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STATE OF NEW HAMPSHIRE
BEFORE THE
PUBLIC UTILITIES COMMISSION
City Of Nashua: Petition For Valuation Pursuant To RSA 38:9
Docket No. DW04-048
REPLY TESTIMONY OF
GEORGE E. SANSOUCY AND GLENN C. WALKER
Please state your names, business addresses and positions.
My name is George E. Sansoucy, P.E. My business address is 279 Main Street,
Lancaster, New Hampshire 03584. | am a consultant and my firm George E. Sansoucy,
P.E., LLC has been engaged by the City of Nashua (hereinafter “Nashua” or “City”) to

advise it on matters concerning the City’s proceeding to acquire the water utility assets of

Pennichuck Water Works, Inc. (“PWW?”).

A My name is Glenn C. Walker. My business address is 32 Nimble Hill Road, Newington,

New Hampshire 03801. | am employed by George E. Sansoucy, P.E., LLC as a
consultant specializing in the appraisal of special purpose utility and electric generating
facilities for governmental agencies and institutional clients throughout the country.

Q. Have you previously submitted testimony in this proceeding?
Yes, on January 12, 2006. Mr. Sansoucy also submitted testimony on November 22,
2004.

Q. What is the purpose of your testimony today?
The purpose of our testimony is to provide the Commission with a reply testimony
relating to the prefiled testimony, reports, and exhibits filed with the Commission by

employees and experts for PIWW and Staff. We understand that, under the procedural
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schedule, Nashua’s reply testimony to respond to Staff’s April 13, 2006 testimony is not
due until July 20, 2006. However, we believe that Staff’s testimony unfairly criticized
Nashua’s petition by adopting many of the Company’s arguments without conducting or
presenting its own, independent analysis. We further believe that Staff misunderstood
Nashua’s proposal and either ignored or failed to consider the benefits that the
establishment of a municipally owned system would bring to the public interest as well as
key commitments Nashua made in order to alleviate impacts to the public interest.

Our reply testimony encompasses the fair market value of the PWW system, the
public interest, and the expected rate path under Nashua’s ownership.
How was your testimony organized?
Our testimony includes an introduction in Section I that provides a brief summary of the
reply testimony and exhibits being presented to the Commission. In Section I, we
provide a critique of the valuation testimony set forth by experts for PWW. In Section 111
we provide testimony on how the public interest is served by the City’s acquisition of the

PWW system and critique the rate path set forth by witnesses of PWW.

Section | - Introduction

Q.

Please summarize your valuation testimony.

A. The valuation methodology proposed by PWW has two primary erroneous and
unsupported assumptions. These include the assumption that the fair market value of the
PWW system will be influenced by “not-for-profit public” entities which enjoy synergies

and savings not available to the typical buyer. This assumption results in the experts for
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PWW estimating the “investment value” to a particular buyer versus the appropriate fair
market value as required by law in the State of New Hampshire.

Secondly, the valuation set forth by PWW assumes earnings growth that is
inconsistent with both historic levels and reasonable estimates of the future growth that
the PWW system is likely to experience. If the experts for PWW had used the
appropriate assumptions and estimated fair market value instead of the “investment
value,” their conclusion would have been equal to or below the estimate of fair market
value set forth in our January 12, 2006 testimony.

Please summarize why it is in the public interest for the City to acquire the PWW
system.

A. The acquisition of the PWW system by Nashua is the only way that there will be
a true regionalization of the Merrimack River valley due to the inability of Pennichuck to
work cooperatively with the other municipally owed systems that surround the PWW
system. In addition Nashua will be a better steward of the watershed that is a critical
source of raw water for both PWW and southern New Hampshire. The allegation by both
Pennichuck and Staff that Nashua will not treat the satellites and their customers fairly is
inconsistent with the City’s position and not supported by any objective evidence.
Finally, Nashua will provide equal or better service at a lower the cost through operating
efficiencies and lower capital requirements. The City’ lower cost of operation will
produce lower rates for the customers receiving service from PWW than could be

expected under continued PWW ownership.

Section Il - Overview of Valuation Issues
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What valuation issues do you address in your reply testimony?

We are providing testimony on those valuation issues that result in the greatest impact to
the value estimates set forth by the experts for PWW and included the adoption of
erroneous or unsupported assumptions and result in inflated values and flawed

conclusions. These issues are summarized as follows:

e The experts for PWW made an unsupported and erroneous assumption in developing
its value of the PWW system by hypothesizing the artificial influence on fair market
value of “not-for-profit public entities” in the population of hypothetical buyers. This
assumption results in an estimate of value which is overstated and reflects
“investment value” of the system to a particular buyer or group of buyers and not the

fair market value estimate required by the law in the State of New Hampshire.

e The experts for PWW erroneously inflated the value of the PWW system by
assuming that the earnings growth rate would be the same as the growth in customers.
This assumption is both unsupported by any evidence and inconsistent with past

earnings growth.

e The experts for PWW have erroneously calculated economic obsolescence and
inflated the value of the PWW system by using an unsupported capitalization rate
which is developed by using the influence of a “not-for-profit public” entity and an

erroneous and unsupported growth rate.

e The experts for PWW erroneously employed a discount rate that concludes to
“investment value” versus fair market value as required by the law in the State of

New Hampshire.
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e The experts for PWW used the wrong assumptions in replacing the system by
assuming a “brownfield” construction approach which artificially inflates the cost

new of the PWW system.

e The experts for PWW failed to recognize bonafide offers to purchase the PWW assets

shortly before the valuation date and other transactions in the marketplace.

What is the result of theses erroneous and unsupported assumptions made by the
experts for PWW?

The result of these erroneous and unsupported assumptions resulting in an estimate of
value that exceeds fair market value by approximately $160 million, which is
demonstrated in our exhibits attached to this testimony.

The first issue you mentioned is the erroneous and unsupported use by the experts
for PWW of the influence that a group of “not-for-profit public entities have on the
value of the system. Explain what you mean by this?

Generally speaking, when one develops an estimate of fair market value, which is the
appropriate value estimate for this proceeding, the appraiser analyzes the realm of
possible buyers in the marketplace and the estimated price these buyers would pay for the
property. Naturally, within the universe of potential buyers each will have different
synergies with the subject property that result in a buyer or group of buyers being able to
pay more than the typical buyer or a buyer that does not have these synergies. The ability
of this buyer or group of potential buyers to pay more for the subject property is not a
function of the assets being acquired, but the synergies that they possess with respect to

those assets. The resulting price that the buyer(s) could pay is not fair market value, but
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is instead “investment value” to the purchaser(s) as the premium or discount paid is not
transferable with the property to another buyer that does not share these synergies.

By assuming the synergies of a “not-for-profit public” entity that include a lower
cost of capital and ability to avoid certain income and property taxes, the experts for
PWW have developed an “investment value” that uses the synergistic features of these
“not-for-profit public” entities to artificially inflate the value of the PWW system. The
result is an estimate of “investment value” and not fair market value as the premium is
not available to all buyers, but only a select handful of buyers who cannot transfer these
synergies to another buyer.

The experts for PWW provide no support or evidence that the buyer will be a
“not-for-profit public” entity or that such an entity would influence the fair market value
of the PWW system. The only evidence given to support the claim that the “not-for-
profit public” entity would influence price is a reference to the American Water Works
Association website indicating the historic ownership of water systems. This website
provides no evidence relative to how “not-for-profit public” entities buy and sell water
systems or that when these entities do so, pay any more than for profit purchasers.

In addition, the assumption by the experts for PWW that the population of
hypothetical buyers would include “not-for-profit public” entities is contrary to the
potential purchasers identified by Pennichuck Corporation’s (“Pennichuck”) financial
advisor, SG Barr Devlin (“SGBD”) which was retained to provide strategic options to sell
the company and seek purchasers for Pennichuck of which the PWW system represents
the largest asset group. In presenting its recommendations to Pennichuck, SGBD

identified groups and individual purchasers that could acquire the PWW assets. A
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summary of the entities identified by SGBD is found in GES Exhibit 11. None of the
acquiring entities identified by SGBD are “not-for-profit public” entities. SGBD did,
however, identify that Pennichuck could acquire entities considered to be “not-for-profit
public” entities.

Presumably, SGBD did not identify any “not-for-profit public” entities as it either
believed these entities were not “typical” purchasers or that their participation in the
acquisition would have no influence on prices in the marketplace. Surely, if SGBD
considered these “not-for-profit public” entities to be the typical buyers, or likely buyers
that would influence the price, they would have identified them to Pennichuck.

You mentioned SGBD was retained to seek purchasers for Pennichuck. Did any
entities offer to purchase Pennichuck and the PWW system?

Yes

Where any of these entities “not-for-profit public” entities?

No

Can you explain the offers that were made for the purchase of Pennichuck?

Yes. InJanuary 2002, SGBD issued a Confidential Offering Memorandum to qualified
bidders for the purchase of Pennichuck which solicited non-binding indications of
interest, and depending on the interest Pennichuck received, it would invite a select group
of interested parties to participate in due diligence and submit binding proposals.

On February 22, 2002, four non-binding offers were made to SGBD for the
purchase of Pennichuck. The offers ranged from (CONFIDENTIAL) million for the
purchase of Pennichuck and are summarized in GES Exhibit 12. None of these entities

was a “not-for-profit public” entity.
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In the middle of April 2002, four binding offers from three for-profit entities were
received for the purchase of Pennichuck and ranged from (CONFIDENTIAL) and are
summarized in GES Exhibit 12 Philadelphia Suburban Corp. (“PSC”) was the high
bidder at $106 million.

Did Pennichuck pursue a sale to PSC?

Yes.

In your opinion, why did Pennichuck select the PSC offer?

The PSC offer represented a price greater than the other offers.

Assuming that a “not-for-profit public” entity had wanted to purchase Pennichuck
during this process, what would it have had to do to be the successful bidder?

The “not-for-profit public” entity would have had to make an offer that was more
attractive than that made by PSC.

Does this mean that it would have had to pay what it could afford to pay?

No, just enough to out bid the next highest bidder?

Does the National Association of Water Companies offer a publication on their
website entitled “Valuing a Water Utility” by David L. Hayward?

Yes. This publication provides guidelines for the valuation of water systems?

Does this book address “not-for-profit public” entities and the influence they may
have on fair market value?

The book does not suggest that “not-for-profit public” entities will influence fair market
value when they participate in the purchase of a water system.

Does this publication support your opinion that fair market value is not influenced

by the existence of “not-for-profit public” entities in the marketplace?
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Yes.

Have you ever represented “not-for-profit public” entities in the purchase of assets?
Yes

Do these entities typically pay what they can afford to pay, or fair market value?

In our experience, “not-for-profit public” entities approach the purchase of assets, like the
PWW system, from the perspective of paying fair market value based upon prices in the
market and not the value based upon what they could afford to pay. For example, our
firm was recently retained to prepare a valuation of a fossil fuel generation facility by a
municipal client in preparation of a bid to purchase. The group indicated that in
developing our income capitalization approach we were to use a for-profit entity’s cost of
capital as it did not want to influence the price that it paid for this asset.

How do these offers to purchase all of Pennichuck compare to the value estimate
used by its experts in this proceeding for the PWW system?

The value estimate used by the experts for PWW for the PWW system is approximately
2.5 times the highest binding bid received for all of Pennichuck.

Has there been a significant change in the assets of the PWW system that would
justify this difference?

No

Has there been a significant change in the cash flow of the PWW system that would
justify this difference?

No

Are these offers to purchase similar to your estimate of value for the PWW system?



10

11

12

13

14

15

16

17

18

19

20

21

22

23

#x* REDACTED COPY ***

A.

Yes. Our estimate of value for the system is $85 million and is consistent with the
binding offers to purchase Pennichuck that range from $86 to $106 million.
Can you explain why the experts for Pennichuck in this proceeding have a value
estimate that is 2.5 times the range of offers to purchase the whole company?
A Yes. The value presented by the experts for PWW uses the wrong standard of
value which is “investment value” as influenced by its assumption that the hypothetical
buyer’s ability to pay will translate into value. By assuming that ability to pay equals fair
market value, the experts for PWW have overestimated the fair market value of the PWW
system, which is reflected by the binding offers to purchase all of Pennichuck, and
estimated the value of the PWW system as influenced or enhanced by the synergies
available to only “not-for-profit public” entities.
The second issue you identify is the growth rate assumed by the experts for PWW.
Could you explain why this growth rate is flawed?
Yes. The experts for PWW assume a growth rate of 2% in both the asset accumulation
and income capitalization approaches to value. This growth rate appears to be based on
customer growth and not earning or cash flow growth which is necessary for the
adjustment of a capitalization rate. In fact, a review of documents in the data room
revealed that there were no meaningful support for the estimates of earnings or cash flow
growth provided to any of the experts for PIWW. GES Exhibit 13.

In fact, a presentation to Pennichuck by SGBD identified that (CONFIDENTIAL)
GES Exhibit 14. This statement is consistent with our analysis that demonstrates no
earnings growth in the PWW system, absent capital additions.

Can you give us an example of why customer growth is not earnings growth?

10
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A.

The PWW system experienced a 7.83% increase in customers between year end 1999 and
year end 2004. However, net operating income declined by 10.09% demonstrating that
there is little correlation between customer growth and earnings growth. These
calculations are shown in GES Exhibit 15.

How do regulated utilities such as PWW typically experience earnings growth?
Regulated utilities such as PWW typically experience growth in earnings through capital
expenditures and rate increases allowed by regulator agencies to account for these capital
additions.

What would happen if the earnings of PWW were increased at 2% per year, absent
additional capital expenditures?

If the earnings of PWW were increased at 2% without capital expenditures, it would soon
be over-earning on its allowed rate of return and the rates would be adjusted to account
for this excess earning.

The third issue you identify in your testimony is the erroneous calculation of
economic obsolescence by the experts for PWW. Could you explain what you mean
by this?

The experts for PWW calculate the economic obsolescence based on an erroneous rate of
return for the assets and an erroneous and unsupported growth rate for earnings which
result in an inflated value estimate in the asset accumulation approach. The experts for
PWW assume that the buyer paying fair market value will have a 5% cost of capital
based on the synergies of a “not-for-profit public” entity. As discussed previously, this is
an erroneous and unsupported assumption that results in an “investment value” versus the

required fair market value.

11
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Q.

What is the impact on the asset accumulation approach offered by the experts for
PWW if you use the required rate of return for a typical buyer?

The percentage of economic obsolescence would increase from 47% to 68% and result in
a value estimate of $160 million.

Can you explain how you arrived at these figures?

Yes. Exhibits 14 through 17 of the Report prepared by Willamette Management
Associates’ (“Willamette”) entitled Valuation of the Pennichuck Water Works, Inc.
Operating Assets as of December 31, 2004 set forth the calculation of economic
obsolescence. These Exhibits have been revised to reflect the appropriate rate of return
for a typical buyer of the PWW system using the rate of return sought by PWW in
Docket No. DW04-056 of 8.68%. These revised exhibits are included in this testimony
as GES Exhibit 16.

Did you also adjust the figures for the erroneous and unsupported growth rate?
Yes. In addition to correcting for the inappropriate rate of return, an adjustment was also
made for the unsupported 2% growth rate assumed by the experts for PWW. This
resulted in economic obsolescence of 83% and a concluded value of $89 million.

Did you provide the calculation used to arrive at the 83% economic obsolescence
and $89 million figure?

Yes. The calculations used to arrive at these figures are included at GES Exhibit 17.
Does the income approach used by the experts for PWW suffer from the same
erroneous and unsupported assumptions with respect to the rate of return and
expected growth rates?

Yes.

12
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Can you explain the result of corrections just for the appropriate rate of return?
The income approach developed by the experts for PWW would change from
approximately $240 million to $90 million using the rate of return sought by PWW in
Docket No. 04-056. The calculations used in arriving at the $90 million are included as
GES Exhibit 18, which is a revised version of Exhibit 21 in the Willamette Report.

Can you explain the result of correcting for both the rate of return and growth rate?
Corrections for both the rate of return and growth rate result in a $68 million estimate
using the income approach. This calculation is found in GES Exhibit 19.

What method, or methods, of value did the experts for PWW conclude provide the
best estimate of value for the PWW system?

In developing its final value estimate, or “correlation” of value, the Willamette Report
weights the asset accumulation approach 60% and the income approach 40%.

Using the same weighting, what would be the estimated fair market value of the
PWW system using the 8.68% rate of return and appropriate growth rate?

The fair market value would be $81 million as of December 31, 2004. This calculation is
shown in GES Exhibit 20.

How does this figure compare to your estimate of value?

Our estimate of value was $85 million which is approximately 5% higher than the fair
market value estimate using the correct assumptions with respect to rate of return and
growth of earnings.

How does this $81 million relate to the binding offers to purchase all of Pennichuck?

13
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A.

The $81 million estimate of fair market value for the PWW system is consistent with the
binding offers to purchase all of Pennichuck that ranged from $86 to $106 million less
than two years before the date of value.

Do you agree with all of the adjustments that were made to the cash flows in the
Willamette Report used in the asset accumulation and income capitalization
approaches?

No. We disagree with the removal of ad valorem property taxes from the operation
expenses resulting in higher Earnings Before Interest and Taxes (EBIT) and cash flows.
These higher cash flows then translate into lower economic obsolescence in the asset

accumulation method and a higher value in the income capitalization approach.

What would be the result of correcting for the assumption that a purchaser of the
PWW system would avoid certain property taxes?

The adjustments would result in a value estimate of $71 million and $46 million in the
asset accumulation and income capitalization approaches, respectively, and a reconciled
value of $61 million for the PWW system. These calculations are found in GES Exhibits
21 and 22.

Are there other areas of valuation in which you disagree with the experts for PWW?
Yes. As stated previously, we found that using the “brownfield” construction approach is
inappropriate and that failing to use the sales comparison or offers to purchase
Pennichuck results in a value estimate that is less reliable.

Could you please explain why it is inappropriate to use the “brownfield”

construction approach in the asset accumulation approach?

14
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A.

Yes. The term “brownfield” construction used in our testimony refers to replacing or
reproducing the systems as of the valuation date assuming that one would have to incur
the cost of digging up the roads and working around various pieces of infrastructure as
opposed to the cost actually incurred when the system was built under “greenfield”
conditions. The “brownfield” construction method is rarely utilized in a valuation of
utility property, and when it is done so, creates a mismatch between the cost actually
incurred to build this utility infrastructure and the replacement cost developed in the
appraisal. Therefore, the additional cost of construction that results from the
“brownfield” construction approach would be offset and eliminated through economic
obsolescence due to the fact that the system’s rates could not support the higher costs.
Do the recalculations of economic obsolescence you provided as exhibits to this
testimony demonstrate that an inflated cost new will ultimately be adjusted to
account from the earnings limitations?

Yes. The exhibits demonstrate that the earnings potential of a system will adjust for any
inflated cost figures since the system will not be able to earn a fair rate of return on the
inflated costs.

How does not using the sales comparison approach or offers to purchase the PWW
system lessen the creditability of the value estimate?

By choosing to ignore the prices paid for similar systems, or the binding offers to
purchase all of Pennichuck, the experts for PWW have failed to recognize the prices that
a prudent purchaser such as PSC, Aquarion, and United Water would pay for the PWW
assets which is at or around $80 million as demonstrated by the simple revisions to the

Exhibits from the Willamette Report.

15
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Q. Do eliminating the artificial influence of “not-for-profit public” entities on fair
market value and applying the appropriate growth rate to the exhibits from the
Willamette Report result in a reasonable estimate of fair market value for the
PWW system?

A Yes.

Q. Are the adjustments supported by other sales in the marketplace, the binding offers
to purchase PWW and your estimate of fair market value?

A Yes.

Section 111 — Reply Testimony on Public Interest Standards

Q. Could you provide a summary of the reply testimony you are offering with respect
to how the acquisition of the PWW system by the City is in the public interest?

A. Yes. Our testimony will address how the testimony offered by PWW and Staff is flawed

with respect to whether the City’s purchase of the PWW system is in the public interest.
Our conclusions are as follows:

A. The acquisition of the PWW system by the City is the only way that there will be
a regional water system in the Merrimack River valley and continued ownership
of this system by PWW will impair a successful regionalization of the various
water systems in southern New Hampshire.

B. The testimony offered by PWW indicates that it has been a prudent steward of
the watershed. However, our reply testimony will demonstrate how, under PWW
ownership, watershed protection has been lost and that if the City is not allowed
to acquire these assets, future acts by PWW, or its parent Pennichuck, will result

in continued degradation of this resource.

16
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C. The testimony offered by PWW indicates that a purchase by the City of the
PWW system will impact the ability of Pennichuck to continue to purchase
troubled water systems due to the lack of economies of scale or subsidies. The
elimination of Pennichuck (including PEU and PAC) as a purchaser for those
systems will only be a problem if the existing rate payers of PWW contributed
substantially to subsidize to the acquisitions, in which case Pennichuck was
being provided with an unfair advantage over other purchasers or operators of
those systems. This type of subsidy is anti-competitive and does not promote
efficient use of resources which would occur in a fair and competitive
marketplace.

D. The testimony offered by PWW alleges that services to customers outside of the
City would suffer under City ownership of the PWW system. This assumption is
unsupported, inconsistent with the City’s stated intents, contrary to the law and
the City’s own Water Ordinance, which require the City to provide equivalent
service at just rates out side its municipal borders.

E. The testimony offered by PWW indicates that absent the PWW system,
Pennichuck will not be a viable entity and suffer severe financial hardship. This
assumption is based on Pennichuck failing to mitigate this financial hardship,
ignores the realm of possible options available to Pennichuck, and presents only
options that result in Pennichuck’s demise.

F. Giving it the benefit of the doubt, PWW and Staff have “misunderstood”

Nashua’s plan for customer service.

17
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G. PWW has misstated its cost of operation in an attempt to compare them with
those of Veolia

H. Rates under Nashua’s ownership will be considerably lower than under
continued PWW ownership. PWW’s rate path testimony is based on

unsupported and flawed assumptions.

REGIONALIZATION

What are the benefits that are gained from regional planning with respect to the
region’s water resources?

The regional approach provides for better resource protection by looking at the supply of
and demand for water resources in regards to all of the stakeholders in the region. This
approach will provide a cooperative approach to utilization of these resources as opposed
to competition for the resources.

In your opinion would the City’s ownership of the PWW system promote a regional
water system?

Yes. The City and/or the Merrimack Valley Regional Water District (MVRWD)
ownership of PWW would be the first step in bringing together the water systems in the
Merrimack Valley. The overwhelming majority of the water systems in southern New
Hampshire are owned by towns and cities with whom Nashua could join or partner with,
through inter-governmental agreements, to advance regionalization. As municipalities,
these towns and cities would have greater planning capabilities and access to cheaper
capital. PWW as an investor owned utility cannot partner with the other towns and cities

in the same way as Nashua, nor can it get any of the benefits available to municipalities.
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GES Exhibit 23 is a 2004 map prepared by the Nashua Regional Planning Commission in
2004 that shows the water system in southern New Hampshire which include the Towns
of Milford, Wilton, Merrimack, Derry, Hudson, Goffstown, Hooksett, and the City of
Manchester. This map demonstrates how Pennichuck is not a regional water utility and
that due to its location in a region of municipal and district systems, it will be impossible
for Pennichuck to become a regional utility.

Beyond the core system of PWW, Pennichuck’s other systems constitute a series
of isolated facilities that consist of small community systems or service to a single user.
These water systems are nothing more than a hodgepodge of facilities borne out of
various purchases, and subsidized by the PWW system. Pennichuck will never become a
regional water utility because it will never be in a position to purchase or merge with the
Cities of Manchester, Concord, Laconia, or any of the municipal systems mentioned
previously.

The true impediment to the development of regional water cooperation is having
the patchwork of Pennichuck systems interspersed among the municipal and district
systems surrounding the southern/central part of New Hampshire as shown in GES
Exhibit 23.

While Pennichuck and apparently Staff argue that the City is not the best vehicle
for regionalization, and point to opposition by the Towns of Milford and Merrimack to
support this argument, they fail to recognize the support of towns such as Amherst,
Bedford, and other communities that have participated in the creation of the MVRWD.

PWW and Staff have also failed to note the passage of legislation by the State of

New Hampshire encouraging the creation of regional water districts. The NH Legislature
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has concluded that the creation of regional water districts among NH municipalities, such

as MVRWHD, is in the public interest, notwithstanding the criticisms of PWW and Staff

Do you agree with the testimony offered by PWW and Staff that municipalities have
no incentive to invest in water systems outside of its boundaries?

No. We do not think regionalization in southern New Hampshire will be accomplished
b