and amortization expense in its
calculation of cash working capital. (Decision No. 59079, dated May 5, 1995) The

Commission stated:

2 RUCO’s original recommended working capital allowance was ($231,837). R-7 at 9.
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As we have stated in numerous other decisions, the calculation is for
“cash working capital” and not “cash and non-cash working capital”.

Decision No. 59079 at 7 (emphasis added).

Perhaps sensing that its working capital recommendation was also ill-fated, the
Company changed its position for a second time at the hearing. Transcript at 67. The
Company joined in Staff's position recommending a zero working capital allowance. Id. Staff
evaluated the Company’s lead/lag study, determined that property taxes should have a
negative effect, not a positive one as the Company determined on its working capital
requirements?, S-1 at 6. Staff made its recommendation despite noting that most
sophisticated companies, like the subject Company, have “negative” working capital
requirements. |d. Staff cites to nothing that distinguishes the Company from most other
sophisticated utilities. The Commission should reject the joint recommendation of the
Company and Staff.

Staff's recommendation appears to have no in-depth data-based connection to this
Company’s actual working capital needs. A detailed review of the Company’s lead/lag study
taking into account only cash items results in a negative working capital requirement which, as
Staff concludes, is normally the case for utilities like the Company. The Commission should
rely on the hard data provided in the lead/lag study to measure the Company’s working capital
requirements. RUCO’s recommended cash working capital adjusts the Company’s lead/lag
study to include only those items the Commission has allowed in the past.

RELIEF REQUESTED: The Commission should approve RUCQO’s recommendation

of ($61,432) for cash working capital and ($129,155) for total working capital. R-8 at 15.

%3 Staff noted that “other errors” also played a role in its recommendation. S-1 at 6.
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7) COST OF CAPITAL

RUCO believes the Commission should adopt RUCO’s recommended rate of return of
7.10 percent, which is the weighted cost of RUCO’s recommended costs of debt and equity
capital. R-10 at 4.

RUCO believes that the 10.00 percent cost of common equity is appropriate given the
current environment of low inflation and low interest rates that the Company is operating in. R-
9 AT 47. RUCO further believes that the 10 percent cost of common equity estimated by
RUCO witness William A. Rigsby is very reasonable when the Company’s capital structure of
37 percent equity and 63 percent debt is compared with the capital structures of other publicly
traded water providers which averaged 49.9 percent equity and 50.1 percent debt. Id at 48. Mr.
Rigsby’s belief that the Company is subject to greater financial risk compared to the other
utilities considered in his Cost of Capital analysis is validated by the greater debt in the
Company’s capital structure compared to the sample. Id. Publicly traded companies with a
level of debt similar to the Company’s would be perceived as riskier than the average of the
sample and would therefore have a higher expected rate of return on common equity. Id. at
49. In order to account for this added risk it is customary in the regulatory practice to make an
upward adjustment to the Company’s cost of equity. In this case, Mr. Rigsby’s added 50 basis
points to the results of his DCF and CAPM analysis. Id. Mr. Rigsby simply considered the
adjustment the Commission authorized in the Company’s most recent rate case to arrive at his
recommendation. R-10 at 7.

All things considered, Mr. Rigsby’s adjustment is just ten points lower than Staff's 60

basis point adjustment. Id. The Commission, in the recent Southwest Gas application,
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awarded that leveraged gas provider with a 9.50 percent return on common equity®*. 1d. The
Company, on the other hand, believes that its higher debt percentage, and consequently
higher risk, warrant a 12 percent cost of common equity. = The Company, however, is
regulated, unlike other companies considered in its proxies, and can apply for rate relief when
the need arises. R-9 at 61. This makes it less risky than non-regulated companies which
need to seek bankruptcy relief when their debts become excessively burdensome. Id.
Moreover, the Commission’s favorable position regarding many of the current costs water
utilities currently face (arsenic treatment, deferred CAP costs etc.) provides for a favorable
regulatory environment in Arizona which eliminates the need for returns as high as the
Company is recommending. Id. at page 62-63. The Commission should reject the Company’s
proposed 12% percent cost of equity and 7.80% weighted average Cost of Capital.

RELIEF REQUESTED: RUCO recommends the Commission adopt its
recommended cost of equity of 10% and weighted average Cost of Capital of 7.10%. R-10 at
3-4. The Company’s proposed cost of equity of 12% is unreasonably high and not warranted
under the circumstance. Likewise the Company’s weighted average Cost of Capital

recommendation of 7.80% should also be rejected. Id.

8) INCOME TAX EXPENSE

RUCOQ’s adjustment to income tax expense is made to reflect income tax expenses

calculated on RUCO’s recommended revenues and expenses.

* Southwest Gas has similar risk characteristics to water providers and had slightly less common equity than the
Company. Id.
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RELIEF REQUESTED: RUCO’s recommends the Commission adopt its
adjustment to income tax expense which decreases test year expenses by ($21,154). R-6

at 27.

9) PLANT HELD FOR FUTURE USE (“PHFFU”)
Both RUCO and Staff recommend the Commission disallow PHFFU. R-7 at 4. Itis not

sound regulatory policy or consistent with accounting ratemaking standards to allow in rate
base plant that is not used and useful. Id. at 6. PHFFU is not used and useful in serving
current ratepayers and should be disallowed?®.

RELIEF REQUESTED: RUCO’s recommends the Commission adopt its adjustment
to disallow PHFFU in the amount of $7,825 from ratebase. RUCO’s Post-Hearing Schedule,

TJC-2.

10) RATE DESIGN

RUCO recommends that the Commission adopt its three tiered inverted rate design
which mirrors the Company’s proposed rate design with one exception - RUCO’s analysis
requires a rate decrease. R-8 at 15. RUCO’s rate design encourages conservation and
maintains the same ratio between the Company’s present monthly minimum and commodity

charges. R-7 at 22.

% In the hearing, Mr. Coley agreed that a backup pump at Well 16 was in fact being used (to service the well
when its main motor failed) and should not have been included in his PHFFU adjustment. Accordingly, RUCO’s
final recommendation excludes the costs associated with that pump from its adjustment. Transcript at 368 — 369,
A-15at7.
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RELIEF REQUESTED: RUCO recommends the Commission adopt its rate design

as shown on Schedules TJC-6, pages 1-9 of RUCO Exhibit R-7.

CONCLUSION

RUCO recommends that the Commission reject the Company’s proposal to ratebase
discretionary fire flow projects. It would be bad public policy for the Commission to approve for
ratebase treatment expenditures that are discretionary. The Commission has not set fire flow
standards in the Town of Paradise Valley. Moreover, the Town is not impeded legally from
paying the costs of the discretionary improvements and the Town, not the Company, should
raise the funds necessary to pay for the improvements.

With regard to the gain on the sale of the plant located on Casa Blanca Drive, RUCO
recommends that the Company’s rate base be offset by the ratepayer’s portion of the gain.
RUCO further recommends that the annual distribution of the gain be recorded on the income
statement as a credit to operating expense. RUCO recommends the Commission adopt its
remaining recommendations to the following:

1) Rate case expense - $73,179;

2) Pension Expense, Normalized Payroll and Normalized Payroll Expense — Reject
the Company’s request to include expenses associated with arsenic recovery

which include the following;

a) Payroll —($41,603)
b) Payroll Tax —($4,295)
c) Pension expense -($2,205)
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3)

4)

5)

6)
7)

8)

Administration and  General Allocated Expenses - AlIP-$12,795,
Reorganization/Downsizing and non-incentive pay - $42,441, Ice - $161, Security
Renovations and Repairs - $127;

Property Taxes — adopt RUCQO’s net adjustment of ($44,561) ;

Working Capital — cash working capital ($61,432). Total working capital
($129,155);

Cost of Capital — cost of equity-10%, weighted average Cost of Capital 7.10%;
Income Tax Expense - $206,490;

PHFFU — ($7,825) in ratebase.

Finally, RUCO recommends the Commission adopt its three tiered inverted rate design.

RESPECTFULLY SUBMITTED this 5 day of May, 2006.

Daniel Pozefsky
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