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PROCEEDINGS

CHAIRMAN GETZ: Good morning, everyone.
We"re resuming the hearing in docket DW 04-048,
and today we have scheduled the testimony and
cross-examination of Mr. Reilly and Riethmiller.
Is there anything to address before we hear from
the witnesses? Okay, hearing nothing, then if we
could proceed.

MR. CONNER: Do you want to do
appearances?

CHAIRMAN GETZ: Let"s take appearances.
Thank you for the reminder.

MR. UPTON: Good morning. 1"m Rob
Upton, 1"m here on behalf of the city of Nashua.

CHAIRMAN GETZ: Good morning.

MS. REINEMANN: Maria Reinemann on
behalft of the town of Milford. Good morning.

MR. BOUTIN: Ed Boutin on behalf of the
town of Merrimack.

CHAIRMAN GETZ: Good morning.

MR. MULLEN: Good morning. Dan Mullen
on behalf of Anheuser-Busch.

CHAIRMAN GETZ: Good morning.
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MR. TRAUM: Good morning, representing
the Office of Consumer Advocate, Ken Traum.

CHAIRMAN GETZ: Good morning.

MS. THUNBERG: Good morning, Marcia
Thunberg on behalf of staff.

CHAIRMAN GETZ: Good morning.

MR. CAMERINO: Good morning,
commissioners. Steve Camerino and Sarah Knowlton
from the McLean law firm, and Joe Conner from
Baker Donelson as well. And with us today in the
back of the room will be Mr. Ware, the president
of Pennichuck Water Works, and a little later
Mr. Patterson, the chief financial officer of
Pennichuck Corporation.

CHAIRMAN GETZ: Good morning. Can we
proceed with direct examination?

MR. CONNER: Yes, sir. Good morning,
Mr. Chairman, commissioners. Can we swear the
witnesses, please.

(Robert Reilly, Richard Riethmiller,

sworn)

DIRECT EXAMINATION

BY MR. CONNER:
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Q. Gentlemen, could you each please
introduce yourselves, and then I1*11 ask you about
your testimony.

A (By Mr. Reilly) My name is Robert
Reilly, R-E-1-L-L-Y.

A (By Mr. Riethmiller) My name is
Richard Riethmiller, R-1-E-T-H-M-I1-L-L-E-R.

Q. Mr. Reilly, 1711 direct your attention
to your direct testimony that"s been filed in this
case on January 12, 2006. It"s been marked trial
Exhibit 3007, 3007A, and then 3007X, that"s the
confidential section, as well as your reply
testimony that is dated May 22, 2006, trial
Exhibit 3017, and 3017A.

Then your limited update testimony,
Mr. Reilly, which was filed on November 14, 2006,
which is trial Exhibit 3021, 3021A, that is your
update valuation of $273,400,000, and 3021B is
your further critique of the Sansoucy and Walker
report, and 3021X, which is the confidential
section.

Can you confirm that"s your testimony

that"s been filed In this case?
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A (By Mr. Reilly) Yes, it is.

Q- Do you have any changes or revisions to
make to that testimony?

A (By Mr. Reilly) No, 1 do not.

Q- Do you adopt that testimony as your
testimony today?

A (By Mr. Reilly) Yes, I do.

Q. Mr. Riethmiller, same questions, not as
much testimony. On January 12th, 2006 you filed
direct testimony, trial Exhibit 3008, 3008A. Then
on May 22, 2006 you filed reply testimony, which
is trial Exhibit 3018, is that correct?

Al (By Mr. Riethmiller) That"s correct.

Q- Do you have any changes or revisions to
make to that testimony?

A (By Mr. Riethmiller) 1 do not.

Q. Do you adopt that testimony as your
testimony today?

Al (By Mr. Reilly) 1 do.

MR. CONNER: Mr. Chairman, at this time
1°d also like to go ahead -- 1 think we may have
done this, but 1 want to make sure we have for the

record -- Mr. Harold Walker also participated in
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the cost approach under Mr. Reilly and

Mr. Riethmiller®s supervision, and there®s been
agreement for no cross-examination for Mr. Walker,
he"s with Gannet Fleming, he did the reproduction
cost new component of the cost approach, and his
direct testimony is being introduced as -- by
agreement as Exhibit 3009 and Exhibit 3009A.

We also have a real estate appraisal
that was done on all the raw land owned by
Pennichuck, as well as cross-country easements,
and that was -- testimony is being submitted
through Russ Thebeault, and that is the January
12, 2006 testimony, trial Exhibit 3011, and then
there are several attachments, 3011A through H,
and that is also being submitted by agreement, and
Mr. Upton has agreed that no cross-examination is
necessary.

CHAIRMAN GETZ: So then we would be
taking them off the schedule for September 18th?

MR. CONNER: Yes, sir, we will. With
that, 1 have no further questions.

CHAIRMAN GETZ: Thank you. Before we

turn to the cross, let"s make sure we have a
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meeting of the minds on the order of
cross-examination.

MR. CONNER: 1°m going to leave that to
Mr. Camerino.

CHAIRMAN GETZ: The easy part, 1 guess,
is intervenors opposing the petition and then
intervenors with no position on the petition.

MR. UPTON: 1 think it"s just the
opposite. 1 think it"s intervenors -- 1"m sorry,
maybe you said it right and 1 don"t -- let"s do
it -- can you do it again for me?

CHAIRMAN GETZ: Okay. From both
schedules that 1°ve seen, intervenors opposing
petition would go first.

MR. UPTON: Right. 1"m sorry, 1 did
misunderstand you.

CHAIRMAN GETZ: Then with intervenors
with no position on the petition, which 1 think
comes down to the consumer advocate. And then do
we go to commission staff at that point, or —- I™"m
assuming city of Nashua would like to go last.

MR. UPTON: Yes.

CHAIRMAN GETZ: Which seems a
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reasonable course.

MR. CONNER: 1 think Mr. Boutin has
some cross. I"m not sure where that falls.

CHAIRMAN GETZ: Unless there®s any real
objection, I think I would return to what had been
set out as an order of cross, that it would be
intervenors opposing petition, intervenors with no
position, commission staff, intervenors supporting
the petition, and then the city of Nashua would
have the last opportunity to cross.

MR. CONNER: That"s fine.

CHAIRMAN GETZ: We"re all agreed? So
let"s proceed. Then we will start, Mr. Boutin, do
you have questions for the panel?

MR. BOUTIN: Yes, 1 do. Good morning,
Mr. Chairman, members of the commission.

CROSS-EXAMINATION

BY MR. BOUTIN:

Q- Mr. Reilly and Riethmiller, is it?
A (By Mr. Riethmiller) Riethmiller.
Q. I haven"t met either of you before

today, so forgive me if I ask some questions that

may confuse you. 1711 try to be as concise as 1
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can.

Mr. Reilly, you recognize this volume
as the Uniform Standards of Professional Appraisal
Practice and Advisory Opinions?

A (By Mr. Reilly) Yes, | do.

Q. And would this be effective July 1,
2006, a current publication?

A (By Mr. Reilly) Yes, that is current
through the end of 2007.

MR. CONNER: Mr. Chairman, 1 think his
microphone -- Robert, | think your microphone
needs to be pulled closer to you.

MR. UPTON: That would be very helpful,
if you could. He has a soft voice.

MR. CAMERINO: It needs to be pretty
close to you.

MR. BOUTIN: Yeah, it needs to be very
close. Everybody was watching the Red Sox at
midnight.

BY MR. BOUTIN:
Q- Now, this publication is put out by the
Appraisal Foundation, is it not?

Al (By Mr. Reilly) That"s correct.
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Q. Have you in the past been affiliated
with the publishers of this publication?

A (By Mr. Reilly) Yes, for about a dozen
years, which I think is the maximum term I can
have, I served as a member of the issues resource
panel, or called IRP, of the Appraisal Foundation.

Q- And what did you do in that capacity?

A (By Mr. Reilly) The -- each year the
Appraisal Standards Board updates USPAP, and they
usually do that in the middle to end of the year.
This is actually the first edition that came out
midyear; typically the previous editions were
effective on January 1st.

So by typically the middle to early
fall of each year the appraisal standards board
would issue a draft of next year"s USPAP to the
members of the issues resource panel. We would
review the draft and then meet with the Appraisal
Standards Board in DC and comment on in.

In other words, we were asked to review
the annual changes to USPAP and comment as to
whether they were reasonable, whether they actually

represented the current consensus of appraisal
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practice and appraisal procedures, whether
appraisers could actually live with, practically
implement, the next year®s changes in USPAP, and we
effectively negotiated with the Appraisal Standards
Board on behalf of the appraisal community before
the Appraisal Standards Board finalized USPAP and
issued it towards the end of the year to be
effective for January 1st the following year.

Q. So the federal government is involved
in this process, is that right?

A (By Mr. Reilly) Yes. The Appraisal
Foundation is authorized by Congress, funded by
Congress, and reports to Congress.

Q- Now, 1 understand that this process
emanated from the savings and loans scandals in
the late "80s and early "90s, am | correct?

A (By Mr. Reilly) Yes, in fact was
initiated by the FIRREA Act in the late 1980s.

Q. Now, these standards form the
professional and ethical obligation of appraisers,
is that correct?

Al (By Mr. Reilly) Yes.

Q- So that a party who is called upon to
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appraise or value an asset iIs subject to these

rules?
A (By Mr. Reilly) Yes, that"s correct.
Q. Now, with regard to these rules --
strike that. 1°m going to direct your attention

to a couple of pages here.

MR. BOUTIN: 1If we could go to the
EImo. Let"s see if we can blow that up a little
bit. Right there is fine. Let me just get my
cheat sheet here.

Q. I"m going to go to line 218. The First
three sections -- these are the ethical rules --
apply to all appraisal practice and all four
sections apply to appraisal practice performed
under standards 1 through 10.

This means -- this is pertinent to the
answer you just gave, that if you®"re going to
perform a value, then you must conform to the
standards, is that correct?

A (By Mr. Reilly) Yes, that"s correct.

Q. And line 216 says to promote and
preserve the public trust inherent in professional

appraisal practice and appraisers must observe the
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highest standards of professional ethics.

Now, is the reason for that tied to the
reliability of the information that the appraiser
is given?

A (By Mr. Reilly) In part. There"s
actually two components of the ethics rule. One is
the reliability of the information that the
appraiser uses, but also the ethics rule is really
focused on the reliability of the appraisal.

Why USPAP has an ethics rule is so
users, readers of appraisal reports, parties who
rely upon appraisal reports such as this commission
or a buyer or a seller or a financing institution,
knows that the appraisal report is reliable because
the appraiser prepared that appraisal report under
ethical standards; there was no bias, there was no
intention to deceive, there was no advocacy for a
certain party or position.

Q- Now, as part of that process, | noted
that one of the things that happens in an
appraisal report is that you must disclose
extraordinary assumptions?

Al (By Mr. Reilly) Yes.
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Q. What are extraordinary assumptions?

A (By Mr. Reilly) Well, extraordinary
assumptions, actually the appraisal definition is
pretty much like the English definition. An
assumption is a hypothetical situation that doesn"t
actually exist as of right now, and extraordinary
just means out of the ordinary.

So an extraordinary assumption would be
an assumption about a condition or an event that is
out of the ordinary, and obviously if that
extraordinary assumption is not correct then the
appraisal conclusion would not be correct.

Q. So that if in conducting an appraisal
there were gaps iIn information or known
unreliability of the base information, would one
make an extraordinary assumption in order to
overcome that and arrive at a conclusion?

A (By Mr. Reilly) To tell you the truth,
I don"t think you could overcome that problem with
an extraordinary assumption, because in an
extraordinary assumption you have to -- you can
know that the condition -- you can make an

assumption about a future condition, but -- and you
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may not know that it"s right, but if you know that
it"s wrong, you can"t use an extraordinary
assumption.

In other words, I can assume that the
next person who walks through that door in the back
of the courtroom is going to be six foot tall,
that"s my extraordinary assumption, but I can"t
assume 1"m six foot tall because, in fact, 1'm only
about five foot tall.

So you can"t assume away something you
know is wrong, and if you know that you have gaps
in the data that you®re relying upon, 1 don"t think
you can avoid that just by making an extraordinary
assumption.

Q. When you take an appraisal assignment
as an appraiser subject to these rules, are you
able ethically to enter that assignment with some
preconceived notion of what the appraisal will
show?

A (By Mr. Reilly) No. |If you are an
appraiser acting as an appraiser, performing an
appraisal, then you have to be unbiased, you have

to be -- have no advocacy, no preconceived notion,
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you have to be objective. The actual word USPAP
uses is objective, objectivity. You can"t go into
an assignment and have a subjective conclusion in
mind, and at the same time be objective.

Q- Does the -- if, in fact, there"s
evidence of a preconceived idea of what the
appraisal will be, does that go to the issue of
reliability?

Al (By Mr. Reilly) Well, it does, and, in
fact, if you go back through the history, that
really is one of the very foundations why the
Appraisal Foundation was established by Congress
and why the Appraisal Foundation was required by
the FIRREA law to create USPAP is that the
government does not want appraisers to say hire me
and I will guarantee you a hundred dollar value, or
I agree I will only get paid if I can give you a
hundred dollar value. That"s exactly what the
government doesn”"t want to have happen.

Q. Now, if one were to enter in a contract
for doing an appraisal, and that contract
contained terms for the delivery of other

services, does that raise an issue about whether
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or not the appraiser can perform the appraisal
under the USPAP rules?

A (By Mr. Reilly) Surely. 1t depends on
what the other services are. You can perform a
variety of appraisal or appraisal review or
appraisal consulting services. | can appraise a
number of properties for you, I can perform
different appraisal review services, different
appraisal consulting services, but | can"t act as
an appraiser and as a nonappraiser under the same
contract for the same client.

Q- I*"m going to ask you some more
guestions about that later, but turning now to
line 245, an appraiser must not accept an
assignment that includes the reporting of
predetermined opinions and conclusions.

Now, if there®s evidence that, in fact,
an appraiser has done that, would that go to the
reliability of the opinion?

A (By Mr. Reilly) Well, it would. Again,
I don"t know if the commission knows this, but what
we"re looking at now is one of the very, very, very

first pages of the USPAP book.
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This is really one of the foundations
of USPAP, and, again, this is why the government
required the Appraisal Foundation to write USPAP,
is to avoid exactly this situation, where the
appraiser gets hired saying, hire me and I will
guarantee that 1 will give you a hundred dollar
value or a thousand dollar value, or whatever the
number is.

Q. Now, I want to discuss some
hypothetical conduct with you. Would you turn to
Exhibit 30367 I1"m just going to give you an
excerpt from a document and ask you to comment on
it.

MR. BOUTIN: Third page. Let"s go back

one. Focus on 2.1 and eliminate the rest.

Q. 1"d like you to read that paragraph,
please.

A (By Mr. Reilly) Okay.

Q- Now, 1°m going to ask you to assume

that a business corporation signed this agreement
to do this scope of work, and ask you to take note
of the fact that it includes valuation reports,

which in this case -- hypothetical case -- we"re
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going to assume are appraisals, and meant to be
accepted as appraisals.

We also know that -- or we also will
assume fTor purposes of this gquestion that the firm
involved has an appraiser on staff and another
person who assists that appraiser and actually
signs the appraisal, but who performs other
functions such as preparing testimony for other
witnesses in behalf of the cause, who prepares
answers to data requests, which are like
interrogatories in a civil case, or prepares data
requests for the other parties who testifies on
issues other than appraisal.

Now, with that hypothetical, are the
USPAP rules that I"ve just cited to you

implicated?

A (By Mr. Reilly) Well, 1 would say yes.

Q. Can you explain that?

Al (By Mr. Reilly) Well, again, 1 think
USPAP is just very clear that an appraiser -- an

individual can act as an appraiser and perform an
appraisal, where you have to be independent,

unbiased, objective, and so forth, or an individual
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can act as an agent, an advocate, an investment
banker, a representative and be -- be an advocate,
but you can®"t do both for the same client at the
same time. You can be one or the other for
different clients at different times, but you can"t
be both for the same client at the same time.

MR. BOUTIN: Going back to the Elmo,
please.

Q. I want you to take a look at 241. That
rule prohibits an appraiser acting as an advocate.
Now, 1 want to be clear on one thing. An
appraiser is always entitled to defend their
report, is that right?

A (By Mr. Reilly) Yes, you can always be
an advocate for your opinion, you just can"t be --
as it says here, you can"t be an advocate for a
party or an issue.

Q. Now, going back to that scope of work
paragraph that I showed you, would it be your
opinion that the performance of the other services
would rise to the level of advocacy for the
position of the client?

MR. BOUTIN: You want to flip back to
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that for a second?

A (By Mr. Reilly) Please.

MR. BOUTIN: Daniel.

A (By Mr. Reilly) well, from what it says
here and what you described where the individual is
preparing testimony and answering questions and
writing cross-examination questions, it -- that
seems to me to be an advocacy function and not an
appraisal function.

In the USPAP world that"s called
valuation consulting, and an individual can perform
valuation consulting and perform advocacy services,
as a real estate broker, as an investment banker,
as an advocate in a litigation matter, but you
can"t do that and be an appraiser for the same
client. You either have to be one or the other,
you just can"t be both.

Q. Now, does it matter if the corporation
employs multiple people, one of whom is an
appraiser who does an appraisal report and the
other of whom does all these services, is USPAP
implicated under those circumstances?

Al It"s still implicated, we at
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Willamette, we"ve seen other -- well, 1"ve seen and
I1"ve seen firms that put up what we call a Chinese
wall, where they say we have one department that
acts as independent appraisers and we have one
department, a group of individuals who act as
agents or advocates or representatives.

I don"t know if I agree with that, but
an argument can be made that that would be
acceptable if we have different individuals working
in totally different assignments.

What you can"t have, though -- and this
is the problem that USPAP really is intended to
address -- you can"t have one individual on both
sides of that wall.

You can"t have one individual who says
in the morning I"m going to be an advocate and try
to help my client get the best deal they can, and
in the afternoon I"m going to be objective and
unbiased and an independent appraiser and strive
for truth, justice and the American way. You just
can"t do -- one individual can"t be on both sides
of that wall. USPAP just doesn"t -- doesn"t allow

that.
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Q. Let me ask you one further
hypothetical. Assume for the moment that the
nonappraiser individual -- we"ll assume this is a
two-person corporation -- the nonappraiser
individual is a sole owner of the corporation,
supervisor of the appraiser.

The nonappraiser individual actually
participates in providing the basis for the
appraisal, in this case, for instance, 1"d like
you to assume they did all or most of the work on
determining whether the cost approach would be
used and what it was. Let"s also assume that that
individual then is a co-signor of the appraisal
report. Would that implicate USPAP?

A (By Mr. Reilly) Well, yes. That -- 1in
my mind, that®"s just clear and unambiguous. Once
an individual participates iIn the appraisal, gives
what USPAP calls material assistance, and
particularly -- and this is the -- this is the
bright yellow line -- if that individual signs the
appraisal as an appraiser, then that individual
cannot also provide what USPAP calls valuation

consulting services, these advocacy services or
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agency services or representation services. That"s
simply not allowed under USPAP.

Q- Let"s bring it down to what matters to
the commission. Does this conduct under the
hypothetical affect the reliability of the value
conclusion reached by the appraiser under USPAP?

A (By Mr. Reilly) Well, 1 believe it
does, and, again, that really is one of the
fundamental reasons for the passage of USPAP, which
is the reader or party that relies on the appraisal
wants to know that the appraiser really is
objective, they don"t have a hidden agenda, they-"re
not working for a party, they"re not an advocate
for a deal, they"re not getting a commission on a
deal, they"re not getting some sort of a
performance bonus on a deal, they"re not
representing a party, they"re not an agent; they"re
totally independent.

Once you act as a representative, as an
agent, as an advocate, as an attorney or -- whether
you"re a licensed attorney or just acting as an
attorney -- then your whole mental mindset changes,

and I don"t think it"s possible, then, to also be
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an independent, objective appraiser on the same
case.

Q.- Let me ask you one further detail in
the hypothetical. Assume for the moment that
there was a contract with this organization that
I1"ve described and that there were a range of
services to be performed in stages, the last stage
of which was contingent upon the Public Utilities
Commission making a certain decision. Would that
violate USPAP in any way?

A (By Mr. Reilly) It very much would, and
there are a lot of examples within USPAP of that
sort of thing -- not necessarily where Public
utility Commission is mentioned, but the same sort
of example where if | make a loan -- if I make an
appraisal on your house, you will pay me a thousand
dollars. But if the bank makes a loan based upon
my appraisal, you will then give me a $10,000
bonus, that sort of contingency is just strictly
prohibited under USPAP.

Q. Now, let"s go to -- 1 lost the question
in there someplace, but 1 want to go to a specific

piece of testimony.
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I understood that the appraisal for the
city of Nashua made a certain assumption, and that
is that the Pennichuck Water Works that"s going to
be taken if the commission approves is no longer a
special purpose property, and the basis for that
is there are transparent sales around the country
of privately owned water systems, and that even
though different, they don"t have to be comparable
if they"re transparent.

Can you address that and tell me what
that -- whether or not that is something you can
reliably base an opinion on?

A. (By Mr. Reilly) No, I don"t believe so.
I"ve never seen that requirement or condition
before, the condition of transparency of
transactions. 1"ve never seen it in any of the
valuation textbooks, I"ve never seen it in any of
the valuation courses, and 1"ve taught courses for,
I think, virtually all the appraisal organizations.
1"ve never seen it on any of the appraisal exams
you have to take to become certified.

The first and foremost condition for a

special purpose property is -- again, it"s really
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not a complicated appraisal concept, it"s an
English definition if the property is special
purpose -- if it can only be used for one purpose,
if it was intended for one purpose and it
physically and functionally can only be used for
one purpose, then it"s a special purpose property.
That is the textbook definition of special purpose
property.

Now, there are some implications from
that, because the effect is there"s typically a
limited market for special purpose properties
because the buyer knows 1 can only do one thing
with that property. |1 can"t convert it from a
hotel to a warehouse or from a warehouse to a
factory or from a factory to an office building. |
can buy the Pennichuck Water Works and 1 can use it
as a water delivery system only; there"s absolutely
nothing else 1 can do with that property.

So there are going to be relatively few
buyers -- not zero buyers, but relatively few
buyers -- because those buyers have to be in the
water delivery system, and they"re going to know

that they"re going to buy assets that can only be
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used as a water delivery system. So there will be
relatively few transactions, but that"s the effect.
The cause is we can only use that type
of property for one purpose and one purpose only,
that"s the definition of special purpose, and in
none of the causes or effects related to special
purpose is there any consideration of the
transparency of whatever sales transactions occur.

Q. Now, 1 assume iIn teaching these courses
that one of the texts you rely on heavily is the
Appraisal of Real Estate, 12th edition?

Al (By Mr. Reilly) Yes, 1 think that would
be the most authoritative real estate appraisal
textbook.

Q. Now, going back to the special purpose
concept, is there in the trade a special or
specific way to appraise such property?

A (By Mr. Reilly) Yes, and I would
say that -- this, again, would be true universally
in all of the textbooks, in all of the courses, in
all the certification exams -- and 1 would mention
it this way, the practice is not that there®s only

one approach, the practice is that there"s a
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preferred approach.

You can certainly use an income
approach if the special purpose property is income
producing. You can use the sales comparison
approach if there are an adequate number of
comparable sales. What the procedure is or
practice is iIs you give the greatest weight, you
give the most emphasis, you give the priority to
the cost approach.

A lot of appraisers would say that the
cost approach was developed to -- originally
developed a hundred years ago -- to appraise
special purpose properties, because often -- not
always -- but often there is no income and often
there are relatively few sales and they"re just not
comparable enough.

But that"s not to say you can"t give
any weight to an income approach and you can"t give
any weight to a sales comparison approach, you can,
but you give the priority of weight to the cost
approach.

Q- So if there"s a great disparity between

the former two and the latter, you would rely most
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heavily on the latter, is that a fair statement?

A (By Mr. Reilly) Well, 1 would say you
would rely most heavily on the latter, the latter
being the cost approach, regardless of what the
other values are.

IT all three approaches are right on
top of each other or if there"s a disparity in the
value indications, the appraisal practice is you
give the first consideration and the primary
consideration to the cost approach in the appraisal
of special purpose properties.

Q. Now, 1 assume that you have reviewed

the appraisal done by Mr. Walker, is that right?

A (By Mr. Reilly) Yes, I have.
Q. Now, 1 want to go to the cost approach
for a minute that you used. | understand that you

did not use a trended original cost method. Would
you explain what that method is and then why you
did or didn"t use it?

A (By Mr. Reilly) Surely. The trended
original cost method, sometimes called TOC for
trended original cost, is a generally accepted cost

approach method.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

33

Under the cost approach there are
several methods you can use; there"s replacement
cost new less depreciation, reproduction cost new
less depreciation, trended original cost less
depreciation, and historical cost less
depreciation. They are the four most common, and
there are a few others that are rarely used.

But trended original cost is a
generally accepted method, but to use trended
original costs you need to know a few factors.
And, again, just think about basic English, those
factors aren™t surprising; you need to know
original cost.

You need to have a listing of each of
the assets you"re going to appraise, each of the
components of the property. You need to know
exactly what they cost when they were Ffirst put in
service. You need to know when they were first put
in service, and you need to know how much
depreciation was recorded on those assets from the
time they were put into service until today.

And then -- those are the three things

you start with, and then you apply formulas and
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equations and tables and calculations.
Q- Now, if you did not perform a trended

original cost method, can you tell me why you

didn=t?

A (By Mr. Reilly) Well, actually, I would
say | didn"t -- did not rely on a trended original
cost method. I would actually say I did perform

that method, or at least | attempted to.

That was my First inclination in this
assignment, and for the very first several
months -- not the Ffirst several weeks, but the
first several months after we were hired, we at
Willamette attempted to perform a trended original
cost analysis.

I gathered the company®"s historical
accounting records with regard to the assets in --
on their books and records, the assets included in
their rate base and attempted to perform a standard
trended original cost, where we start with the
original cost, we start with the date placed in
service, and we apply for the specific water
delivery assets, the Handy-Whitman trend factor

indices. For the general assets, computer assets,
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office furniture assets, | applied the Marshall
Valuation Service trended indices, and then
attempted to apply a depreciation table to those
trended original costs.

The problems that 1 encountered were
not with the methodology. 1 really had no problem
with the actual methodology as described in
textbooks. The problem I encountered here were
totally data related. It was simply that the
client -- my client, Pennichuck Water Works --
could not give me information that I could rely
upon.

I found, as | started to go through the
mathematical analyses, several really important
gaps in the data that were overwhelming. In other
words, I couldn"t -- 1 couldn®"t —- 1 couldn®"t Ffix
the problems.

The First problem -- and they were all
related to data. The first problem is, as we know,
the system started in the 1850s or thereabouts, and
there are no assets recorded on the books and
records of Pennichuck up until 1 believe it"s 1911

or 1912. So there"s about a 60-year gap when we
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don®t know what the historical costs were for the
original system in the city of Pennichuck when it
was built in the 1850s, 60s, 70s, 80s, and so
forth. We simply don"t have that information. 1
don®t have it, Pennichuck doesn®"t have it, it was
simply lost to history.

Now, there are -- and you can see this
if you look at the company®s accounting records,
and you see the first year is 1912, and you see a
big number for 1912. When they started the
current -- well, current -- then current accounting
records in 1912, they put on the books and records
what was then the depreciated original cost of all
the previous 60 years or so of expenditures as of
1912.

So that was then the net book value.
The problem is we simply don"t know what the actual
original cost was for those assets, and we don"t
know when those original costs were spent. Whether
they were spent in 1911 or 1860, we simply don"t
have that information, and that is -- and, again,
you might say, well, gee, that can"t be a big deal,

1880 numbers, how big can they be.
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Well, 1880°"s numbers are not very big.
When you trend those up by 120 years to 2004
numbers, they get to be really big. So that"s not
an insignificant problem.

Q- So was it your judgment that the
absence of that information made using or relying
on the trended original cost method unreliable?

Al (By Mr. Reilly) That was one problem.
I"m rambling on, 1 don"t mean to, but there are
several other problems related to that.

The company had two sets of manual
accounting records, then two sets of computerized
records. When they went from the second or 1912
manual records to the first computer records, the
same problem happened where what was brought over
was not actual original costs, it was net book
value.

As of the time the accounting records
were computerized, the net book value was brought
over so the original costs, again, were lost to
history. And what happened in those -- at that
point in time was all of the net book values were

brought over as a specific date.
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So, for example, any assets that were
purchased between 1950 and 1970 were recorded as of
1960, which for GAAP accounting was okay, but it
meant we didn"t know of that amount whether the
assets were purchased in 1951, 1952, 1953, and so
forth.

We lost whole periods of time, and the
assets that came over came over at net book value,
so we lost both the original cost and the -- the
depreciation that had been taken up to the point of
the transition from one accounting system to
another. So that the data was simply unusable for
a trended original cost method analysis.

Q- Very briefly, under these
circumstances, is there a method of determining
original cost -- determining value on the cost
method when you encounter this type of problem?

A (By Mr. Reilly) Yes. The alternative
is the alternative that we turned to. You can --
you can simply abandon original costs and perform a
replacement cost new less depreciation method.

Q- Sometimes called sticks and bricks?

Al (By Mr. Reilly) Well, yes. 1 mean,
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that"s vernacular. It"s called going out and
appraising sticks and bricks.

Q.- I want to turn to the income approach
here. Now, in determining income there"s a
particular calculation called direct
capitalization calculation, are you familiar with
it?

A (By Mr. Reilly) Yes.

Q. Now, in doing a direct capitalization
calculation, is it important to know and quantify
the capital expenditures from year to year?

A. (By Mr. Reilly) Yes, if the measure of
income you are capitalizing is net cash flow --
there are different measure of income you can
capitalize, but if the measure of income that
you"re capitalizing and the capitalization rate
that you"re using corresponds to net cash flow, net
cash flow is net income, plus depreciation expense,
minus capital expenditures. You need that last
part of the formula. That"s just an important --
that"s just an essential component of the formula.

Q- Does the failure to deduct capital

expense in this calculation distort the result?
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A. (By Mr. Reilly) Well, it does, because
it means that your net cash flow is wrong. If the
formula is A plus B minus C equals D, and D is the
number you"re capitalizing, if you leave out C,
then D has to be wrong.

Q. And would the failure to do so affect
the reliability of the appraisal?

A (By Mr. Reilly) Well, surely.
Particularly in direct capitalization. Direct
capitalization is a very difficult procedure to
implement. It looks simple on paper, it"s simply
net cash flow divided by CAP rate. It"s simply two
numbers, net cash flow divided by CAP rate.

It looks very simple. But because it"s
simple, if either one of those numbers is wrong,
then the whole conclusion is wrong. There is no
place else to correct that error. You have to have
both of those terms correct or the conclusion is
not reliable.

MR. BOUTIN: Thank you, Mr. Reilly.

CHAIRMAN GETZ: Ms. Reinemann,
questions for the panel?

MS. REINEMANN: No questions.
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CHAIRMAN GETZ: Mr. Mullen?

MR. MULLEN: We have no questions.

CHAIRMAN GETZ: And it looks like the
consumer advocate is momentarily not present.
Ms. Thunberg?

MS. THUNBERG: Staff has no questions.
Thank you.

CHAIRMAN GETZ: Ms. McHugh?

MS. McHUGH: No questions.

MR. BOUTIN: Would you like me to step
out and see if 1 can find the consumer advocate?

CHAIRMAN GETZ: Well, actually, we
have -- Mr. Eckberg?

MR. ECKBERG: No, the OCA has no
questions for these witnesses. Thank you,
Mr. Chairman.

CHAIRMAN GETZ: I believe we"re up to
Mr. Upton.

MR. UPTON: I"m going to pull this
around here, if that"s okay.

CROSS-EXAMINATION
BY MR. UPTON:

Q- Good morning, Mr. Reilly.
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(By Mr. Reilly) Good morning.

Welcome back from Chicago; it"s nice to

have you back in New Hampshire. Things must be

good in Chicago, the Bears won last weekend?

A

(By Mr. Reilly) Yes, that"s correct.

MR. UPTON: Mr. Riethmiller, welcome

back -- 1 guess it"s welcome back, from Colorado.

Mr. Riethmiller, I"m sorry to tell you that 1

don®"t have any questions for you today. You"re

going to be able to sit there and enjoy what

happens.

Q.

Mr. Reilly, would you agree with me

that the determination of value in this case is

ultimately an issue for the commission?

A

Q.

(By Mr. Reilly) Oh, yes, absolutely.

And would you also agree that it"s for

the commission to determine ultimately the

reliability of the evidence before it, including

any o