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IN THE MATTER OF THE APPLICATION OF | Docket No. W-02113A-07-0551
CHAPARRAL CITY WATER COMPANY,
INC., AN ARIZONA CORPORATION, FOR A
DETERMINATION OF THE FAIR VALUE OF
ITS UTILITY PLANT AND PROPERTY AND
FOR INCREASES IN ITS RATES AND
CHARGES FOR UTILITY SERVICE BASED
THEREON.

EXCEPTIONS OF THE RESIDENTIAL UTILITY CONSUMER OFFICE
The Residential Utility Consumer Office (“RUCO”) makes the following Exceptions to
the Recommended Opinion and Order (“ROQ”) on Chaparral City Water Company’s
(“Chaparral” or “Company”) application for a rate increase.
1. The Commission should allow rate base treatment of no more than 35%

of the additional Central Arizona Project (“ CAP”) allocation because the
remainder is not used and useful.

The Company paid $1.28 million for an additional allocation of water from the CAP.
The Staff and the Company recommended 100% rate base treatment. RUCO disagreed
because the additional allocation is not entirely used and useful to current ratepayers and

was procured, in part, to satisfy the needs of future development.
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The ROO concludes that the acquisition of the additional CAP allocation was prudent.
RUCO does not take issue with this conclusion. The issue is not whether the decision to buy
the additional allocation was prudent, but who should pay for it and when. RUCO disputes
that 100% of the additional allocation is used and useful to current ratepayers to meet current
water demands, but agrees that 35% of the additional allocation could serve as a drought
buffer. RUCO is not proposing that the Company be barred recovery of the costs for the
remaining 65% of additional allocation. RUCO recommends the Company recover the cost
when the remaining 65% of the CAP allocation becomes used and useful.

The ROO suggests that such an approach would discourage the Company from
making prudent decisions if it was not allowed to recover the entire cost of the investment.
Again, RUCO is not suggesting the Company be barred from recovering its costs. RUCO
understands that the Commission may be persuaded by the policy arguments. RUCO is also
sensitive to the issue that the Company should be encouraged to take advantage of
opportunities to obtain water resources when they become available. Accordingly, even
though the additional CAP allocation is not needed to meet the needs of the Company’s
current ratepayers, RUCO has agreed to allow 35% of the additional CAP allocation into rate
base as a drought buffer. In light of the Company’s admissions regarding limited growth, and
the negative growth indicated by the Company’s most recent Arizona Department of Water
Resources (*ADWR”) report, RUCO’s position is fair and reasonable. RUCO'’s
recommendation is also fair because it balances the risk. Ratepayers should not bear all the
risk of future growth based on what the Company believed at the time was a prudent

investment.




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

There are many facts on this record that support RUCO’s argument. Mr. Hanford
testified that the Company’s future water demand for 2010 and 2016 based on the
Company’s 2007 ADWR Annual report. Mr. Hanford estimated that the population of
Fountain Hills would grow by 1,997 in 2010 to approximately 27,388,* which would result in
an additional 978 accounts.? Mr. Hanford further estimated that the additional demand in
2010 would be an additional 351 acre-feet.® In 2016, he estimated the population of Fountain
Hills would grow by 3,452 to approximately 28,843, which would result in an additional 1,692
accounts.” Based on the Company’s estimate of the average acre-feet/account/year of .359,
® Mr. Hanford estimated that the additional demand in 2016 would be 607 acre-feet.” Mr.

Hanford’s calculations can be summarized as follows:

2010 2016

1. Current Population: 25,391

2. Number of Residential Accounts: 12,416

3. Number People/ Account: (1+2=3) 2.04

4. Anticipated Population: 27,388 28,843
5. Minus current population 25,391 25,391
6. Increased Growth Anticipated: (4-5=6) 1,997 3,452
7. Divided by No/Account 2.04 2.04
8. Equal no. of new Accounts (6+7=8) 978 1,692
9. Multiply Avg. ac/ft/yr .359 .359
10. Additional ac/ft/yr (8x9=10) 351ac/ftlyr 607ac/ft/yr®

By Mr. Hanford’s calculations, the Company will have a need for 18.17% of the

additional CAP allocation by 2010 and 31.43% by 2016. In light of Mr. Hanford’s testimony,

1 T:80-82, 11.23-17.
% |d. Mr. Hanford estimated the number of people per account by dividing his estimates of the current
Eopulation of Fountain Hills by the number of existing accounts. 25,391+12,416=2.045.
T: 83, 1.17-23.
*T:83-84, Il 23-17
5
Id.
°T: 74
"T:83-84, Il. 23-17
®1d.
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RUCOQO’s agreement to provide for the immediate rate base treatment for 35% of the
additional CAP allocation is reasonable.

The comments of Mayor Jay Schlum and the Company’s 2008 ADWR report filed on
March 31, 2009 further support RUCQO'’s position. During the public comment, Fountain Hills’
Mayor, Jay Schlum, spoke strongly against the rate hike stating that the rate increase as
proposed would have an adverse effect on the community.® He stated that the Town of
Fountain Hills had issued zero single-family home permits in the current fiscal year.’® Mayor
Schlum’s view of future growth is born out in the Company’s 2008 ADWR Annual Report.**
The 2008 Annual Report reflects a reduction in residential ratepayers. The number of
residential ratepayers decreased from 12,416 as reported in the Company’s 2007 Annual
Report to 12,363 as reported in its 2008 Annual ADWR Report. Mayor Schlum’s statements
contradict the Company’s estimates of future growth and demand and further demonstrate
the reasonableness of RUCO recommendation. Based on the foregoing RUCO recommends
the changes set forth in Exhibit A, Amendment 1.

The ROO concludes that the additional CAP allocation is not for future use. The
record indicates otherwise. Given that no more than 35% of the allocation is used and useful
as a drought buffer for current ratepayers, than the remaining allocation has to be for future
use. Moreover, Ellman Company, a/k/a the Fountain Hills Investment Company, LLC
purchased approximately 1300 acres of land from the State Land Department (“Ellman or
“Ellman Property”).”> Ellman contemplates development of 1,350 residential units on an

unspecified future date. To do so, Ellman must secure a Designation of Assured Water

° T:89

10

1 Attached hereto as Exhibit F.

2 See Payment Extension Agreement between State Land Department and Fountain Hills Investment
Company, LLC dated April 1, 2009 and attached hereto as Exhibit G.
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Supply (“Designation”) from Chaparral. In Docket W-0211A-0178, the Company seeks
expansion of its CC&N to include the Ellman Property and proposed development. In its
Order Preliminary, Decision No. 68238, the Commission conditioned its approval of the
CC&N extension on Staff's recommendation that the Company procure additional water
sources. Based on the Order Preliminary, the additional CAP water is necessary to provide
an expansion of the CC&N and the Designation. Because no more than 35% of the
additional CAP allocation is for useful to current ratepayers, the remaining 65% is for future
development, i.e. the Ellman Property. Accordingly, the Commission should deny rate base
treatment for 65% of the additional allocation until it is used and useful. Current ratepayers
should not have to bear the risk of the future development of the Ellman Property. Based on
the foregoing, RUCO recommends the following changes set forth in Exhibit 2, Amendment
B.

The ROO states that RUCO’s position on the CAP allocation is that:

“The additional CAP allocation should not be put in rate base at all, because

doing so would allow the Company to expand its service area as requested in

Decision No. 68238 (October 25, 2005) for the benefit of the State Land

Department or a developer at the expense of current ratepayer.”

The wording of the ROO accurately paraphrases part of RUCO’s brief, but the
characterization might leave one with the mistaken impression that RUCO opposes the
development of land purchased from the State Land Department or that RUCO is opposed to
expansion of the Company’s CC&N. RUCO did not intend to convey such an impression.
RUCO takes no position on the propriety of the expansion of the Company’'s CC&N or the
development of State Trust land. RUCO'’s concern is limited to issue of who should pay for

the cost associated with providing the water necessary for future development of lands
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purchased from the State Land Trust. RUCO opposes cross-generation subsidization, which
would require current ratepayers to pay the cost of the additional CAP allocation if the water
is intended for the benefit of future ratepayers. By permitting rate base treatment of 100% of
the additional CAP allocation as land and land rights in a non-depreciable account, the ROO
would disallow amortization expense, but permit the Company to recover one-half of the
annual water service capital charge and provide a return on rate base in perpetuity.”* RUCO
requests that the Commission clarify that RUCO has not opposed the expansion of the
Company’s service area or development of land purchased from State Trust. Based on the
foregoing, RUCO recommends the changes set forth in Amendment 3 in Exhibit C.
2. Although the Commission should allow the shareholders to
reimbursement its attorneys’ fees and costs associated with the

FHSD settlement, the remainder of the proceeds should be allocated
to ratepayers.

Fountain Hills Sanitation District (“FHSD”) contaminated Chaparral Wells 8 and 9.
The Company sued FHSD and FHSD paid the Company $1.52 million in settlement. The
issue here is the distribution of the settlement proceeds. The ROO recommends the
shareholders share 50% of the recovery of the FHSD settlement proceeds. For the following
reasons, RUCO objects to the ROQO’s proposed treatment of the FHSD proceeds.

Marvin Milsap, a certified public accountant and Staff's expert witness, testified that
the compensation for Wells 8 and 9 is not a gain on sale in which both ratepayers and
shareholders should share.** He correctly pointed out that the assets are fully depreciated
and therefore, the shareholders already recovered the full cost of their investment through

depreciation expense and received a full return on their investment.”> He testified that the

1 T:338
" Exhibit S-2 at 5-6, 11-15.
> T:416-417, Exhibit S-2, Milsap Direct Testimony at 13. See also, R-10 MEM DR 7.3.
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shareholders were entitled to no more under the law and RUCO’s witness, Tim Coley
concurred.*®

Pursuant to Bluefield Water Works & Improvement Co. v. Public Service Commission

of West Virginia and Federal Power Commission v. Hope Natural Gas Company, a public

utility that is efficiently and economically managed is entitled to recover the cost of its
investment and a reasonable return thereon. *” In this case, the Company has received the
full return of its investment through depreciation expense. Although Robert N. Hanford, the
Company’s witness, may have testified inconsistently on the issue,*® in his response to the
Staff Data Request MEM 7.3, Mr. Hanford admitted unequivocally:

...both wells were constructed over 36 years ago and have been fully

depreciated and have no impact on rate base in the instant case.™®

Moreover, the Company acknowledged that it has been receiving a return on its
investment in Wells 8 and 9 for more than a 30-year depreciation period.?> Mr. Hanford
admitted that both wells are fully depreciated; the Company has received its return on and of
the investment.?* Mr. Hanford admitted that the $1.52 million dollars was compensation for
the cost to replace the amount Well 9 would have produced over the remainder of its useful
life.?

It would be contrary to the law and unfair to ratepayers to permit the shareholders to

continue to recover on an investment for which they have been fully compensated. The

8 T: 255-278, Exhibit R-8, Coley Surrebuttal Testimony at 19.

'7 Bluefield Water Works & Improvement Co. v. Public Service Commission of West Virginia, 262 U.S.
679(1923) and Federal Power Commission v. Hope Natural Gas Company 320 U.S. 391(1944)

® T:105, 1.3-13

T 255-278, 416-417, Exhibit S-2 at 13. See also, Exhibit R-10 MEM DR 7.3.

20" T: 106, Exhibit R-10 MEM 7.3.

2L T:97,11.11-25, T: 106, Exhibit A-2 Hanford’s Rebuttal Testimony, p. 4, Il. 19-23.

22 T:100, Exhibit A-1, Hanford's Direct Testimony, p. 10, Il. 11-13, Exhibit S-2, Millsap’s Direct
Testimony, p. 13, T: 416-417.
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Company claims that consistent with the Decision No. 66849, involving Arizona Water
Company’s Eastern Group, the Commission should split the recovery 50/50.* RUCO and
the Staff disagree with the Company. In Decision No. 66849, there was no evidence that the
contaminated wells were fully depreciated as they have been in this case.?* In Decision No.
66849, the Commission noted the settlement included the drilling of replacement wells
assuring that ratepayers would be provided with the benefit of future quantities of water for a
number of years.?® In this case, Chaparral ratepayers did not receive replacement wells or
an assurance of the benefit of future quantities of water.?® Indeed, Chaparral’s ratepayers will
have to pay for replacement water.?” Given these differences, it is only fair that Chaparral’s
ratepayers receive the full benefit of the settlement minus the $30,000 necessary to
reimburse the Company for its attorneys’ fees and costs incurred in prosecuted the matter.
Based on the foregoing RUCO recommends the changes set forth in Amendment 4 in Exhibit

D.

3. The Commission should not compel ratepayers pay for the
shareholders’ appeal.

The ROO grants the Company $100,000 in compensation for attorney’s fees and
costs for both the appellate and remand proceedings. RUCO respectfully disagrees with any

award of fees as compensation for the appellate court action Chaparral City Water v. ACC, et

al., Case No. CC-CA 05-0002 because it would undermine good public policy and is patently

2 T: 30, Exhibit A-9, ACC Decision No. 66849.
Exhibit A-9.

Id. at 34, Il. 23-28

% T.275-276.

27 d.

NN
(S
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unfair to ratepayers. The pursuit of the appeal was discretionary. The Company’s goal on
appeal as it continues to be in the Company’s second appeal, to force the Commission to
apply the weighted average costs of capital to the Fair Value Rate Base. The Company’s
goal is to increase shareholder returns. This goal is contrary to ratepayers’ interests.
Ratepayers already pay the litigation expense associated with Staff and RUCO’s defense of
these multiple appeals. Ratepayers should not also have to pay for the Company’s pursuit of
greater shareholder returns. RUCO objects to rate case expense associated with appeal
actions when the sole function of the action was the pursuit of additional returns for
shareholders.

The Company purports to have spent $500,000 to pursue the appeal and remand.
The Company sought the appeal on multiple grounds. The cumulative intent of the litigation
was to achieve a greater rate of return for shareholders. The Court of Appeals denied relief
on all grounds and did not issue a final judgment based on a full adjudication on the merits.
Instead, the Court remanded the matter to the Commission for redetermination of the fair
value rate of return. After remand proceedings concluded, the Company’s shareholders
derived an additional $12,000 in required revenue.

Permitting utilities to recover its rate case expense for an appeal intended solely to
benefit shareholders leaves utilities with the expectation that they can pursue any lawsuit
with no worry of the costs associated therewith because captive ratepayers will pick up the
tab. A policy which compensates utilities for the pursuit of shareholder lawsuits, encourages
a lack of restraint and undermines the appropriate cost benefit analysis of the risks and
benefits of litigation. The fact that the Company spent $500,000 to recover an additional

$12,000 in required revenue could not be clearer proof of RUCO’s concerns. RUCO believes
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that, consistent with good public policy, the Company should pay the costs for its business
decision to pursue an appeal for its shareholders and its request for rate case expense
associated with the appeal should be denied.

Last, the Company did not recover an award of attorneys’ fees and costs on appeal.
RUCO submits that if the Company was unable to recover attorneys’ fees and costs from the
Court of Appeals, it should not be allowed to do so as rate case expense. Based on the
foregoing RUCO recommends that the Order be modified to reduce the $100,000 for the
amount the Commission feels is attributable to the appellate action. RUCO’s recommended

changes are set forth in Amendment 5, Exhibit E attached hereto.

RESPECTFULLY SUBMITTED this 2" day of October, 2009

Michelle L. Wood
Counsel

AN ORIGINAL AND THIRTEEN COPIES
of the foregoing filed this 2" day
of October 2009 with:

Docket Control

Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007
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Ernestine Gamble
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Exhibit A
RUCO’'s Amendment No. 1

Delete page 16, lines 11-16 and insert the following:

RUCO argues that to reach the Staff’s projection, CCWC would have to establish
334 new accounts per year from 2007 through 2012. In fact, the Company’s
2007 and 2008 annual ADWR reports demonstrate that the Company is not
meeting its expected growth and demand estimates and is actually experiencing
negative growth. Given the foregoing, we do not agree with Staff that the 50% of
the CAP allegation would be used and useful by 2012.

Delete page 17, line 10-20 and insert the following:

The application process for the available additional CAP allocations was a
competitive one that considered the applicants’ needs under the Third
Management Plan. Of fifty-three applicants seeking a portion of the 65,647 acre-
feet of CAP water available for reallocation, only twenty-six applicants were
considered in the first round, and CCWC was one of twenty who were
subsequently given the opportunity to purchase an additional CAP allocation.
Based on the factual record in this case, we agree that CCWC acted prudently
under the circumstances in purchasing the $1.28 million additional CAP
allocation.

Although the expenditure was prudent, the additional CAP allocation is not used
and useful to current ratepayers. The evidence demonstrates that by the most
favorable estimates, the Company may need 18% to 31% of the water by year
2016. The Company’s estimates are undermined by their most recent annual
ADWR reports that reflect negative growth. Although we agree with Staff that the
additional CAP allocation may serve as a drought buffer, we do not agree that
50% of the allocation will be used and useful by 2012 or that 100% of the
allocation is needed as a drought buffer.

The Company is not meeting its expected growth and demand. The Company
has experienced negative growth between 2007 and 2008 as evidenced by its
ADWR annual reports. Accordingly, we agree with RUCO that 35% of the
additional CAP allocation may be included in rate base as a drought buffer and
classified as a plant-in-service component of Land and Land Rights, not subject
to amortization. The Company may defer 65% of the CAP M & | charges subject
to the requirements and conditions set forth herein.

Make all conforming changes.

12
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Exhibit B
RUCO’'s Amendment No. 2

Delete the language on page 13, line 18 through page 14, line 6 and insert:

In Docket No. W-02113A-05-0178, the Company seeks to expand its CC&N to
include 1,350 residential units purchased by the Ellman Company, a/k/a the
Fountain Hills Investment Company from the State Land Trust. In its Order
Preliminary, Commission adopted Staff's recommendation and conditioned
approval on the Company’s procurement of additional water sources. To the
extent that the additional CAP allocation is for future development, it should not
be provided rate base treatment until it is used and useful. Although current
ratepayers do not need the additional CAP allocation to meet current water
demands, an argument could be made that some portion of the additional
allocation could be useful as a drought buffer. For the reasons more fully set
forth below, we agree with RUCO that 35% of the additional CAP allocation may
be included in rate base as a drought buffer and classified as a plant-in-service
component of Land and Land Rights, not subject to amortization. The Company
may defer 65% of the CAP M & | charges subject to the requirements and
conditions set forth herein.

Make all conforming changes.

13
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Exhibit C
RUCO’'s Amendment No. 3

Add the following language to page 13, line 2:

RUCO argues that the Order Preliminary indicated that the Company had
sufficient source and storage capacity to serve up to 18,000 customers and is
concerned that current ratepayers will bear the full cost of the additional CAP
allocation “while the true beneficiaries, the subdivision developer and/or the
State, receive the benefit.” RUCO takes no position on the propriety of the
CC&N expansion or the development of State Land. While additional water may
be necessary to provide a Designation of Assured Water Supply (“Designation”)
to develop the State Land, RUCO disagrees that the expense of doing so should
fall on the shoulders of current ratepayers. If the extension is for the benefit of
the State Land Department to achieve a higher sales price on the land, all
taxpayers will benefit and therefore all taxpayers, not just Chaparral’s ratepayers,
should bear the cost. If the purpose of the Designation is to benefit an individual
subdivision developer to develop the land, the costs should fall upon the
developer. If the Commission adopts the position suggested by Staff and the
Company, Chaparral’'s ratepayers will bear the full cost and risk of future
development while the true beneficiaries pay nothing and receive the full benefit.

14
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Exhibit D
RUCO’'s Amendment No. 4

Delete paragraph beginning at page 9, line 2 and ending at page 10, line 5 and
insert the following:

As RUCO points out and the Company admits Wells 8 and 9 are fully
depreciated. The Company and its shareholders have received the full return of
and on their investment in Wells 8 and 9 and are entitled to no more. Under
these facts permitting the shareholders to share in the proceeds of the settlement
would amount to an impermissible windfall. We are cognizant that the Company
spent $30,000 in attorneys’ fees and costs in pursuing the resolution with the
FHSD. Although the Company indicated it would be willing to waive its right to
compensation of fees, we hereby grant $30,000 of the proceeds to the Company
in compensation for reimbursement of the attorneys” fees and costs incurred in
pursuing the matter on behalf of ratepayers and allocate the remaining
settlement proceeds to the ratepayers.

Make all conforming changes.
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