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A.

Background and Qualifications

Please state your name and busiﬁess address.

My nanme is Larry D. Goodhue. My business address is: Pennichuck Corporation, 25
Manchester Street, Merrimack, New Hampshire 03054. |

What is your position with ﬂle Company?

[ am the Chief Financial Officer, Treasurer and Controller of Pittsfield Aqlieduct Comiaany,
Inc. ("Company" or “PAC”) and of its parent company, Pennicﬁuck Corporation (the
"Parent"). 1 joined the Company in December 2006, and served as the .Controller and Chief

Accountin.g Officer of the Company and the Parent from that time, until my promotion into

- my current role March 23, 2012. I am a licensed Certified Pubiic Accountant in the State of

New Hampshire; my license is currently in an inactive status.

Have you previously testified before this or amy other regulatory commission or

. governmental anthority?

Yes. I have submiited written testimony in the following dockets before the New Hampshire

Public Utilities Commission (“NHPUC” or “Commission™):.

_Financings

b=

A

Pennichuck East Utility ~ DW 13-017, DW 12-349 and DW 13-125

Please snmmarize your educational background.

Thave a Bachelor in Secisnce degree in Business Administration with a major in
Accounting from Merrirnack College in Morth .Andovsr,Massgachus@tts,

Please sumomarize your ?'E’Gfeégimlﬁi hackgroaad,

Prior to joining ih‘e‘ Company, [ was the Vice President of Finance and Administration and |

previously the Controller with METRObility Optical ‘Systems, Ine. from Septeraber 2000
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to June 2006. In my more recent role with METRObility, I was responsible for all
financial, accounting, treasury and adrhinistraﬁon functions for a manufacturer of optical
networking hardwai'e and software. Prior to joining METRObility, I held various senior
‘management and accounting positidns in several companies.

What are your responsibilities as Chief Financial Officer of the Company?

A.  As Chief Financial Officer of the Company I am responsible for the overall financial
management of the Company including financing, accounting, compﬁance, and budgeting.
My responsibilities include issuance and re@ayrﬁent of debt, as well as quarterly and-
annual ﬁnaﬁcial and regulatory reporting and cqmpliance.» I wqi’k with the Chief Executive
Officer and Chigf Operating Officer of the Compansl to determine the lo%zest cost
alternatives available to fund the capital reqﬁirements §f the Company, which result from

the Company’s annual éapital expenditure; and its cﬁrrent debt maturities.

Financial Overview

Q. What is the gmr;ﬁé% of your ésesti‘moaly?
I will addres‘s‘ the Company’s determination of its capital structure including debt financing
plans and the recent acquisitioh'of the Company’s Parent by the City of Nashua (the “City™)
on January 25, 2012 (the “merger transaction”), in accordance with DW 11;026, and fhe
i'zn?aot of that transaction upon the Company, which when all ‘iakeﬁ together, result in an
overall rate of return of 6.85%. I will also address the criticzﬁ importance 1o thevCompany of
recsiving adequate rate relief, in order fo maintain its financial integrity and fo ensure if an
oppoz’mnity to. Qonfcinﬁe to raise dsbt at reasonable costs aﬁd on accepta‘alé terms, while

continuing to properly suppott necessary operating costs, as addressed by Mr. Ware in his
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testimony, and support necessary capital expenditures, as addressed by Mr. Boisvert in his

testimony.

" Please comment on the Company’s need to file a rate request at this time.

The Company’s current request for rate relief is in response to complying with the terms of
pany p ptymg witl

the DW 11-026 Settlement Agréement (the “Settlement Agreement”).. Absent that

~ requirement, the Company would still be pursuing a request for rate relief at this time, based

upon a comﬁarison of actual revenues to the proposed new revenue requirement, as shown on
Schedule A. The revenue deficiency indicated on this schedule is $63,909, a 9.34% increase
bvei' the e;%isting revenue level,

Please explain the Company’s proposed capital structure.

As shov‘vn in Section 15, Schedule 2, the Company’s total pro forma capitalization as of
December 31, 2012, was appréximately $863,000, comprising intercorﬁpany ciebt of
approximately $828,000 and actual common equity of approxiﬁlatély $35,000 and yiéldiﬁg a

capital structure that is 96% debt and 4% equity. The common equity reflects the remaining

‘equity on the books of the Company prior to the merger transaction with the City, as it relates, .

to the common stock of the Company owned by Pennichuek Corporation as of December 31,

2011, and the retained earnings generated post-merger-transaction; giving consideration to the

glimination of the City acquisition amounis allocable to the Company in accordance with the
C@plniissioﬁ’s order in DW 11-026. DW' 11-026 required the elimination of the Municipal
Acquié;i‘iibﬁ i%eguiatory Asset (“MARA”) and the satned equity and paid in capital .on the
books of the comnpany és of January 25, 2012 (the date of the merger fransaction). |

What is the implication to the Company of a highly leveraged capital structure?
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The Company does not currently have any outstanding external third party long term debt. At

this point in time, its only long term debt is the intercompany debt discussed above. In order

to be eligible for external sources of long term debt, the Company would be held to a set of

standards. similar to those of other corporations of PAC’s size and type. Based on historical

. experience for the Company’s sister subsidiary, Pennichuck East Utility (“PEU”), which has

similar dynamics to the ‘Company_ in some respects, it is expected that the Company would be

heid to the minimum standards that PEU is held to for its existing external borrowings for
long-term debt. This is further supported by recent discussions held with one of PEU’s
éurren‘t creditors relating to the potential refinancing of PAC.’S existing intercompany note,
which will be discussed in more detail later in this testimony.

The standards for PAC would likely include a covenant that the Company’s debt level not
exceed 65% or more of total capitalization, on a GAAP (Generally Aécepted Accounting
Principles) repbrting basis. As of December 31, 2012, the Company’s debt/equity ratio is not
calculated on a GAAP basis, as the Company did not _have any outstanding external long term
debt. Had the existing intercompany note payable been treated as external debt, the
debt/equity ratio on a GAAP basis would have been 23.4%. PEU’s current lender conside}'s
the deb’cv level on a GAAP basis to include MARA as a component of GAAP basis equity, in
accordancs with the provisions of as noted in the Settlement Agreement. ‘Thus, one éotential
risk facing thé 'Companﬁf in ﬁnan{;ing its future operations is whether lenders will continue to
consider MARA as a component of equity when assessing the minimum requiréments related
to the Company’s debt/equity ratio, in qualifying the Company for debt needed to fund

operations and capital improvements.
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As reflected in the information included in the filing for DW 11-026, the Company’s debt

leverage is going to increase over time. Such future change in the Company’s leverage could

require the Company’s financing to'be more akin to municipal financing, which may employ

different metrics and possibly the need for different types of contingent bond or operating

reserves. Such mechanisms could impact the rate of interest to be charged on debt.

" Are there other factors that might influence the ability to obtain long term financing for

the Cdmpany? _

Yes. In the Company’s recent discussions with 'an existing lender to PEU concemiﬁg the
possible refinance of the exist.ing intercbmpany note payable to the Parent, '-the lender
expressed no interest in pfoviding refinancing for PAC due to its overall stand-alone credit
risk and the inher‘ent. volatility of operating inéonﬁe due to the Company’s small size, as
discussed further b’elovs}.

Are there other factors the Company should consider with related to potential external

debt obligations?

Yes. In addition to maintaining a debt level at or below 65% indtal .capitalization, on a

GAAP basis, the Company wonld most likely need to maintain a debt service coverage level
similar to that of PEU. At present, the existing long term debt.of PEU states that PEU must
maintain a debt service coverage level of at least 1.25. Tt is almost certain that PAC would be

held to a similar standard for this standard debt compliance covenant. As of December 31,

2012, there is no debt service coverage level for PAC because no external long tetm debi is

outstanding.

Would vou please disenss the overall rate of retnrn that the Company i renussting in
p g

this rate proceeding?

[9)
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Yes. Section 15, Schedule 1 summarizes the Company’s capital structure as well as the
proposed component costs for léng-term debt and common equity. The Company .is
requesting that the Commission authdrize the Company to earn ;n overall‘rate of return on
investment (ROI) of 6.85%. The 6.85% weighted average cost of capital comprises two
componehts: (1) 6.61% for the cost of intercompany debt (6.89% cost of debt times 95.98%
debt ratio) and (2) 0.24% for the return on éommon equity (5.90% cost of equity times 4.02%
equity ratio).

Does the overall rate of return result in a requested increase in the proposed revenues
for "PAC, and if so, will temporary ra‘;es be sought as a part oi‘ﬂais filing?

Yes, this rate of return does result in an increase in the proposed revenues in the amount of
$63,909 per year, an increase of 9.34% over the existing revenue levels. The issue of
temporary rates was specifically addressed in D_W 11-026, providing for the ixnplémentatiph

of such rates. Accordingly, the Company is requesting that the Commission approve a

temporary rate increase in the amount of $47,878, or 7%, as discussed in the testimony of Mr.

Ware.

What is the return on common @qﬁify that the Company is seeking in ﬁﬁs rate
proceeding?

The Company is seeking a return on/commoa squ‘iiy in accordance with the alloﬁved return on
common equity as defined in DW 11-026, which {5 specified to bs the average tate of return
on 30-year Treasury bonds for 2012, phus an incremsnial 3%. As of ’Desembér 31, 2012, the
average rate of return on 30-year "fi“rﬁasur-y bonés for 2012 was 2.90%, providing for an

allowed return on common equity of 5.90%.

[*)]

i
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Has the Company retained aﬁ outside expert witness for the return on (cost of) common
equity? |

No. The return on common equity formula, as discussed above, is compﬁted in accordance
with the agreed upon formula provided in DW 11-026. |

What is your opinion of the Company’s specific business risk profile in campai'ison with

the overall water utility industry?

There are a number of Company specific factors that need to be considered in é’valuating its

business risk profile relative to the entire water utility industry. The first factor is the

Company’s small size. Small size magnifies the impact of certain unavoidable fixed costs,

such as: state and local property taxes; and; property & casualty insurance. Another factor

A rﬁagnifying the Company’s business risk is its geographically small single state service

territory. Water companies that operate in multiple states across larger geographic areas are

generally considered to have less business risk as they are less reliant on a single regulator or

on the weather in a specific geography.

- Please explain {inancial risk and why that is important to the Company in mesting its

long-term obligations.
Financial risk reflects the assessment of the Company’s corporate financing policies and

practices iﬂclﬁding: liquidity (i.e., credit lines), and debt capitalization and the ability to raise

sufficient debt to finance necessary capital expenditures, in relation to the Company’s

operating and capital spending plans, More specifically, financial risk considers and seeks to

measure the Company’s ability to finance its capital additions program while meeting its debt

obligations on a timely and consistent basis. Ratings agencies such as Moody’s Investor

Service, Standard & Poors, and others have developed a number of key ratios (credit
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this testimony. This unfortunately did not allow us to restructure this existing debt to a lower

benchmarks) which quantify financial risk by business risk category. Other things being
equal, the higher the business risk the higher the credit benchmarks necessary to achieve an
overall favorable credit rating. Certain aspects of the components of the Company’s current
rate structure, as defined under the Settlement Agreement, helps to mitigate some of this
ﬁnancial risk, including the establishment of the CBFRR and the RSF , as defined létér in this
testimony. |

Doés the Company have a bond credit rating for its debi?

No. The Company d_oes not currer{tly havé a bond credit rating désignated for its debt, as a
stand-alone compaﬂy. However, the Company has recently completed discussions about the
potential refinancing of its existing intercompany notes payable with a banking institution,
and as a part of that proceés, the banking institution did an evaluation of the éredit worthiness
of PAC. This lender declined to offer réplacemént ﬁﬁancing for PAC, for these intercompany
notes, baséd upon the risk factors, and the business risk factors spoken about previously in
rate of interestj which would ﬁave brought "about a iowér overall rate of return for ih,e
customers of PAC. |

What factors snpport the Company’s ereditworthiness?

In discussieﬁs wi‘iﬁ potential lenders, ?AC»’sl credit risk rating does have certain favorable
éiemen’ts in existence, including: stability & predictability of th(; regulatory environment, cost
and investment rscovery (ability and timsliness), operational @fﬁsi‘enoy, scale of capital
program and asset condition, overall organization structure, and_.il‘is funding from of:erations
gomp‘arez‘% to its debtposition.

With respect io the Company’s creditworthiness, what challenges face the '%Comgaa*ﬁy?

059
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The Company faces several challenges, including: the Company’s capital additions program;

the need to properly maintain a program of ongoing infrastructure replacement; the need for ;

adequate rate relief to maintain financial ratios and_ service éxiSting‘ and new debt; and, the
small size of the Company.

What are the primary factors needed to maintain an acceptable credit profile?

Certain elements of the Cbmpa;ly’s current rate structure, as prox}ided for in DW 11-026, are
irhportarit in giving PAC access to 'necessary low cost .debt funding, ncedea to maintain its
operations withoﬁt any major disruptions, and to maintaih con;pliance with potential financial
covenants (as discussed earlier in this testirﬁony). Thése eiementé »includeb th’e. City Bond
Fixed Revenue Requirement (“CBFRR”), thé Rate Stabilization Fund (“RSF™), .'the inclusion
of the MARA as an element of GAAP basis equity, the prfcscribed formulaic approach to the
allowed return on common equity (as discussed above), and the cﬁri‘ent corporate governance
structure as delineated by Mr. Patenaude in his testimony.

What are the likely consequences should the Company’s credit profile deteriorate?
\

- Should the Company’s credit profile deteriorate, its cost of capital could rise considerably and

its access to capital at reasonable costs and terms could be severely curtailed.

Can you discuss the Company’s need for finaneing to gas;spéri capital expenditures for
the years 2013 through 2015, and some of the implications and challenges that surround

" obiaining that financing?

Yes, as was disclosed in the testimony in DW 11-026 the Company hds an ongoing need of

between $100-200 thousand annually for the necessary replacement of aging infrastructure
- and other necessary capital expenditures. The Parent does have a $10 million line of

 credit, which is available to provide short-term capital funding to its subsidiaries through

060
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intercompany advances, however, sources of long-term capital funding is needed at the »
Company level, in order to repay these short-term borrowings and/or provide for long-term
capital funding in lieu of using these short-term resources. The Coﬁapany is pursuing
various sources of potential funding for its capital expenditure needs for the years 2013
tﬁrough'2015, which result in ongoing discussions with a number of different lending
institutions and agencies, related to sources of fundiné necessary for capital expenditures.
With respect to certain qualified capital projects, monies are potentially available through
the State Revolving Fund as admiﬁistered by the New Hampshire Depaftment of
Environmental Services (“SR¥”), to finance certain qualifying projects at a 1;)w cost of
money for a period of 20-years. However, as many projects would not qualify for the SRF
money, this source of ﬁmding will only provide for the financing of a po;*tion of the overall
capital needs for the Company in the time périod‘ being discﬁssed. In fact, no PAC projects
have qualified to date, for SRF financing. Discussions are ongoing with lending
institutions, to provide funding for the 2013 through 2015 capital projects As a part of
these discussions, included is the possibility of accessing tax-exempt bond funding through .
either one or more institutions, giving consideration to: financial covenants; the term for
which the money ¢an be borrowed; and, the rate for which the money is available. It is the
intention of the Company to have acoess to low cost borrowed money to fund these
necessary capital improvements over a term that nearly approximates the undeﬂying‘ﬁws
of the financed éssets, allowing for a proper matching of'the cash fiow generated by the
depreciation expense from these asséts with the repayment of the principal for the debt

obligations.

10
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Can you explain what the CBFRR is and how the CBFRR for the Company was

calculated?

As discussed in Mr. Patenaude’s testimony, the rate makiﬁg structure utilized in the f;ling.that
was agréed to in the Settlement Agreement, provided for two component elements of the
Company’s revenue requirement: (1) a fixed portion of thé revenues which provides for the
Company’s pro rata share of the city’s acquisition debt obligation (dgsignated as the CBFRR);
and (2) the portion of the revenues which is based upon 'traditio;ml I'afemaking principles and

provides for coverage of operating expenses and an allowed rate of return on rate base (as

shown on Schedule 3). The CBFRR for the Company was caloulated based upon the

prescriéed formula, as defined in the Settlement Agreement. As foted in Mr. Patenaude’s
testimony, the CBFRR amount is based upon the pro-rata share of the city’s acquisition debt
obligation, which is based upon the PAC’s percentage share of the total obligation for theb
three regulated subsidiaries of the Parent; némely, Pennichuck Wéter Works, Inc. (“PWW?»),
Pennichuck Eas;c Utility, nc. (“PEU”) and PAC. The basis for this calculation Was. the
relative pro-rata equity balances f‘or the three regulated subsidiaries as of December 31, 2011,
a‘t’i;ibuting the equity balance of one non-regulated subsidiary »of the Parent (the Southwood
Cotporaticn, heteinafter referred to as “Southwood”) to the pﬁo—ra‘ra shére for PWW. As of

that date, the relative pro-rata squity balances were as follows:

Lonity E‘@aﬁaa&% at 12/31/11 " Pro-rain Bo zzzy Sharve
PWW & Scuthwood Equity 556,442,675 88. ',112%
PEU Equity » § 6,540,063 | O 1021%
PAC Equity B . 51066353 1.66%
Totals ~ 0 564049001 100.00%
11

062




- 10

11

12

13

N

St

16

17

18

19

The pro-rata equity shares are then applied to the total of the city’s acquisition debt obligation
of $150,570,000. This allocates the total debt obligatiori repayment between the three

regulated utilities as follows:

Pro-rata Kquity Silare Pro—rz_gta‘ Share of CBFRR
PWwW 88.12% ‘ v $132,688,434
PEU 1021% ' $ 15,374,727
PAC , 1.66% $_‘ 2,506,839
Totals 100.00% | $ 150,570,000

The Settlement Agrsemeﬁt further provided for the’establishment of the RSF, which will bg
discussed further below, as a component of the ‘total acquisition» debt, and therefore a
component of the CBFRR calculation as a deduction from PWW’s pro-rata sﬁare of the
CBFRR, priG? to caleulating the annual fixed revenue requirement in support of the CBFRR.
As suéh, the pro-rata share of CBFRR allocated to PWW is further calculated és follows:

Pro-rata Share of CBFRRA

PWW Share $ 132,688,434
Less: RSF funding ’ $_{5.000,000)
Net Total PWW Shars  $127.683.434

The annual fixed revenue requirement defined under the CBFRR is then caloulated by

calculating the annual payment based upon the Company’s pro-rata share of the CBFRR,

using the City’s true bond interest rate of 4.09% (as noted in M. Patenaude’s testimony) for
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the 30-year repayment term, which results in an annual paymt}nt amount for PAC of $146,559
per annum beginning as of January 25, 2012. |

Please discuss the Rate Stabilization Fund, how it wés established, how if is beiﬁg used,
and the feature§ of the fund that pertaixﬁ to PAC’s usage, versus the usage of tile fund by

the other two regulated utility companies (PWW and PEU)?

The Settlement Agreement provided for a $5,000,000 rate stabilization fund. This sum was -

funded out of the money received from the City as a part of the merger transaction, and was

used to establish a bank account for PWW. This account is maintained in compliance with

the Settlement Agreement, and is treated as a restricted cash account. . The fund was

established as a mechanism to allow the three regulated utilities to have access to the reserve

fiund, which would be utilized to subsidize the pro-rata share of CBFRR revenues if those

_revenues fell below the CBFRR requirement, as shown below.
As it pertains to PAC, the thal.aHowed revenue. level was established in DW 10-090 as

- $732,581 per annum. If the actual revenues for PAC fall below this total allowed revenue

level, PAC has the ability to access the reserve funds in the RSF via intercompany advémcesj
from PWW, as described by Mr. Patenaude in his testimony. The ability to repay these
advances by PAC to PWW, as currently allowed for in the rate structure of PAC, is solely
dependent npon PAC’s ability to produce Qperating income in excess of allowed lovels. As
mentioned in Mr. Patenaude’s t@s‘xiﬁlon}/,,a mechadism needs to be established for PAC,
similar té the mechanism icui'renﬂy in ia,s@ for P’W W, so that revenues earned in @X@@éS of the
CBFER or below the CBFRR are subject to the establishment of a deferred credit (fof

excesses) or deferred debit (for deficits) to be collected or refunded in rates, amortized over a

‘three-year period. This will provide the finding needed to insure repayment of infercompany

13
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advances with PWW for usage of the RSF, from PAC. The usage of funds from the RSF by
PAC, or payment of funds into the RSF by PAC, is based on actual monthly revenues at the
end of each month, based on 1/12 of the fixed percentage of annual revenues attributed to the

CBFRR, as follows:

14
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Annual Monthly

PAC CBFRR Amount : $ 146,559 $12,213.25
PAC Allowed Revenue Requirement $732,581

CBFRR Revenue Requirement % No®! 20.0058%

Note 1: This CBFRR Revenue Requirement % will be recaleulated upon the issuance of a new Allowed Revenue _

*Requirement pursuant to this rate filing. This newly caleulated CBFRR Revenue Reéquirement % will be used for the

caleulation of excess/deficient actual revenues compared to the CBFRR Amount for years Ieading up to the next rate filing

process for the Company.

To the extent that 20.0058% of éctual revenues exceed $146,559 per annum, the excess
revenuss from this caloulation are uséd to fepay funds previously borrowed from the RSF, via
ﬁltergompaﬁy advances ﬁ*om PWW. To the extént that 20.0058% of monthly actual revenues
are below $146,559 per annum, the deficient amox%nt is advanced to PAC via intel';:dmpany

loans from PWW, as moneys transferred out of the RSF, in order to allow PAC to meet its

- portion of the obligation for funding of the monthly note payment to the City under the

- CBFRR. For the year ended December 31, 2012, PAC borrowed $4,996 from PWW,

accessing the RSK for the actual revenue shortfall versus the CBFRR revshug requirement for

the year then ended. As discussed earlier, there is no mechanism cuirently in place to

~ establish a deforred debit for this sum, enabling PAC to collect the money nesded to repay

this obligation to PWW out of PAC’s currently allowed water rates.
Can you discuss how the actual acquisition cost of $150,570,000 differed from the
ésﬁma’ted acquisition cost of $152,099,885, per the Seitlement Ag?é@mmﬁ, and what the

major differences were in those recognized lower costs?

066



10
11
12
13
14
15
16
17
18
19
20
21

22

Yes, the major components of the estimated acquisition costs versus the actual acquisition

costs realized are summarized as follows:

Estimated Costs Actual Cosis

Merger consideration paid under the agreement $137,793,398 $138,413,923
Bond issuance costs and fees ' 1,800,000 _ 996,460
Transaction qosts and fees 5,286,875 3,859,505
Severance costs ‘ 2,219,612' ) : ;2,300,1 13
Establishment of the RSF | 5,000,000 | - 5‘,000,006
Total acquisitién costs $152,099,885 $150,570,000

Per the Seﬁismeﬁ Agreement, there was anticipation that approximately $1.7 million in
savings would be derived by taking the Parent Corporation from 2 publicly-traded
company o a pfi’vaiely owned a?zd closely-held corporation owned by the City. Were
those savings realized?

Yes, that level of savings Waé realized. In“ fact, the actual savings realized was approximately

$1.87 million. These savings were realized at the Parent company level, and as such, a pro-

- rata share of those savings (pursuant to the 2006 Cost Allocation Agreerﬁent) were realized at

PAC, with the balance of the savings being realized in the other subsidiary companies of the
Parent. If the merger transaction had not been consummated, these savings would not have
been realized and the result would be a request for required revenues of $832,570 (a 21.73%

increase over current water rates), as opposed to our current request for required revenues of

$747,878 (a 9.34% increase over current water rates).

16
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Why didn’% the savings derived from the merger transaction discussed in the preceding
section, result in a decrease in the proposed required revenues for PAC?

These savings were offset byAincreases in certain operating costs, between the 2009 pro forma
test year (which. was thé basis of the cost savings analysis included -in the seftlement
agreement) and thé cu'rrent pro forma test year of 2012. The table below illustrates the major
items included in the increase of expenses between these two poin.ts in time, as well as the
equivalent 2010 level of exﬁenses for these major item (consistent with manner of Mr, Ware’s
testimony, and the overall expenses shown on the 'qomparative operating income statements

included on Schedule 1):

17
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Difference

2009 2012 2012vs.2009 2010

State and local property taxes

PWW $2,842,739  $3,425,687 $ 582,948  $2,775,635

PEU 543,505 842,830 © 299,325 652,297

PAC 80,397 99,882 19,485 60,787 -
Pension costs 948,133 1,559,184 611,051 894,529
Health insurance costs 1,122,036 1,441,356 319,320 1,187,966
Property and casuaity insurance

PWW 339,994 545,283 205,289 364,051

PEU . 38,763 93,927 55,164 40,502

PAC 48.180 47,431 (749) 51,400
Total $5,963,747 $8‘,05"5.580 5 2.001.833  $6.027.167

The increase in state and local property taxes is the result of a number of factors, including:
additions to net plant in service between 2009 and 2012; changes in the aéseséed values of the
underlying property in the communities where the property resides; and, 'changsé in the
valuation methodology utﬁizsd by both the state and the local taxing authorities.

The increase in pension costs is primarily ativibuted 1o a decrease in the discount tate for the
underlying ben'eﬁ: obligations, due to Ath@ depressed interest rates in the bond market since
2009.

The increase in health insurauce costs is the vesult of premium increases experienced for thoss

benefits, relative to the insured employee base.
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The increase in propeﬁy and‘cas'ualty insurance premiums is the result of claims exposure and
a genéral tightening in the reinsurance market, resulting in the current underlying premiums
for the coverage’s needed to properly protect the assets of the Company.

As shown above, some of these cost increases were realized at the corresponding subsidiary

company level, while the remaining cost increases for pension and health insurance were

allocable pu‘rsuant to the 2006 Cost Allocation: Agreement, and thus, oniy & pro-rata share of -

-these cost increases were allocated to PAC, with the balance of the increases being realized in

the other subsidiary companies of the Parent.

Would you ;ﬂgase explain the term “test year”?

The test year (which is the caléndar year 2012, for this rate case) is the period for which the

Company’s costs ate examined to determine if they are reasonable and establish a level of

- water rates that will enable the Company to earn a reasonable return on its investment, and

properly allow the Company to meets its obligations under the Settlement Agreement related

to the CBFRR. Consistent with Commission practice, certain of the Company’s financial

documents have been adjusted or pro formed, to reflect annualization or normalization of

known changes in conditions occurring during the test year and the twelve months thereafter.

Pro-Forma Adinstments

;} .

Pleass explain the pro forma adjusiments reflected on Schedule A,

Schedule A reflects the pro forma adjustments to consolidated rate base as notated on

Schedule 3 and all of the associated attactiment and exhibit schedules. It also includss the pro
forma adjustments to adjusted operating net income as notated on Schedule 1, as it relates to
the CBFRR revenue requircmnent discussed earlier in this testimony, and. the notated

N

adjustments to operating expenses as described in detail in the attachments to Schedule 1,
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Certain elements of the notated adjﬁstments included in Schedule 1 and Schedule 3 will be
discussed further in this testimony, or in fhe testimony of Mr. Walje.. As an exhibit to Mr.
Patenaude’s testimony he provides information which shows the impact on fequired revenues
had the merger t'ransactidle with the City not occurred, and the savings related to the publicly-
traded company discuésed above, not been realized.

Please discuss the nature and impact of certain adjustments notated on Schedule 1,

please.

i

Yes. The adjustment of $146,559 denoted on Attachment A as the Water Sales Pro Forina,
relates to the CBFRR revenues discussed in detail earlier in this testimony. The pro forma for
Insurance costs notated on ‘Attachment C, page 1, and Exhibit 1, reflects the estimated cost

increase for this expense for the twelve month period following the test year based on the

_ current level of premiums for the 2013 policy yeér. Similarly, the pro forma for Pension -

Expense no‘tated on Attachment C, page 2, relates to the anﬁcipated increase in this expense
for the twelve-month period folloﬁving the test year, based upon aciuarially derived estimates,
and impacted by kth‘e current discount rates discussed earlier in this testimony. The pro forma
for Property Taxes notated on Attachraent D is an estirﬁate of -fhe increase in state and local
property taxes for the twelve month period féllowing the test year; the actual costs related to

these taxes will be known and measurable in the November/December timeframe of 2013,

“The pro forma for the amortization of the MARA on Attachment F relates to the elimination

of the amortization of that underlying asset over the 30-year life of the asset, in compliance
with the Secttlement Agreement; as the asset has been pro formed out of the rate base (as
notated on Schedule 3), and therefore the associated amortization needs to be eliminated for

rate making purposes. Attachment G pro forms the tax impact of all of the other pro forma
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071



10

11

2

13

14~

15
- 16
17
18
19
20

21
22

‘ A}

adjustments notated on Attachments A thru F, such that the net impact of the aggregated pro’

forma adjustments, on net operating income, is properly reflected on an after-tax basis. All
other pro forma adjustments (as they pertain to Schedulét—-l) are not specifically discussed in
this testimony, or that of Mr. Ware, as they are self-explanatory in their disclosure and

description, as included on the Attachment schedules.

_ Please discuss the nature and impact of certain adjustments notated on Schedule 3.

The adjustment of $l;063,241 on Attachment A relates to the climination of the equity related
assets that pertain to the CBFRR revenues, in pompliance with .the Settlement Agreement.
Accordingly, a fixed component of the revenues is aﬁowed for in the allowed revenues,. aﬁd as
such, the rate base that is fassociated with that portion of the revenues needs to be eliminated
before the révenue requiremént can be calculated on the remainder of the rate base versus the
adjusted net operating income, in determining the. new revenue requirement. Also, iﬁ
compliance with the Settlement Agreement, the MARA is eliminated from thg deferred assets
of the company, as notated on Attachment B, as the related equity has been eliminated on
Schedule 2, and the CBERR inciudes thg tevenue related to the funding of the MARA. All
other pro forma adjustments (as they pertain to Schedule 3) are not speciﬁcélly discussed in
this testimony, or that of M. Wére, as they are self—explanatéry in their disclosure and

description, as included on the Attachment schedules.

Does this complete your direct testimony?

- Yes.
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