DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
REVENUE REQUIREMENT

Pro-forma Rate Base (Attachment A, Schedule 3; Column 6)
Rate of Return (Attachment A, Schedule 2)
Operating Income Requirement
Less: Pro-forma Operating Income (Attachment A, Schedule 4; Column 6)
Revenue Deficiency / (Surplus) Before Income Tax Effect
Divided by Income Tax Divisor (Attachment A, Schedule 5)
Tax Effected Revenue Deficiency / (Surplus)

Add: Pro-forma Annual Water Revenues (Attachment A, Schedule 4; Column 6)

Total Proposed Operating Revenues after Permanent Rates

Revenue Deficiency Adjusted for 2018 Tax Change:

Tax Effected Revenue Deficiency / (Surplus)

Tax Rate Change Revenue Adjustment (Attachment A, Schedule 4b)
Amortization of Excess Deferred Tax Liability (Company Schedule)

Adjusted Revenue Deficiency / (Surplus)

Add: Pro-forma Annual Water Revenues (Attachment A, Schedule 4; Column 6)

Proposed Operating Revenues Adjusted for Tax Change

Percentage Increase/Decrease in Annual Water Revenues after Permanent Rates

Attachment A
Schedule 1

$ 5,087,848

X 5.69%

289,322

88,704

200,618

91.80%

218,538

1,721,167

$ 1,939,705

$ 218,538
(645)

(139)

$ 217,755

1,721,167

$ 1,938,922

| 12.65%]
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Debt
Long-Term Debt (Sch 2a)
Total Debt

Common Equity

Common Stock
Additional Paid in Capital
Retained Earnings

Total Common Equity

Total Capitalization

(a) See Schedule 2a

Attachment A

Schedule 2
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
WEIGHTED AVERAGE COST OF CAPITAL
Capital Structure Weighted
Unadjusted Pro-forma Adjusted Cost Average
@ 12/31/16 Adjustments @ 12/31/16 Percent Rate Cost
$ 4,190,886 $ (13127)(a) $ 4,177,759 63.59% 3.45% 2.19%
4,190,886 (13,127) 4,177,759 63.59% 3.45% 2.19%
16,767 - 16,767 0.26%
2,754,354 400,000 3,154,354 48.01%
(779,242) - (779,242) -11.86%
1,991,879 400,000 2,391,879 36.41% 9.60% 3.50%
$ 6,182,765 $ 386,873 $ 6,569,638 100.00% 5.69%
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GL
Acct. #

Tolals
Rounding

TOTALS

232.01

232.06

23207

232,08

232,09

23210

23211

23212

23213

23245

23218

232147

23218

23218

*Excess Capacity A (See /

e 2p};

Date of
Note
07/20/92
09/08/05
10/22/13
03/31/06
12/07/12
09712111
06/24/08
11/18/16
08/26/12
08/12111
08/02/13
06/09/15
10/28/14

00/14/16

Origlnal

Lender Amount
Ruma, Inc 73,670
NH DES 1,315,291
Torromeo Trucking 25,000
Aquarius Properties 24,000
Hunlington Bank 33,970
TD Bank 1,369,163
NH DES 1,058,347
Ford Motor Credit 38,174
Shribco Really Two, LLC 12,000
TD Bank 1,200,000
NHDES 255,000
Trendezza 44,000
Hillerest Estates 34,000
Pentuckel Bank 2,167,000
Previously Debt -
7,649,623

GL

Acct. #

232,08

5 rednen

Applled
Excess
Capaclty
Syslem Poroeniage
Autumn Hills 83.33%

NHPUC

DR 88-198

DW 04-132

DW 13-323

DW 06-016

DW 12-170

DW 11-143

Dw 08-088

DW 18-826

DW 07-133

DW 11-162

DW 11-226

DW 15-254

DW 14-318

DW16-654

Percentage

of

Total Loan
100 00%

NHPUC

24,608
25,519
26,254
24,937
25,968
24,831
25272
25,526
25,603
25,757

25,830

Excess

Capacity %

Applied

to Loans

83 33%

Date of

03/08/80

02/25/05

03/14114

03/24/06

06/07/13

07/22111

02/06/00

11117118

03/14/08

09/26/11

06/21113

08/24/115

01/16/15

07/26/16

Pur,

Kent Farm
SRF Loan: Tank
Little River Village, Plaistow
Autumn Hills
Pickup Truck
Refinancing
Hampslead / Atkinson Core Interconnect
2016 F-250
Coopers Grove
Rafinancing / Seltlers Ridge Pumpslation
service line replacements
Kings's Landing, Kingston
Snow's Brook, Plaistow
Reflnancing TD Bank loans

Black Rocks - See Staff 3-2

Term

20

20

20

w

20

20

DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
PRO-FORMA LONG-TERM DEBT

Pro-forma Loan Balance

Pro-forma intorest Ex

Pro-forma Finance Cosls

Attachment A
Schedule 2a

Pro-forma Total Cost of Debt

011

Current Company Debt Ad] Excess Adjusted 2016 Company Interest Excess Ad]usted 2018 Company Flnance Cost Excess Ad|ueted Total 2016

Interest Intereat Balance Debt er Capacity Balance Interest Interest Ad| per Capacity Interest Amortized Flnance Cost Ad| per ‘Capaclty Amortized Annua! Cost

Rate Rate o 123e Acfustrpent Sottlement Adjustmant® @@ 122118 Expenus Adjustment Setlernant _Adjustmant® Expanae Finance Conts _ Adjustment Seltlement Adjustment®  Finonee Costs Debt Cosl Rate
0 50% 9 50% 8,096 E . : . 8,996 1,071 - (218} - 855 - - - - - 855 9.50%
3.362% 3.352% 841,498 841,498 20,333 (1,126} 28,207 443 443 28,650 2,40%
0.00% 000% . . . - - » 0.00%
P+225% 5 50% 15,753 113,127) 2,626 860 7n 144 = - - 144 5.48%
249% 249% 6,553 6,552 290 - 127} 163 - = 163 2.48%
4.14% 414% = 32,316 (32,316} 6,435 6,435 6,435 0.00%
2.864% 2.864% 826,068 - 826,966 24,396 = (712) = 23,684 1,074 1,074 24,756 2.09%
4.89% 4.89% 37,046 E - - 37,046 309 1,404 99 1,812 1,812 4.69%
0.00% 0.00% 3,000 3,000 137 137 137 457%
4.14% 414% . L . - 28,833 {28,833} = 1.764 1,764 1,784 0.00%
310% 3.10% 234,374 E - s 234,374 7,438 - (173) - 7.266 713 713 7,879 3.40%
0.00% 000% 44,000 - . = 44,000 - - - - - 0.00%
0.00% 0.00% 34,000 - - - 34,000 - s - - 0.00%
325% 325% 2,138,700 . : ) 2,138,700 17,726 50,392 1,381 69,508 09 E 99 69,607 325%
- 1.640 E - 1.640 1.640 0.00%
= E - 0.00%
= = = 0.00%
4,190,886 (13,127) 4,177,759 142,572 (8,353) (864) [taks! 131,632 12,3256 - - - 12,325 143,664 345%
= (1 - - - _ 1 - - - 1 0.00%
5 A, IW‘!E! $ . $ El $ (13,127} _$ 4477750 $ 142,671 $ {0,353) _$ {884) _$ {T47) _$ _131.608 $ 12,328 $ = $ L $ o $ 12,328 $ 143,984 3.46%



Attachment A

Schedule 2b
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
CALCULATION OF EXCESS CAPACITY ADJUSTMENTS
Autumn Hills
Unadjusted Adjustment Adjusted

Average Plant in Service $ 163,912 $ (136,593) $ 27,319

Average Accumulated Depreciation (79,058) 65,882 (13,176)

Net Average Plant in Service 84,854 (70,711) 14,143

Average CIAC (129,139) 107,616 (21,523)

Average Accum Amort - CIAC 57,721 (48,101) 9,620

Net Average CIAC (71,418) 59,515 (11,903)

Net Average Plant in Rate Base b 13,436 $ (11,196) $ 2,240

Depreciation Expense $ 5,480 $ (4,567) $ 913

Amortization Expense - CIAC (4,203) 3,503 (700)

Net Depreciation Expense $ 1,277 $ (1,064) $ 213

Calculation of Excess Capacity Percentage:
Excess
Full Actual Capacity Excess
Build-out Customers Customers Capacity

(Staff 1-11) (Staff 1-11) _@12/31117 Percentage
1 Bricketts Mill 31 31 - 0.00%
002 Dearborn Ridge 11 11 - 0.00%
2 Bryant Woods 303 303 - 0.00%
3 Camelot Court 19 19 - 0.00%
4 Colby Pond 160 160 - 0.00%
5 Cornerstone 77 77 - 0.00%
6 Cricket Hill / Maplevale 123 123 - 0.00%
7 Hampstead Core 883 883 - 0.00%
8 Kent Farm 270 270 - 0.00%
9 Lamplighter 56 56 “ 0.00%
10  Oak Hill 60 60 - 0.00%
11 Rainbow Ridge 15 15 - 0.00%
12 Stoneford 74 74 - 0.00%
13 Walnut Ridge 899 899 - 0.00%
14 Lancaster Farm 84 84 - 0.00%
15 Woodland Pond 106 106 - 0.00%
0015 Bartlett Brook 37 37 - 0.00%
16 Mill Woods 39 39 - 0.00%
17  Waterford Village 40 36 4 10.00%
18  Autumn Hills 24 4 20 * 83.33%
19  Coopers Grove 18 18 - 0.00%
20  Sargent Woods 118 118 - 0.00%
21 Black Rocks 114 114 - 0.00%
22  Fairfield 15 15 - 0.00%
23  Little River 25 25 - 0.00%
24 Snows Brook 35 35 - 0.00%
25  Kings Landing 44 41 3 6.82%
26  Wells Village 50 41 9 18.00%
Totals 3,730 3,694 36 0.97%
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Net Utility Plant in Rate Base

Utility Plant in Service

Less: Accumulated Depreciation and Amortization
Net Utility Plant in Service

Less: Contributions in Aid of Construction (CIAC)
Add: Accumulated Amortization - CIAC

Net Utility Plant in Rate Base

Net Working Capital in Rate Base

Cash Working Capital

Materials and Supplies

Prepayments - Other

Prepayments - Taxes

Accumulated Deferred Income Taxes - Assets
Miscellaneous Deferred Debits

Accumulated Deferred Income Taxes - Liabilities
Rounding

Net Working Capital in Rate Base

TOTAL RATE BASE

Attachment A

Schedule 3
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
PRO-FORMA RATE BASE
(1) (2) (3) (4) (5) (6)
Original Rate Filing Permanent Rates
Staff
Company Pro-forma Staff
13-month Pro-forma Pro-forma Adjust's Adj # Pro-forma
Average Adjust's Rate Base (Sch 3a) {Sch 3a) Rate Base
$ 16335956 $§ 138934 $ 16474890 $ (66,608) 1-3 $ 16,408,283
(5,886,912) (209,882) (6,096,794) (20,889) 4-6 (6,117,683)
10,449,044 (70,948) 10,378,096 (87,497) 10,290,599
(8,781,717) 19,008 (8,762,709) (21,523) 7 (8,784,232)
3,196,578 88,214 3,284,792 9,800 8-9 3,294,592
4,863,905 36,274 4,900,179 (99,220) 4,800,959
138,413 7,652 146,065 (6,075) 10-11 139,990
44,568 (847) 43,721 (10,478) 12 33,243
16,089 2,086 18,175 (18,175) 13 -
18,935 43,175 62,110 (10,031) 14 52,079
15,235 (645) 14,590 645 18 156,235
40,042 41,891 81,933 (3,542) 1517 78,391
(32,049) (9,373) (41,422) 9,373 19 (32,049)
(1) =
241,232 83,939 325,172 (38,283) 286,889
$ 5105137 $ 120,213 $§ 5225351 $ (137,503) $ 5,087,848
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Ad| #

10
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DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
PRO-FORMA ADJUSTMENTS TO RATE BASE

Pro-forma Adjustments to Net Plant:
Plant in Service

To properly record Revenue Producing Plant in Service at 13-month test-year Rate Base (Per Sch 3c).

To remove wells in the Fieldstone location not currently serving customers per Audit Issue #3,
Wells in Fieldstone location held in Property Held for Future Use, account 103

To record excess capacity adjustment for Plant in Service (Per Sch 2b).

Total Adjustments - Plant in Service

ulated Depreciatio

To properly record Revenue Producing Plant in Service at 13-month test-year Rate Base (Per Sch 3c).

To reduce Accumulated Depreciation related to Mains and Transportation Equipment depreciated
at the incorrect rates. Engine Rebuild is not included. (Audit Issue # 4)
Adjustment to reduce Accum Deprec: Mains: ($180) Transportation Equipment: ($8,866)

To record excess capacity adjustment for Accumulated Depreciation (Per Sch 2b).

Total Adjustments - Accumulated Depreciation

Contributions in Aid of Constri ClaC

To record excess capacity adjustment for CIAC (Per Sch 2b).

Total Adjustments - CIAC

Accumulated Amortization - CIAC

To adjust Accum Amort-CIAC - T & D Mains; Transmission Mains amortized at incorrect rate (Audit Issue # 4):

Adjustment to Reduce Accum Amort-CIAC - T & D Mains

To record excess capacity adjustment for Accumulated Amortization - CIAC (Per Sch 2b)

Total Adjustments - Accumulated Amortization - CIAC

Working Capital:

Cash Working Capital

To modify test year Cash Working Capital which will report test-year at 13-month average (Per Sch 3b).

To adjust Cash Working Capital for pro-forma adj's to O&M Expenses:
Net pro-forma adj's to O&M Expenses (Sch 4; Col 4)
Cash Working Capital Percentage (Monthly Billing)

Total Adjustments - Cash Working Capital

Attachment A

Schedule 3a
$ (18,863)
(75,064)

27,319

$ (66,608

1,333

(9,046)
(13,176)
$ (20,889)
(21,523)

$ 21,523)

180

9,620

$ 9,800

$ (11,836)

46,730

12.33% 5,761
$ 6,075)

014



|§

12

13

14

16

16

17

18
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DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
PRO-FORMA ADJUSTMENTS TO RATE BASE

aterials and Supplie
To adjust Materials and Supplies to report test-year at three-year average of 2015/16/17 year-end balances
reported in NHPUC reports. (22,767 + 43,721 + 33,240) / 3 = 33,243

Total Adjustments - Materials and Supplies

Prepayments - Other

To adjust Prepaid expenses: include only those prepaids not included in Cash Working Capital.

Total Adjustments - Prepayments - Other

Prepayments - Taxes

To record Prepayments - Taxes to reflect 1/4 of total 2016 property tax expense as prepaid for 2017

Total Adjustments - Prepayments - Taxes

Miscellaneous Deferrad Debits

To reverse Company Proforma #19 for Miscellaneous Deferred Debits which will report test-year at
13-month average (Per Sch 3b).

To adjust Company Proforma #20 - for Village Drive prior years amortization and misposted invoice (See Sch 3d).

To record 2016 amortization for Village Dr and Eastwood Place (See Sch 3d).

Total Adjustments - Miscellaneous Deferred Debits

Accumulated Deferred Income Taxes - Assets

To reverse Company Proforma #21 for Accum Deferred Income Taxes - Assets which will report test-year
13-month average (Per Sch 3b).
Total Adjustments - Accumulated Deferred Income Taxes - Assets

Accumulated Deferred - Liahilities

To reverse Company Proforma #22 for Accum Deferred Income Taxes - Liabilities which will report test-year
13-month average (Per Sch 3b).

Total Adjustments - Accumulated Deferred Income Taxes - Liabilities

Total Pro-forma Adjustments to Rate Base

Attachment A

Schedule 3a

$ (10,478)
$ (10,478)
$ (18,175)

$ (18,1785)
$ (10,031)

$ (10,031)
$ 1,358
(2,747)

(2,153)

$ (3,542)
$ 645
$ 645
$ 9,373
$ 9,373
$ (137,503)
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ity Plant ii

Total Utility Plant

Less: D iation &

Net Utility Plant in Service

Less: C in Aid of Ci

Add: Accumulated Amortization - CIAC

Net Utility Plant in Rate Base

Net Working Capital in Rate Base

Cash Working Capital:

12-Month O&M Expenses

Cash Working Capital % (45 days / 365 days)
Cash Working Capital

Materials and Supplies

Prepayments - Other

Prepayments - Taxes

Accumulated Deferred Income Taxes - Assets
Miscellaneous Deferred Debits

Accumulated Deferred Income Taxes - Liabilities

Net Working Capital in Rate Base

TOTAL RATE BASE

X

Attachment A

Schedule 3b
DW 17118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
CALCULATION OF 13-MONTH AVERAGE RATE BASE
For the Month Endad Test Year
13-Month Average Staff
12131118 01/31116 0228116 03/31/16 04/30/116 05/31116 06/30/116 07/31118 08/31116 09/30/16 10131116 11/30/16 12/3118 Average (Per Company) _Adjustment #
$ 16,279,598 $ 16,283,098 $ 16,285973 $ 16,289,162 $ 16,292,068 $16,301.612 $16.311.418 $ 16,315,826 $ 16,322,081 $ 16,329,557  §16.419.871 $ 16,462,280 $ 16,474,890 $ 16335956 § 16.474,890 $ -
(5,662,313 {5.703,313 5,744 212 5,784,851 (5,825,007) 5,857,326 5,894,182 5,932,540) 5.971,946) 6,008,521 6,011,543 6,050,928 6,083,178 (5,886,912 6.083,178 -
10,617,285 10,579,785 10,541,761 10,504,311 10,467,061 10,444,286 10,417,236 10,383,286 10,350,135 10,321,036 10,408,328 10,411,352 10,391,712 10,449,044 10,391,712 -
(8,794,493) (B,794,493) (8.794,393) (8,754,032) (8,793,537) (8.785,256) (8,782,027) (8,779,861) (8.778,542) {8,774,667) (8,764,865) (8,763,450) (8,762,709) (8,781,717} (8,762,709) -
3,103,917 3,121,167 3.138.317 3,155,205 3,171,861 3.181,805 3,196,701 3,212,660 3,228,466 3,243,716 3,252,046 3,263,756 3,284,792 3,196,578 3,284,792 =
$ 4,926,708 $ 4.906.458 $ 4885685 $ 4865484 _§ 4845485 $ 4840835 $ 4831910 $ 4816085 $ 4.801.059 $ 4,790,085 $ 4895509 $ 4911658 $ 4913795 $ 4863905 _§ 4913785 $ -
$ 1,054,823 $ 1,088,705 $ 1,062667 $ 1,056,657 $ 1068188 § 1066232 §$ 1070412 $ 1078242 § 1,108,704 $ 1125312 $ 1,128,890 $ 1,140,264 $ 1,122,571
12.33% x 12.33% x 12.33% x 12.33% x 12.33% x 1233% x 12.33% x 12.33% x 1233% x 12.33% x 12 33% x 12.33% x 12.33%
130,047 131,758 131,014 130,273 131,694 131,453 131,968 132,934 136,813 130,737 139,302 140,580 138,399 134,229 146,065 {11,836) 10
22,767 36,946 35,520 50,998 48,110 53,698 53,364 50,393 47,250 52,703 39,763 44,156 43721 44 568 43721 (10,478) 12
12,537 11,098 10,049 15,962 12,008 14,118 16,776 15,896 18,5680 18,263 23,289 22,403 18,175 16,089 18,175 (18,175) 13
39,879 21,861 3,644 - - - 39,777 21,793 3.810 - S 53,083 62,110 18,935 62,110 (10.031) 14
15,883 15,755 15,668 15,560 15,452 15,344 15,237 15,129 15,021 14,913 14,806 14,698 14,590 15,235 14,590 645 18
41,399 41,173 40,847 40,720 40,494 40,268 40,042 39,815 39,568 39,363 39,137 38,910 38,684 40,042 38,684 1,358 15
(28,342 {31.534) (31.534) (31.534) (31,534) (31,534) (31.534) (31,534 (31,534) (31.534) (31.534) (31,534) {41,422) {32,048) (41,422) 9373 19
$ 234170 $ 27057 _$§ 205508 _$ 221,978 $ 216,224 $§ 223347 $ 265631 $ 244426 _$ 229 529 3 232,445 $ 224763 $ 282,296 $ 274,257 $ 237,049 3 281923 $_(38.144;
$ 5160879 $ 5133516 $ 5,091,193 $ 5.087,463 $ 5061709 _$ 5064.182 $ 5,097,541 $ 5060511 $ 5.030,588 $ 5022530 $ 5120272 $ 5.193954 $ 5,188,052 $ 5100954 $ 5195718 $ (39144
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DW17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
CALCULATION OF PRO-FORMA ADJUSTMENTS FOR REVENUE PRODUCING ASSETS

Satellite System meters have a 20 year service period with a net salvage of 10%. {100-10)/20 = 4.50 rate
Core System meters have a 10 year service period. 100/10 = 10% rate
Accumulated
Book Svec Depr Depreciation

ack Rocks mont

334 New Meters

Attachment A

AdJustment

Schedule 3¢

Pro-forma

to Reflect Accumulated
Cost Per Rate @ 12/31116 Full ¥r Depr _Depreciation

3116 Hoyt Way - 1 (Sheet 68) $ 350 20 455% § (7.96) + § ®=3 (16)
3256 Chase Rd - 15 (Sheet 58) 350 20 4.55% (7.96) + 8 = (16)
3300 Chase Rd - 13 (Sheet 68) 350 20 4.55% (7.96) + ®) = (16)
3301 Chase Rd - 11 (Sheet 68) 350 20 4.55% (7.96) + 8) = (18)
3302 Chase Rd - 9 (Sheet 68) 350 20 4.55% (7.96) + (8) = (16)
3303 Chase Rd - 7 {(Sheet 68) 350 20 4.55% (7.96) + 8) = (16)
3318 Chase Rd - 3 (Sheet 68) 350 20 4.55% (7.96) + 8) = (16)
3319 Chase Rd - 1 (Sheet 68) 350 20 4,55% (7.96) + 8) = (16)
3320 Chase Rd - 10 (Sheet 68) 350 20 4.55% (7.96) + 8 = (16)
3328 Chase Rd - 12 (Sheet 68) 350 20 4.55% (7.96) + 8) = (16)
3377 Chase Rd - 2 (Sheet 68) 350 20 4.55% (7.96) + 8) = (16)
3378 Chase Rd - 4 (Sheet 68) 350 20 4.55% (7.96) + 8) = (16)
3379 Chase Rd - 6 (Sheet 68) 350 20 4.55% (7.96) + 8) = (16)
3383 Chase Rd - 8 (Sheet 68) 350 20 4.55% (7.96) + 8 = (16)
$ 4,900 $ (11144 § (111)  § (223)
Hampstead Core
334 New Meters
3118 Mary E. Clark Dr - 2 (Sheet H7) $ 350 20 10.00% $ (17.50) + § (18)=§ (35)
3119 Freedom HIll Rd - 113 (Sheet 47D) 350 20  10.00% (17.50) + (18) = (35)
3212 State Route 111 - 184 (Sheet) 275 20  10.00% (13.75) + (14) = (28)
3213 Stage Rd - 235 (Sheet) 350 20  10.00% (17.50) + (18) = (35)
3238 Freedom Hill Rd - 119 (Sheet 47D) 350 20  10.00% (17.50) + (18) = (35)
3242 Pond Vlew Dr - 271 (Sheet) 350 20  10.00% (17.50) + (18) = (35)
3255 Main St - 86 (Sheet 4) 350 20  10.00% (17.50) + (18) = (35)
3329 Timberlane Rd - 14-2 (Sheet 39) 350 20  10.00% (17.50) + (18) = (35)
3356 East Main St - 169 (Sheet 16) 350 20  10.00% (17.50) + (18) = (35)
3360 Stage Rd - 168 (Sheet 37) 350 20  10.00% (17.50) + (18) = (35)
3363 Main St- 87 (Sheet 4) 350 20  10.00% (17.50) + (18) = (35)
3431 Wash Pond Rd - 286 (Sheet 33) 350 20  10.00% (17.50) + (18) = (35)
3472 Kent Fard Rd - 255 (Sheet) 350 20  10.00% (17.50) + (18) = (35)
3473 Kent Fgarm Rd - 249 (Sheet) 350 20  10.00% (17.50) + (18) = (35)
$ 4,825 $ (24125) § (241) § (483)
Kings Landing, Kingston
334 New Meters
3138 Monarch Way - 10 unit 19 (Sheet 73) $ 350 20 455% $ (7.96) + § ®=3 (16)
3139 Monarch Way - 8 unit 20 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3156 Monarch Way - 7 unit 4 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3157 Monarch Way - 8 unit 42 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3211 Monarch Way - 4 unit 43 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3215 Monarch Way - 5 unit 3 (Sheet 73) 350 20 4.55% (7.96) + (8) = (16)
3216 Monarch Way - 20 unit 4 (Sheet 73) 350 20 4.55% (7.96) + (8) = (16)
3217 Monarch Way - 16 unit 16 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3218 Monarch Way - 12 unit 18 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3219 Monarch Way - 3 unit 2 (Sheet 73) 350 20 4.55% (7.96) + (8) = (18)
3220 Monarch Way - 2 unit 4 (Sheet 73) 350 20 4.55% (7.96) + (8) = (16)
3251 Monarch Way - 18 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3252 Monarch Way - 14 (Sheet 73) 350 20 4.55% (7.96) + (8) = (16)
3253 Monarch Way - 9 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3254 Monarch Way - 11 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3326 Monarch Way - 156 (Sheet 73) 350 20 4.55% (7.96) + (8) = (16)
3327 Monarch Way - 22 (Sheet 73) 350 20 4.55% (7.96) + (8) = (16)
3381 Monarch Way - unit 7-13 (Sheet 73) 350 20 4.55% (7.96) + (8) = (16)
3382 Monarch Way - unit 12-24 (Sheet 73) 350 20 4.55% (7.96) + {8) = (18)
3449 Monarch Way - unit 9-17 (Sheet 73) 350 20 4.55% (7.96) + 8) = (16)
3488 Monarch Way - 19 unit 10 (Sheet 73) 350 20  10.00% (17.50) + (18) = (35)
$ 7,350 $ (176.70) $ 77y % (353)
Little River Village, Plaistow
334 New Meters
3137 Village Way - 21 (Sheet 71) 3 350 20 455% $ (7.96) + § B8 =% (16)
3321 Village Way - 23 (Sheet 71) 350 20 4.55% (7.96) + 8) = (16)
3322 Village Way - 24 (Sheet 71) 350 20 4.55% (7.96) + 8) = (16)
3380 Village Way - 25 (Sheet 71) 350 20 4.55% (7.96) + 8) = (18)
E 1,400 $ (3184 (32) $ (64)
Sargent Woods, Newton
334 New Meters
3225 Balsam Way Gardens (Sheet 67) $ 350 20 455% $ (7.96) + § 8 =9 (16)
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Attachment A
Schedule 3¢

DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
CALCULATION OF PRO-FORMA ADJUSTMENTS FOR REVENUE PRODUCING ASSETS

Satellite System meters have a 20 year service period with a net salvage of 10%. (100-10)/20 = 4.50 rate
Core System meters have a 10 year service period. 100/10 = 10% rate
Accumulated Adjustment Pro-forma

Book Svc Depr Depreciation to Reflect Accumulated
Cost Per _ Rate @ 12/31/16  _Full Yr Depr _Depreciation
Snows Brook, Plaistow
334 New Meters
3117 Torrey Pine Cir - 30 (Sheet 72) $ 350 20 455% § (7.96) + § ®=3 (16)
3136 Augusta Dr- 15 (Sheet 72) 350 20 4.55% (7.96) + ®) = (16)
3140 Torrey Pine Cir - 15 (Sheet 72) 350 20 4.55% (7.96) + 8) = (16)
3243 Torrey Pine Cir - 24 (Sheet 72) 350 20 4.55% (7.96) + 8) = {16)
3244 Torrey Pines Cir - 18 (Sheet 72) 350 20 4.55% (7.96) + 8) = (16)
3245 Torrey Pines Cir - 12 (Sheet 72) 350 20 4.55% (7.96) + (8) = (16)
3246 Torrey Pines Cir - 8 (Sheet 72) 350 20 4.55% (7.96) + 8) = (16)
3323 Torrey Pines Cir Lot 34-6 (Sheet 72) 350 20 4.55% (7.96) + (8) = (16)
3324 Augusta Dr Lot 23-11 (Sheet 72) 350 20 4.55% (7.96) + (8) = (16)
3325 Torrey Pines Cir - 26 (Sheet 72) 350 20 4.55% (7.96) + 8) = (16)
3357 Augusta Dr- 6 (Sheet 72) 350 20 4.55% (7.96) + 8) = (16)
3358 Torrey Pines Cir - 28 (Sheet 72) 350 20 4.55% (7.96) + 8) = (16)
3430 Augusta Dr - 4 (Sheet 72) 350 20 4.55% (7.96) + 8 = (16)
$ 4,550 $ (10348) § (103) § (207)
Walnut Ridge, Atkinson
334 New Meters
3141 Winslow Dr - 37 (Sheet 46A) $ 350 20 1000% % (17.50) + § (18) = (35)
3142 Guernsey Dr - 20 (Sheet 58) 350 20 10.00% (17.50) + (18) = (35)
3143 Guernsey Dr - 18 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3144 Guernsey Dr- 1 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3145 Guemsey Dr - 3 (Sheet 58) 350 20 10.00% (17.50) + (18) = (35)
3148 Cowbell Crossing - 20 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3147 Cowbell Crossing - 18 (Sheet 58) 350 20 10.00% (17.50) + (18) = (35)
3148 Cowbell Crossing - 16 (Sheet 58) 350 20 10.00% (17.50) + (18) = (35)
3149 Northfield Rd - 12 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3150 Northfield Rd - 10 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3152 Northfield Rd - 4 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
31563 Northfield Rd - 2 {(Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3154 Northfield Rd - 8 (Sheet 58) 350 20 10.00% (17.50) + (18) = (35)
3155 Northfield Rd - 6 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3210 Cowbell Crossing - 14 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3214 Guemsey Dr - 9 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3221 Guemsey Dr - 11 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3222 Guernsey Dr- 5 (Sheet 58) 350 20 4.55% (7.96) + 8) = (16)
3237 Guernsey Dr - 7 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3239 Guernsey Dr - 4 (Sheet 58) 350 20 10.00% (17.50) + (18) = (35)
3240 Guernsey Dr - 2 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3241 Meditation Ln - 12 (Sheet 20) 350 20 10.00% (17.50) + (18) = (35)
3247 Bluebird Ln - 8 (Sheet 22) 350 20  10.00% (17.50) + (18) = (35)
3248 Guernsey Dr - 8 (Sheet 58) 350 20 4.55% (7.96) + (8) = (16)
3249 Bluebird L.n - 11 (Sheet 22) 350 20  10.00% (17.50) + (18) = (35)
3250 Guernsey Dr - 6 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3257 Bluebird Ln - 14 (Sheet 22) 350 20  10.00% (17.50) + (18) = (35)
3304 Deer Run - 3 (Sheet 7C) 350 20  10.00% (17.50) + (18) = (35)
3359 Main St - 109 (Sheet) 350 20  10.00% (17.50) + (18) = (35)
3432 Cowbell Crossing - 19 (Sheet 58) 350 20 4.55% (7.96) + 8) = (16)
3447 Cowbell Crossing - 21 (Sheet 58) 350 20 4.55% (7.96) + 8) = (16)
3448 Cowbell Crossing - 17 (Sheet 58) 350 20 4.55% (7.96) + ®) = (16)
3474 Northfield Rd - 14 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3475 Northfield Rd - 7 (Sheet 58) 350 20 10.00% (17.50) + (18) = (35)
3476 Guernsey Dr- 12 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3479 Guernsey Dr - 10 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3487 Guernsey Dr - 15 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3491 Main St - 121 (Sheet 48) 350 20  10.00% (17.50) + (18) = (35)
3503 Ayrshire Ave 13 (Sheet 58) 350 20  10.00% (17.50) + (18) = (35)
3504 Ayrshire Ave 15 (Sheet 58) 350 20 10.00% (17.50) + (18) = (35)
$ 14,000 $ (65230) $ (652) $ (1,305)
Waterford Village, Sandown
334 New Meters
3317 Waterford Dr - 26 (Sheet 64) $ 350 20 4.55% § (7.96) + § 8) =% (18)
Grand Total: Revenue Producing Assets in Year-End Rate Base $ 37,725 $ (1,33283) § (1,333) §  (2,666)
Proforma adjustments to record Revenue Producing Assets at 13-month averages $ (18,863) $ 1,333
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Atiachment A

Schedule 3d
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
CALCULATION OF PRO-FORMA DEFERRED ASSETS
Test Year Pro-forma Adjusted
D Asset 1231115 01131116 02/28/16 03/31116 04/30/16 05/31/16 06/30/16 0713116 08/31116 09/30/16 10/3116 11130116 12/31116 Average Adjust Average
Dearbom Well - approved 08-065 $ 14,892 $ 14801 $ 14709 $ 14618 § 14,527 $ 14435 § 14344 § 14253 14,161 14,070 $ 13979 13,887 13,796 § 14344 $ 14,344
Bryant Woods Well - approved 08-065 5,783 5,748 5712 5,677 5,641 5,606 5,570 5,535 5,499 5,464 5,428 5,393 5,357 5,570 5,570
Rainbow Ridge Extension - appmved 10-241 14,269 14,199 14,129 14,059 13,989 13,919 13,849 13,779 13,709 13,639 13,569 13,499 13,429 13,849 13,849
Litle River Purchase - approved 13-323 6,455 6,426 6,396 6,367 6,337 6,308 6,278 6,249 6,219 6,190 6,160 6,131 6,101 6,278 6,278
41,399 41,173 40,946 40,720 40,494 40,267 40,041 39,815 39,588 39,362 39,136 38,909 38,683 40,041 - 40,041
Village Dr Well - $20,473 approved 12-170 20,473 20473 20,473 20473 20473 20473 20,473 20,473 20,473 20,473 20,473 20,660 20,660 @) (2,747) 17,913
Eastwood Well Replacement 22,589 22,589 22,589 22,589 22,589 22,589 22,589 22,589 22,589 22,589 22,589 22,589 22,589 22,589
43,062 43,062 43,062 43,062 43,062 43,062 43,062 43,062 43,062 43,062 43,062 43,249 43,249 - (2,747) 40,502
Explanation of Adjustments
(a) To adjust Village Dr Well costs for accumulated amortization and misposted invoice. See below:
Village Dr Well approved in 2013 at $20,473 over 20 years: $ 20473 # 20 = $ 1,024  peryear
2013 $ 512
2014 1,024
2015 1,024
Accumulated amorlization at 12/31115  § 2,560
Misposted St. Cyr Invoice (11/16 Wells Village) 187
$ 2,747
Amortization Expense
Dearbomn Well - approved 08-065 $ 1,096
Bryant Woods Well - approved 08-065 426
Rainbow Ridge Extension - approved 10-241 840
Litle River Purchase - approved 13-323 354
Total Amortization Expense 2016 $ 2,716 =filing
Village Dr Well - See above calculation $ 1,024
Eastwood Well Replacement - $22,589/20yrs 1.128
Total Pro-forma 2016 Amortization Expense 5 2,153 $ (2,153) Total Pro-forma 2016 Deferred Asset
Company Pro-forma #10 (2,162)
(9)
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Attachment A

Schedule 4
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
PRO-FORMA OPERATING INCOME STATEMENT
(1) 2) (3) (4) (5) (6) o)) (®)
Original Rate Filing Permanent Rates
Staff Revenue Operating
Company Pro-forma Pro-forma Deficiency Income
Actual Pro-forma Pro-forma Adjust's Adj # Operating (Surplus) Requirement
Test Year Adjust's Test Year (Sch 4a) (Sch 4a) Income (Sch 1) (Sch 1)

Operating Revenue:

Sales of Water $ 1,721,167 $ 223672 $ 1,944,839 $ (223,672) 20 $ 1,721,167 $ 218,538 3 1,939,705

Other Operating Revenue 69,300 - 69,300 - 69,300 69,300

Total Operating Revenues 1,790,467 223,672 2,014,139 (223,672) 1,790,467 218,538 2,009,005
Operating Expenses:

Operation & Maintenance Expenses:

Source of Supply Expenses 24,518 - 24,518 - 24,518 24,518

Pumping Expenses 283,753 - 283,753 = 283,753 283,753

Water Treatment Expenses 139,446 - 139,446 - 139,446 139,446

Transmission & Distribution Expenses 78,687 - 78,687 (6,541) 21 72,146 72,146

Customer Accounts Expenses 117,287 - 117,287 - 117,287 117,287

Administrative & General Expenses 478,880 62,059 540,939 53,271 22-27 594,210 594,210

Total Operation & Maintenance Expenses 1,122,571 62,059 1,184,630 46,730 1,231,360 - 1,231,360

Depreciation Expense 497,371 13,616 510,987 (1,097) 28-29 509,890 509,890

Amortization Expense - CIAC (212,659) - (212,659) (740) 30-31 (213,399) (213,399)

Amortization Expense - Other 2,715 2,162 4877 9) 32 4,868 4,868

Taxes Other Than Income 176,391 - 176,391 (10,163) 33 166,228 166,228

Total Operating Expenses 1,586,389 77,837 1,664,226 34,721 1,698,947 - 1,698,947
Net Operating Income before Income Taxes 204,078 145,835 349,913 (258,393) 91,520 218,538 310,058
Income Taxes:

Amortization:DTA 1,293 - 1,293 - 1,293 - 1,293

NHBPT 9,888 - 9,888 (11,526) 34-35 (1,638) 17,920 16,282

NHBET 3,000 362 3,362 (201) 36-37 3,161 - 3,161

Total Income Taxes 14,181 362 14,543 (11,727) 2,816 17,920 20,736
NET OPERATING INCOME $ 189897 $§ 145473 $ 335370 $ (246,666) .$ 88704 $ 200618 $ 289,322
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DW 17-118

HAMPSTEAD AREA WATER COMPANY, INC.

PERMANENT RATES
PRO-FORMA ADJUSTMENTS TO NET OPERATING INCOME

Pro-forma Adjustments to Operating Revenue:
Sales of Water

Reverse Company's proposed revenue adjustment (Company Adjustment #1)

Total Adjustments - Sales of Water

Pro-forma Adjustments to Operating Expenses:

Customer Accounts Expense

To adjust uncollectible accounts to reflect a five-year average of 2013-2017 per NHPUC
Annual Reports (0 + 364 + 0+ 8,268 +0)/5=1,726 8,267 - 1,726 = 6,541 adjustment

Total Adjustments - Transmission and Distribution Expenses

Administrative & General Expenses

To adjust Company Proforma for Wages to 2017 actuals as presented by Company in updated confidential
schedules submitted to Staff on May 8, 2018. See Co Filing Schedule 1B- Original: 58,348, Revised: 98,711

To adjust Company Proforma for Empl Pay Tax to 2017 actuals as presented by Company in updated

confidential scheduls submitted to Staff on May 8, 2018. See Co Filing Schedule 1B- Original: 4,464, Revised: 7,551

To reduce wage adjustments for 401k option not taken by employee (See Staff DR#1-2) (as reflected in Temp Rates)

To adjust Company Proforma for Employee Health Insurance to 2017 actuals as presented by Company in

updated schedules submitted to Staff on May 8, 2018. See Co Filing Schedule 1B- Original: (11,029), Revised: (2,355)

To adjust Company Proforma for 401k options matched by Company in 2017 as presented by Company in updated

confidential schedules submitted to Staff on May 8, 2018.

See Co Filing Schedule 1B- Original: 1,983 less adjustment #23 (1,857) = 126, Revised: 3,370

To remove 1 year of Master Plumber and Gas Fitter Renewal licenses per Audit Issue # 12

Total Adjustments - Administrative & General Expenses

Depreciation Expense

To reduce Depreciation Expense related to Mains and Transportation Equipment depreciated at incorrect rates. (Audit Issue #4)

Mains: Correct 50-yr life 430 Transportation Equip: Correct 7-yr life
45-yr life used (470) (Engine not included) 5-yr life used
Adjustment: (40) Adjustment:

To record excess capacity adjustment for Depreciation Expense (Per Sch 2b).

Total Adjustments - Depreciation Expense

4,926

$  (6,896)
(1,970)

Attachment A

Schedule 4a
$ (223,672)
$ (223,672)
$ (6,541)
$ (6,541)
$ 40,363
3,087
(1,857)
8,674
3,244
(240)
$ 53,271
$ (2,010)
913
$ (1,097)
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DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
PRO-FORMA ADJUSTMENTS TO NET OPERATING INCOME

Amortization - CIAC

To reduce Depreciation Expense related to Mains amortized at incorrect rate. (Audit Issue #4)
Mains: Correct 50-yr life 430
45-yr life used (470)
Adjustment: (40)

To record excess capacity adjustment for Amortization - CIAC (Per Sch 2b)
Total Adjustments - Amortization Expense - CIAC

Amortization Expense - Other

To adjust Company Proforma #10 for Village Drive and Eastwood Wells computed incorrectly.
See Schedule 3d- Original expense proforma: 2,162, Revised: 2,153

Total Adjustments - Amortization Expense - Other

Taxes other than Income

To adjust Taxes Other Than Income to reflect 1/4 of total 2016 property taxes and 3/4 of total 2017 property taxes.

Total Adjustments - Taxes other than Income

Income Taxes - New Hampshire Business Profit Taxes

To adjust NHBPT for Syncronized Interest and Income Tax Expense - Normalized per Schedule 4b.

To adjust NHBPT to reflect the income tax effect of revenue and expense profoma adjustments per Schedule 4c.

Total Adjustments - NHBPT

Income Taxes - New Hampshire Business Enterprise Taxes

To adjust NHBET to reflect the changes in interest expense and wage pro-forma adjustments per Schedule 4c.

To record the NHBET adjustment per Company computations

Total Adjustments - NHBET

Attachment A
Schedule 4a
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(740)
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(10,163)

(10,163)

9,662

(21,188)

(11,526)
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DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
INCOME TAX COMPUTATION

Attachment A
Schedule 4b

Interest Expense Synchronization and Income Tax Expense Normalization:

Net Operating Income before Adjustments (Schedule 4; column 3)
Add Back: Income Tax Expense (Schedule 4; column 3)

Pre-tax Net Operating Income

Rate Base (Schedule 3; column 6)
Debt Portion (Schedule 2)

Debt Component

Debt Cost (Schedule 2)
Syncronized Interest Expense

Pre-tax Net Income (Loss)
Composite Income Tax Rate (Schedule 5)
Income Tax Expense Subtotal
Less: Proforma Test Year
Income Tax Expense - Normalized

Tax Change Effect - FERC Methodology:
Income Tax Expense prior to Gross-up
Income Tax Gross-up

Composite Income Tax Expense

2018 Tax Rate Factor

2017 Tax Rate Factor

2018 Tax Rate Factor + 2017 Tax Rate Factor

Adjusted Composite Income Tax Expense

Revenue Adjustment

$

335,370
14,543

349,913

5,087,848
63.59%

3,235,460
3.45%

111,493

238,420
8.20%

19,550
(9,888)

&h| P N |en | &+

9,662

(1,638)
17,920

16,282

0.08578
0.08932

0.96037

15,637

(645)
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DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
PROFORMA ADJUSTMENTS TO INCOME TAXES

NHBET

Increase / (Decrease) in Interest Expense (Sch 4b and Company Adjustment)
Increase / (Decrease) in Wages (See Adjustments 21, 23 & 25)

Increase / (Decrease) in Taxable Enterprise Value Tax Base

NHBET rate

Increase / (Decrease) in NHBET
BET Adjustment per Company

NHBPT
To reflect the income tax effect of proforma adjustments to revenue and expenses:

Operating Revenues:

Net Pro-forma Adjustments to Water Sales to Customers
Net Pro-forma Adjustments to Other Operating Revenue

Operating Expenses:

Net Pro-forma Adjustments to Source of Supply Expenses

Net Pro-forma Adjustments to Pumping Expenses

Net Pro-forma Adjustments to Water Treatment Expenses

Net Pro-forma Adjustments to Transmission & Distribution Expenses
Net Pro-forma Adjustments to Customer Accounts Expenses

Net Pro-forma Adjustments to Administrative & General Expenses
Net Pro-forma Adjustments to Depreciation Expense

Net Pro-forma Adjustments to Amortization Expense - CIAC

Net Pro-forma Adjustments to Amortization Expense - Other

Net Pro-forma Adjustments to Taxes Other Than Income

Net Revenue / (Expense) Subject to NHBPT

Less: New Hampshire Business Profits Tax @ 8.20%
Add: (Increase) / Decrease in NHBET

Add: (Increase) / Decrease in BET

Add Interest Syncronization/Tax Normalization

Net Pro-forma Adjustments to Operating Revenue / Expenses

Attachment A
Schedule 4¢

$  (21725)
41,750

$ 20,025
0.675%

$ 135

$ (336)

$  (223,672)

6,541

(53,271)
1,097
740
9
10,163

(258,393)
21,188

(135)
336

(9,662)

$  (246,666)
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Attachment A

Schedule 5
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
EFFECTIVE TAXFACTOR
Effective Effective
2017 2018
Taxable Income 100.00% 100.00%
Less: NH Busines Profits Tax -8.20% -7.90%
Federal Taxable Income 91.80% 92.10%
Federal Income Tax Rate 0.00% 0.00%
Effective Federal Income Tax Rate 0.00% 0.00%
Add: NH Business Profits Tax 8.20% 7.90%
Effective Tax Rate 8.20% 7.90%
Percent of Income Available if No Tax 100.00% 100.00%
Effective Tax Rate -8.20% -7.90%
Percent Used as a Divisor to Determine Revenue Requirement
91.80% 92.10%
Tax Multiplier (Effective Tax Rate + Percent Used as a Divisor) 0.08932 0.08578

025



Attachment A

Schedule 6
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
PERMANENT RATES
CALCULATION OF RATES
Total Annual Water Revenues Proposed per Settlement (Attachment A, Schedule 1) $ 1,938,922
Less: Fire Protection Revenues
Municipal $ 41,336
Private - (41,336)
Revenues from General Metered Customers $ 1,897,586
Customer Charge Revenues:
Meter Present Percent Proposed Pro-forma # Annual
Size Rate Increase Rate of Customers Revenues
5/8" Meter  $ 120 0.00% § 120 3,507 $§ 420,840
3/4" Meter 240 0.00% § 240 - -
1" Meter 360 0.00% $ 360 65 23,400
1 1/2" Meter 720 0.00% $ 720 2 1,440
2" Meter 1,200 0.00% % 1,200 4 4,800
3,578  § 450,480 (450,480)
Consumption Charge Revenues: $ 1,447,106
Consumption Charge Revenues $ 1,447,106
Total Pro-forma Annual Consumption (ccf) (a) + 243,624
Consumption Rate per Customer (per ccf) $ 5.94
Total Pro-forma Annual Consumption (ccf) X 243,624 (1,447,106)
Unallocated Water Revenues $ =
(a) Pro-forma Consumption: 2016 Actual Water Sales:
Gallons 182,243,771
Conversion to Cubic Feet + 7.48
Cubic Feet 24,362,449
Conversion to CCF + 100 243,624
Average Usage per Staff 1-10:
Usage (ccf) Rate Monthly Yearly
NEW RATE:
Average usage for a Residential Customer per month: 579 x 594 = 34.39
Meter charge 10.00
$ 4439 $§ 53268
OLD RATE:
Average usage for a Residential Customer per month: 579 x 502 = 29.07
Meter charge 10.00
$ 39.07 § 468.84
AVERAGE MONTHLY INCREASE PER RESIDENTIAL CUSTOMER: $ 5.32
AVERAGE YEARLY INCREASE PER RESIDENTIAL CUSTOMER: 69.48 $ 63.84 § 63.84
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Attachment B

Schedule 1
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
STEP ADJUSTMENT
REVENUE REQUIREMENT
2017 Plant in Service (Attachment B, Schedule 3; Column 5) $ 625,911
Less: Accumulated Depreciation (Attachment B, Schedule 3; Column 8) (17,994)
NET PLANT IN SERVICE $ 607,917
Contribution in Aid of Construction (Attachment B, Schedule 3a; Column 5) (394,805)
Plus: Accumulated Amortization of CIAC (Attachment B, Schedule 3a; Column 8) 8,545
NET PLANT IN RATE BASE $ 221,657
Return on Additional Plant (Attachment B, Schedule 2) X 5.64%
Increase in Operating Income Requirement $ 12,509
O&M Expenses:
Depreciation Expense (Attachment B, Schedule 3; Column 7) 35,976
Amortization of CIAC (Attachment B, Schedule 3a; Column 7) (17,090)
State Utility Property Taxes (Attachment B, Schedule 3; Column 11) 1,745
Local Property Taxes (Attachment B, Schedule 3; Column 12) 6,937
Income Taxes (Net Plant in Rate Base x Tax Gross up: Attachment B, Schedule 2) 660
Wells Village Expenses (Attachment B, Schedule 4) 7,136
Total Operating Expenses $ 35,364
Additional Revenue Requirement 3 47,873
Less additional Revenues from Wells Village System $ (21,452)
Adjusted Revenue Requirement $ 26,420
Total Proposed Proforma Operating Revenues (Attachment A, Schedule 1) $ 1,938,922
Percentage of Increase associated with Step Increase 1.36%

To adjust revenues for the addition of Wells Village System (Per Co Responses to Staff DR#2-2).
Estimated usage of Wells Village System: (ccf) 3,245.50

Current Usage rate (per ccf) $ 5.02
Annualized Usage Revenues $ 16,292
Annualized Fixed Revenues:

43 Customers times 12 months times Monthly Charge of $10.00 per month (43x12x10) $ 5,160
Total Annualized Revenues $ 21,452
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Debt
Long-Term Debt (Sch 2a)
Total Debt

Common Equity

Common Stock
Additional Paid in Capital
Retained Earnings

Total Common Equity

Total Capitalization

(a) See Schedule 2a

Attachment B

(b) Income Tax on Equity Component:

Long Term Debt
Common Equity

Schedule 2
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
STEP ADJUSTMENT
WEIGHTED AVERAGE COST OF CAPITAL
Capital Structure Weighted
Pro-forma Cost Average
Unadjusted Adjustments Adjusted Percent Rate Cost
$ 4,240,886 $  (13,127) (@) $ 4,227,759 63.87% 3.41% 217%
4,240,886 (13,127) 4,227,759 63.87% 3.41% 2.17%
16,767 - 16,767 0.25%
2,754,354 400,000 3,154,354 47.65%
(779,242) - (779,242) -11.77%
1,991,879 400,000 2,391,879 36.13% 9.60% 3.47%
$ 6,232,765 $ 386,873 $ 6,619,638 100.00% 5.64%
Weighted
Average Cost Tax Pre-Tax Tax
of Capital Multiplier Cost Gross-up
2.17% 1.00000 217% 0.00%
3.47% 1.08578 3.77% 0.30%
5.64% 5.94% 0.30%
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GL Date of
Acct, # Note Lender
232.01  07/20/92 Ruma, Inc
232.06  09/06/05 NH DES
23207  10/22113 Torromeo Trucking
232.08  03/31/06 Aquarius Properties
232.09  12/07/12 Huntington Bank
23210  09/12/11 TD Bank
23211 06/24/09 NH DES
23212 1111818 Ford Motor Credit
232,13 06/26/12 Shribco Realty Two, LLC
23215  09M12111 TD Bank
23216  08/02/13 NHDES
23247  06/09/15 Trendezza
23218 10/26/14 Hillcrest Estates
23219  09/14/16 Peniucket Bank
Kasher Corporation
Previously Refinanced Debt
Totals
Rounding
TOTALS

*Exeess Copacit u

GL

232,08

L (Soo Attachmont

Acct. # System
Auturmn Hills

Original

Amount

73,679
1,315,291
25,000
24,000
33,979
1,369,153
1,058,347
38,174
12,000
1,200,000
255,000
44,000
34,000

2,167,000

50,000

7,699,623

§ 7,600,621

; Schedufe 2b);

Applled
Excess

Capaclty
Percentago Total Loan

83.33%

NHPUC
Docket #

DR 86-198

DW 04-132
DW 13-323
DW 06-016
DW 12-170
DW 11-143
DW 08-088
DW 16-826
DW 07-133
DW 11-162
DW 11-226
DW 15-254
DW 14-319

DW16-654

DW16-825

Percentage
of

100,00%

NHPUC
Order #

18,560

24,437
25,636
24,608
25,519
25,254
24,937
25,968
24,831
25,272
26,526
25,803
25,757

25,930

25,979

Excess
Capaclty %
Applled
to Loans

83.33%

Date of

Order Purposs Term
03/09/90 Keni Farm 26
02/26/05 SRF Loan: Tank 20
03714114 Lillle River Village, Plaistow 20
03/24/06 Autumnn Hills 20
06/07/13 Pickup Truck 5
07/22/111 Refinancing b
02/06/09 Hampstead / Atkinson Core Interconnect 20
1117116 2016 F-250 5
03/14/08 Coopers Grove
09/28/11 Refinancing / Selllers Ridge Pumpstation 5
06/21/13 service line replacements 20
08/24/15 Kings's Landing, Kingston -
01/16/15 Snow's Brook, Plaistow
07/29/16 Refinancing TD Bank loans 15

Black Rocks - See Staff 3-2

01/2317 Wells Village, Sandown -

DW 17118
HAMPSTEAD AREA WATER COMPANY, INC.
STEP ADJUSTMENT
PRO-FORMA LONG-TERM DEBT

Pro-forma Loan Balance

Pro-forma Interest Expenss

Pro-forma Finance Costs

Attachment B
Schedule 2a

Pro-forma Total Cost of Debt

Current Company Debt Ad] Excess Adjusted 2016 Company Interest Excess Adjusted 2018 Company Flnance Cost Excess Adjusted Total 2016

I Bal Debt per Capacity Balance Interest Interest Adj per Capaclty Interest Amortized  Finance Cost Adj per Capacity Amortized Annual Cost

Rate Rate Adjustmont _ Settlemont _Adjustment® Expense  _ Adjustment _ Settlement Adjustmoent® Exponse Finance Costs _ Adjustment  Settloment  _Adjustment®  Finance Costs Debt Cost Rate
9.50% 9.50% 8,996 - - - 8,996 1,071 - (216) - 855 - - . . - 855 9 50%
3.352% 3.352% 841,498 841,498 29,333 - (1,126) - 28,207 443 & - 443 26,650 3.40%
0.00% 0.00% - . - - - - - - * - 0.00%
P+2.25% 5.50% 15,753 - - (13,127) 2,626 860 - ] {717 144 - - - - 144 548%
2.49% 2.49% 6,553 - - - 6,553 290 (127) 163 - x - 163 2.49%
4.14% 4.14% - - - 32,316 (32,318) - - - 6,435 6,435 6,435 0.00%
2.864% 2.864% 626,966 - 826,966 24,396 (712) 23,684 1,074 - - 1,074 24,758 299%
4.89% 4.89% 37,046 - - - 37,046 309 1,404 99 = 1,812 - - 1,812 4.89%
0.00% 0.00% 3,000 . - 3,000 ] 137 - 137 137 4.57%
4.14% 4.14% ¥ - - 26,833 (28,833) - - 1,784 - =+ 1,784 1,784 0.00%
3.10% 3.10% 234,374 ¥ E 234,374 7,439 (173) - 7,266 713 713 7,979 3.40%
0.00% 0.00% 44,000 - . - 44,000 - - - + * 0.00%
0.00% 0.00% 34,000 - - 34,000 . - - - - - = 0.00%
3.25% 3.25% 2,138,700 - - - 2,138,700 17,725 50,392 1,391 69,508 99 99 69,607 3.25%
- - - - - - 1840 = =~ 1,640 1,640 0.00%
0.00% 0.00% 50,000 - - 50,000 ] - - 0.00%
- - x - - = = & i - = 0.00%
4,240,886 - - (13,127) 4,227,759 142,572 (9,353) (864) 717 131,639 12,325 - 12,325 143,964 341%
. g g 9 < ) = - ) 1 o 1 0.00%
§ 4240888 § - $ - $ (13427) 8 4227758 $ 142511 § (8,353) § (B84) § (717) _$ 131,638 $ 12,326 ¢ - $ - $ - $ 12,326 $ 143,984 3%
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Attachment B

Schedule 3
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
STEP ADJUSTMENT
2017 ADDITIONS TO PLANT AND RELATED DEPRECIATION
) 2) 3) (4) (5) (6) @ 8) (%) (10) (1) (12)
2017 2017
Account Depr Annual Accum Net Assessment  State Util Local
Location Description Account Description Amount Rate Depr Depr Plant Adjustment Prop Tax Prop Tax
Wells Village, Sandown Structures 304 Pump House structure and related sitework $ 108,600 250% § 2715 § 1358 $ 107,242 $ 46,672 $ 308 % 1,318
Wells Village, Sandown  Wells & Springs 307  Wells 30,000 3.30% 990 495 29,505 12,841 85 363
Wells Village, Sandown  Supply Mains 309  Supply mains 60,000 2.00% 1,200 600 59,400 25,851 171 730
Wells Village, Sandown Pumping Equipment 311 Pumps and accessories and electrical work 109,505 10.00% 10,951 5476 104,029 45274 299 1,278
Wells Village, Sandown Woater Treatment 320  Greensand tanks, pressure tank & chlorine pump & barrel 30,450 3.60% 1,096 548 29,902 13,014 86 367
Wells Village, Sandown Distribution Reservoirs 330 20,000 gallon tank 38,250 2.20% 842 421 37,829 16,463 109 465
Wells Village, Sandown  T&D Mains 331 T&D Mains 48,000 2.00% 960 480 47,520 20,681 136 584
Wells Village, Sandown Services 333 50 New Services 20,000 2.50% 500 250 19,750 8,595 57 243
Wells Village, Sandown Metering Equipment 334 43 New Meters 18,900 4.50% 851 426 18,474 8,040 53 227
Wells Village, Sandown  Metering Equipment 334 1 Meter change-out 500 4.50% 23 12 488 212 1 6
Total Wells Village 464,205 20,128 10,066 454,139 197,643 1,305 5,581
Colby Pond, Danville Pumping Equipment 311  Generator 18,171 10.00% 1,817 909 17,262 7,513 50 196
Comerstone, Sandown Pumping Equipment 311  Generator 17,795  10.00% 1,780 890 16,905 7,357 49 208
Wainut Ridge, Atkinson ~ Pumping Equipment 311 West Side Pump - 120AMP VFD 22 5,310  10.00% 531 266 5,044 2,195 14 35
Kent Farm, Hampstead Pumping Equipment 311 VFD Pump Kent Farm 6,021 10.00% 602 301 5,720 2,489 16 55
Hampstead Core Pumping Equipment 311 (2) Grundfus CR10, 7.5hp 230V, 3PH 2" AN 6,626 10.00% 663 332 6,294 2,739 18 61
Total Pumping Equip 53,923 5,393 2,698 51,225 22,293 147 555
Walnut Ridge, Atkinson Water Treatment 320 Greensand filtration system filters and media replacement 3,685 3.60% 133 67 3,618 1,575 10 25
Wainut Ridge, Atkinson Water Treatment 320  Greensand filtration system filters and media replacement 4,875 3.60% 176 88 4,787 2,083 14 33
Walnut Ridge, Atkinson Water Treatment 320 Greensand filtration system filtters and media replacement 5,365 3.60% 193 97 5,268 2,293 15 37
Total Water Treatment 13,925 502 252 13,673 5,951 39 95
Colby Pond, Danville Metering Equipment 334 2 Meter change-outs 1,000 4.50% 45 23 977 425 3 1
Hampstead Core Metering Equipment 334 48 Meter change-outs 23,500 10.00% 2,350 1,175 22,325 9,716 64 215
Kent Farm, Hampstead Metering Equipment 334 1 Meter change-out 500 10.00% 50 25 475 207 1 5
Lancaster Farm, Salem Metering Equipment 334 3 Meter change-outs 1,500 4.50% 68 34 1,466 638 4 13
Oakahill, Chester Metering Equipment 334 1 Meter change-out 500 4.50% 23 12 488 212 1 4
Stoneford, Sandown Metering Equipment 334 2 Meter change-outs 1,000 4.50% 45 23 977 425 3 12
Walnut Ridge, Atkinson Metering Equipment 334 115 Meter change-outs 58,000 10.00% 5,800 2,900 55,100 23,980 158 385
Total Metering Equip 86,000 8,381 4,192 81,808 35,603 234 645
System-wide Vehicles & Equipment 347  Meter Gun - Neptune MRX920 7,868  20.00% 1,572 786 7,072 3,078 20 61
Grand Total $ 625,911 $35976 $17,994 $607917 $§ 264568 $ 1745 $ 6,937
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Attachment B

Schedule 3a
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
STEP ADJUSTMENT
2017 ADDITIONS TO CIAC AND RELATED AMORTIZATION
n 2) 3 4) (5) (6) @) (8

Account Amort Annual Accum

Location Description Account Description Amount Rate Amort Amort
Wells Village, Sandown Structures 304 Pump House structure and related sitework $ 96,392 250% $ 2410 $ 1,205
Wells Village, Sandown Wells & Springs 307 Wells 26,628 3.30% 879 440
Wells Village, Sandown Supply Mains 309  Supply Mains 53,256 2.00% 1,065 533
Wells Village, Sandown Pumping Equipment 311 Pumps and accessories and electrical work 97,196  10.00% 9,720 4,860
Wells Village, Sandown Water Treatment 320 Greensand tanks, pressure tank & chlorine pump & barrel 27,027 3.60% 973 487
Wells Village, Sandown Distribution Reservoirs 330 20,000 gallon tank 33,950 2.20% 747 374
Wells Village, Sandown T&D Mains 331 T&D Mains 42,604 2.00% 852 426
Wells Village, Sandown New Services 333  NewServices 17,752 2.50% 444 222
Total $ 394,805 $17090 % 8,645
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Attachment B

Schedule 4
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
STEP ADJUSTMENT
2017 WELLS VILLAGE EXPENSES
Account
Account Description Description Amount
Wells Village Pump House

62300 Pumps - Power Purchased 1,952

63100 Pumps - Maint of Structures 378

63300 Maint of Pump Equipment 2,282

63300 Maint of Pump Equipment Deduct two replacement drives (non-recurring expense) (1,624)

64200 Treatment - Operation Labor & Expense 352

67300 Maint of Trans & Dist Mains 70

67500 Maint of Services 70

67600 Maint of Meters 423

Wells Village

63100 Pumps - Maint of Structures 754

64200 Treatment - Operation Labor & Expense 3,395

64201  Treatment - Operation Labor & Expense Deduct start-up testing & duplication of yearly testing costs (1,196)

92700 Franchise Requirements 560

92701 Franchise Requirements Deduction duplication of Permit to Operate yearly cost (280)

7,136
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Schedule 5
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
STEP ADJUSTMENT
PROFORMA ADJUSTMENTS TO PROPERTY TAXES
Property Tax Expense:
2016 Rates

State Utility Property Taxes:
State Assessed Value as of April 1, 2017 4,586,900
Net Plant at Year End 2016 10,539,600
Assessment Adjustment Percentage: 43.52%
Net Book Value of 2017 Additions to Plant 607,917
Assessment Adjust Percentage applied to Net Book Balue of 2017 Additions to Plant 264,569
State Utility Property Tax Rate (per $1,000) $ 6.60
State Utility Property Taxes $ 1,746

Local Property Taxes:

See Attachment B; Schedule 3 for individual details

Local Property Taxes: $ 6,937
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Total Annual Water Revenues Proposed per Settlement (Sch 1)

Less: Fire Protection Revenues
Municipal
Private

Revenues from General Metered Customers

Customer Charge Revenues:

Consumption Charge Revenues:

Unallocated Water Revenues

(a) Pro-forma # of Customers:

(b) Pro-forma Consumption:

Attachment B

Gallons 182,243,771
Conversion to Cubic Feet + 7.48
Cubic Feet 24,362,449
Conversion to CCF + 100 243,624
2017 Estimated New System Sales:
Estimated Usage of New System: (ccf) 3,245.50
To annualize 2017 usage (12 months / 12 months) {ccf) X 1.000 3,246
Total Pro-forma Consumption (ccf) 246,870
Average Usage per Staff 1-10:
Usage (ccf) Rate Monthly Yearly
NEW RATE:
Average usage for a Residential Customer per month: 580 x 595 = 34.51
Meter charge 10.00
$ 44.51 $ 534.12
OLD RATE:
Average usage for a Residential Customer per month: 580 x 502 = 29.12
Meter charge 10.00
3 3912 § 46944
AVERAGE MONTHLY INCREASE PER RESIDENTIAL CUSTOMER: $ 5.39
AVERAGE YEARLY INCREASE PER RESIDENTIAL CUSTOMER: 69.60 / year 3 6468 § 64.68

Schedule 6
DW 17-118
HAMPSTEAD AREA WATER COMPANY, INC.
STEP ADJUSTMENT
CALCULATION OF RATES
$ 1,965,342
$ 41,336
- (41,336)
$ 1,924,006
Meter Proposed Percent Proposed Pro-forma # Annual
Size Perm Rate Increase Step Rate of Customers Revenues
5/8" Meter  § 120 0.00% $ 120 3,660 $ 426,000
3/4" Meter 240 0.00% $ 240 - -
1" Meter 360 0.00% $ 360 65 23,400
11/2" Meter 720 0.00% $ 720 2 1,440
2" Meter 1,200 0.00% $ 1,200 4 4800
(a) 3,621 $ 455640 (455,640)
$ 1,468,366
Consumption Charge Revenues $ 1,468,366
Total Pro-forma Annual Consumption (ccf) (b) + 246,870
Consumption Rate per Customer (per ccf) $ 5.95
Total Pro-forma Annual Consumption (ccf) X 246,870 (1,468,366)
3
3,578 actual customers @ 12/31/16 + 43 customers from New System acquired in 2017 3,621

2016 Actual Water Sales:
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Q. Please state your name and business address for the record.

A. My name is Stephen P. St. Cyr. My business address is 17 Sky Oaks Drive, Biddeford,

ME 04005.
Q. Please summarize your professional experience and education background.
A. | am presently employed by St. Cyr & Associates, which provides accounting, tax,

management and regulatory services. St. Cyr & Associates devotes a significant portion of the
practice to serving utilities. It has a number of regulated water utilities among its clientele. 1
have prepared and presented a number of regulatory filings before the New Hampshire Public
Utilities Commission. Prior to establishing St. Cyr & Associates, | worked in the utility industry
for 16 years, holding various managerial accounting and regulatory positions. | have a Business
Administration degree with a concentration in accounting from Northeastern University in
Boston, MA. | obtained my CPA certificate in Maryland.

Q. What is your business relationship with Hampstead Area Water Company (“HAWC”)?
A St. Cyr & Associates reviews HAWC’s financial statements, prepares its PUC Annual
Report and federal tax return, and assist HAWC with its NHPUC regulatory filing including
requests for expansion of franchise area, requests for financings and requests for rate increases.
Q. Have you previously testified before the NHPUC?

A Yes, I have testified many times. I'm currently working with HAWC in its request for an
increase in rates in DW 17-118.

Q. What is the purpose of your testimony?

A. The purpose of my testimony is to support HAWC effort to increase its cost of equity.

Q. Please provide an assessment of HAWC current financial position.

20f4
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A. As of 12/31/16 HAWC has total assets of $11,771,354, of which $10,539,600 is net
utility plant. It also has $11,771,354 of total equity and liabilities. Its total equity amounts to
$1,991,879. Its total long-term debt amounts to $4,190,879. Its total net contribution in aid of
construction (“CIAC”) amounts to $5,477,917. It has a substantial amount of CIAC due to an
affiliated company and other developers contributing a substantial amount of water plant to
HAWC.

It had $1,790,467 of operating revenue in 2016. It also had $1,600,570 of operating
expenses, resulting in $189,897 of net operating income. Its 2016 net income amounted to
$35,000. Its actual 2016 rate of return was 3.75%, substantially less than its authorized rate of
return of 4.89% as was approved in PUC Docket No. DW 12-170.

Q. What is the current capital structure?
A. The 2016 capital structure totaled $6,182,765 including $1,991,879 (32.22%) of equity
and $4,190,886 (67.78%) of debt.

What are the current PUC approved rate of return and return on equity?

The presently PUC approved rate of return is 4.89% and return on equity is 9.75%

Q
A
Q. What is the current PUC approved return on equity for all water companies?
A The current PUC approved return on equity is 9.6%.

Q Please provide a brief history of recent debt and equity financings?

A In 2016 HAWC refinance two TDBank loans amounting to $2,167,000 over 15 years at
an interest rate of 3.25%. In 2016 the shareholder contributed $500,000 of other paid in capital
and in 2017 the shareholder contributed $400,000 of other paid in capital.

Q. Has HAWC sought an increase above the PUC approved return on equity?

3o0f4
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Yes. In DW 12-170, HAWC initially proposed a cost of common equity of 9.75% plus

1.00%. HAWC believed that the additional 1.00% was necessary due to the increased risks

associated with the size and resources available to meet HAWC’s capital and operating

requirements.

Q.
A.
Q.
A.

What was the result of the cost of equity in DW 12-170?
HAWC settled on the PUC approved cost of equity of 9.75%.
Please provide any general comments on Ms. Ahern’s testimony.

HAWC supports Ms. Ahern’s testimony as it pertains to a range of size premiums of

2.31% — 4.61%. HAWC also supports Ms. Ahern’s Low Size — High Size Risk Premium range

of 11.83% - 21.09%.

Q
A
Q
A
Q.
A
Q
A

Is there anything that you would like to add to Ms. Ahern’s testimony?

No.

Do you support Ms. Ahern’s testimony?

Yes.

How will the results of Ms. Ahern’s testimony impact HAWC?

HAWC intends to incorporate the results of the ROE docket into DW 17-118.
Does this conclude your testimony?

Yes.

F:\Legah\HAWC\DW-18-Xxx Return On Equity Petition\DW-18-Xxx HAWC SSC Testimony 01-24-18 FINAL.Docx

4 of 4
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INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, OCCUPATION AND BUSINESS ADDRESS.
My name is Pauline M. Ahern. | am an Executive Director of ScottMadden, Inc. My
business address is 1900 West Park Road, Suite 250, Westborough, MA 01581. My mailing
address is 3000 Atrium Way, Suite 241, Mount Laurel, NJ 08054.
PLEASE SUMMARIZE YOUR PROFESSIONAL EXPERIENCE AND
EDUCATIONAL BACKGROUND.
| have offered expert testimony on behalf of investor-owned utilities before thirty-two state
regulatory commissions in the United States and Canada on rate of return issues including,
but not limited to, common equity cost rate, fair rate of return, capital structure issues,
relative investment risk and credit quality issues. | am a graduate of Clark University,
Worcester, MA, where | received a Bachelor of Arts degree with honors in Economics. |
have also received a Master of Business Administration with high honors and a
concentration in finance from Rutgers University.

On behalf of the American Gas Association (“A.G.A.”), I calculate the A.G.A. Gas
Index, which serves as the benchmark against which the monthly performance of the
American Gas Index Fund (“AGIF”) is measured. The A.G.A. Gas Index and AGIF are a
market capitalization weighted index and mutual fund, respectively, comprised of the
common stocks of the publicly traded corporate members of the A.G.A.

| am a member of the Society of Utility and Regulatory Financial Analysts
(“SURFA”) and currently serve as its Vice President, having previously served on its Board
of Directors from 2011 — 2017, two terms as President, from 2006 — 2008 and 2008 — 2010,

and as its Secretary / Treasurer from 2012 — 2006. In 1992, | was awarded the professional
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designation "Certified Rate of Return Analyst" (“CRRA”) by SURFA, which is based upon
education, experience and the successful completion of a comprehensive written
examination.

I am also an associate member of the National Association of Water Companies,
serving on its Finance / Accounting / Taxation and Rates and Regulation Committees; a
member of the Advisory Council of the Financial Research Institute — University of
Missouri — Robert J. Trulaske, Sr. College of Business; a member of the American Finance
and Financial Management Associations; a member of Edison Electric Institute’s Cost of
Capital Working Group; and a member of A.G.A.’s State Affairs Committee.

The details of my educational background, expert witness appearances, presentations
| have given and articles I have co-authored are shown in Appendix A.

PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY?
The purpose is to provide testimony on behalf of Abenaki Water Company (“AWC”),
Hampstead Water Co., Inc. (“HAWC”) and Lakes Region Water Co., Inc. (“LRWC”),
collectively the “Companies”, as to an appropriate small size premium to reflect the smaller
size of the Companies relative to any company or group of companies upon whose
authorized or estimated market based common equity cost rate (“ROE”) the allowed ROEs
of the Companies are to be based.

In addition, this testimony will propose a generic / formula ROE methodology for the
consideration of the New Hampshire Public Utility Commission (“NH PUC”) to be used
to determine authorized ROEs for the Companies. | will also address both the

Massachusetts (“MA”) and Connecticut (“CT”) generic methodologies for determining
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authorized ROEs for the Companies. Finally, this testimony will provide proposed ROES
for each of the Companies based upon my proposed generic ROE formula as well as the
MA and CT generic ROE formulas.
HAVE YOU PREPARED ATTACHMENTS THAT SUPPORT YOUR
TESTIMONY?
Yes. They have been designated as Attachments PMA-1 through PMA-8. Appendix B
contains citations footnoted in this testimony with the exception of the Hope! and Bluefield?
cases.
SUMMARY
PLEASE SUMMARIZE YOUR ANALYSES.
My analyses indicate that ranges of size premiums of 2.64% - 5.27% for AWC, 2.30% -
4.59% for HAWC and 2.23% - 4.46% for LRWC based upon an analysis of each
Company’s market capitalization, book value, average 5-year net income, value of invested
capital, total assets and number of employees, relative to the averages of each factor for a
group of publicly traded water utilities (“Water Utility Group”) using size risk premium
studies by Duff & Phelps. The selection of the Water Utility Group will be discussed in
detail below.

| also propose that the NH PUC consider using a generic ROE methodology based
upon that used by the Florida Public Service Commission (“FLPSC”) since the late 1980s

for the small water and wastewater utilities under its jurisdiction.

Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944).
Bluefield Water Works Improvement Co. v. Public Serv. Comm'n, 262 U.S. 679 (1922).

3
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In addition, this testimony provides comments upon the current generic ROE

formulas currently in place in Massachusetts and Connecticut and proposes revisions to

these formulas.

Finally, | propose common equity cost rates for AWC, HAWC, and LRWC based

upon my proposed generic ROE methodology and current capital market data, the MA

generic ROE methodology and the CT generic methodology as shown in Table 1 below.

Table 11

Conclusions of ROE for AWC, HAWC and LRWC

Abenaki Water Company

Low Size Risk Premium

High Size Risk Premium

Proposed generic ROE
formula

13.30%

15.96%

Massachusetts’ ROE
formula

Avg. 30-Year
US Treas.
Bond*

14.14%

16.77%

Proj. 30-Year
US Treas. Bond

12.16%

14.79%

Connecticut’s ROE
formula

12.24%

14.87%

Hampstead Area Water Co.,
Inc.

Low Size Risk Premium

High Size Risk Premium

Proposed generic ROE
formula

17.33%

21.06%

Massachusetts’ ROE
formula

Avg. 30-Year
US Treas.
Bond*

13.80%

16.09%

Proj. 30-Year
US Treas. Bond

11.82%

14.11%

Connecticut’s ROE
formula

11.90%

14.19%

Lakes Region Water Co.,
Inc.

Low Size Risk Premium

High Size Risk Premium
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Proposed generic ROE

12.70% 14.93%
formula

Massachusetts’ ROE
formula

Avg. 30-Year
US Treas. 13.79% 16.07%
Bond*

Proj. 30-Year

0, 0
US Treas. Bond 11.81% 14.09%

Connecticut’s ROE

11.83% 14.06%
formula

GENERAL PRINCIPLES OF RATE OF RETURN

WHAT GENERAL PRINCIPLES MUST BE CONSIDERED IN DETERMINING A
FAIR AND REASONABLE ROE FOR REGULATED UTILITIES

The cost of capital is defined as that return which investors require to make an investment
in a given firm. From the firm’s perspective, that required return, whether it is provided to
debt or equity investors, has a cost. Individually, the “cost of debt” and the “cost of equity”
are collectively referred to as the “cost of capital.”

The cost of capital (including the costs of both debt and equity) is based upon the
economic principle of “opportunity cost,” meaning that investing in any asset / security
implies a forgone opportunity to invest in alternative assets / securities. Because
investments with similar risks should offer similar returns, the opportunity cost of an
investment should equal the return available on investments of comparable risk.

Although both debt and equity have required costs, they differ fundamentally. The
cost of debt is contractually defined and can be directly observed in the market as the
interest rate or yield on debt securities. In contrast, the cost of equity does not have a
contractual obligation, nor can it be directly observed in the market. Rather, because

common equity investors have a claim on a firm’s cash flows only after debt holders are
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paid, it is the uncertainty (or risk) associated with those residual cash flows which
determines the cost of equity. Because common equity investors bear this “residual risk,”
they require higher returns than debt holders. In that sense, common equity and debt
investors are distinct: they invest in different securities; face different risks; and, require
different returns. That is not to say that the risks facing debt and equity investors are
separate and distinct, with the two having much in common, but only to a point.
Nonetheless, commentary from both debt and equity analysts is instructive and helps
inform the determination of the required return within a range of analytical results.

The cost of capital, specifically the cost of common equity or the investor required
return on common equity, is also an economic and financial concept which refers to the ex-
ante, or the expected return on an investment at the market value of the publicly traded
common shares of a corporation. According to the basic financial principle of risk and
return, the investor required return on investment is a function of the level of investor
perceived risk as reflected in the market prices paid by investors. The higher / lower the
investor-perceived risk, the higher / lower the investor-required return. The investor
required return is also forward-looking, or expectational, as it is the return the investor
expects to receive in the future for investing capital today and is based upon expected
economic and capital market conditions.

In unregulated industries, the competition of the marketplace is the principal
determinant of the price of products or services. For regulated public utilities, regulation
must act as a substitute for marketplace competition. A sufficient level of earnings is
required to assure that the utility can: 1) fulfill its obligation to provide safe and reliable

service at all times; 2) maintain the integrity of presently-invested capital through future
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reinvestment; and, 3) attract needed new capital at a reasonable cost and on reasonable
terms in competition with other firms of comparable risk. This is consistent with the
previously noted fair rate of return standards established by the U.S. Supreme Court in the
Hope and Bluefield cases.

In rate base / rate of return regulation, the authorized (allowed) return on common
equity means the investor-required return. In turn, the investor-required return is defined
as the return required by the investor on the funds invested in the publicly traded common
stocks of firms. As stated previously, the cost of common equity is not directly observable
in the capital markets, since there is no contractual basis or obligation on the part of a firm
to provide a return to its common shareholders, unlike the contractual coupon or interest
rate on its debt obligations. Therefore, the cost of common equity must be estimated from
market (economic and financial) data, using financial models developed for that purpose,
including the Discounted Cash Flow (“DCF”) and Capital Asset Pricing Model (“CAPM”).
Any generic ROE formula adopted by the NH PUC must be based upon the marketplace
data of a proxy group of water utilities that are as similar in risk as possible to the
Companies based upon selection criteria discussed below.

Because empirical financial models for determining the cost of common equity are
subject to limiting assumptions or other constraints, most finance texts recommend using
multiple approaches to estimate the cost of common equity. As a practical matter, no
individual model is more reliable than all others under all market conditions. The use of
multiple common equity cost rate models adds reliability to the estimation of the investor-
required return. This fact is well supported in the academic literature with respect to

regulatory finance and utility regulation.
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For example, Roger A. Morin (“Morin”) states:

Each methodology requires the exercise of considerable judgment on the
reasonableness of the assumptions underlying the methodology and on the
reasonableness of the proxies used to validate a theory. The inability of the
DCF model to account for changes in relative market valuation, discussed
below, is a vivid example of the potential shortcomings of the DCF model
when applied to a given company. Similarly, the inability of the CAPM to
account for variables that affect security returns other than beta tarnishes its
use.

No one individual method provides the necessary level of precision for
determining a fair return, but each method provides useful evidence to
facilitate the exercise of an informed judgment. Reliance on any single
method or preset formula is inappropriate when dealing with investor
expectations because of possible measurement difficulties and vagaries in
individual companies’ market data.

* * *

The financial literature supports the use of multiple methods. Professor
Eugene Brigham, a widely respected scholar and finance academician,
asserts:

Three methods typically are used: (1) the Capital Asset Pricing Model
(CAPM), (2) the discounted cash flow (DCF) method, and (3) the bond-
yield-plus-risk-premium approach. These methods are not mutually
exclusive — no method dominates the others, and all are subject to error
when used in practice. Therefore, when faced with the task of estimating a
company’s cost of equity, we generally use all three methods and then
choose among them on the basis of our confidence in the data used for each
in the specific case at hand. Another prominent finance scholar, Professor
Stewart Myers, in an early pioneering article on regulatory finance, stated:

Use more than one model when you can. Because estimating the
opportunity cost of capital is difficult, only a fool throws away useful
information. That means you should not use any one model or measure
mechanically and exclusively. Beta is helpful as one tool in a kit, to be used
in parallel with DCF models or other techniques for interpreting capital
market data.

Reliance on multiple tests recognizes that no single methodology produces
a precise definitive estimate of the cost of equity. As stated in Bonbright,
Danielsen, and Kamerschen (1988), ‘no single or group test or technique is
conclusive.” Only a fool discards relevant evidence. (italics in original)
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* * *

While it is certainly appropriate to use the DCF methodology to estimate
the cost of equity, there is no proof that the DCF produces a more accurate
estimate of the cost of equity than other methodologies. Sole reliance on
the DCF model ignores the capital market evidence and financial theory
formalized in the CAPM and other risk premium methods. The DCF model
is one of many tools to be employed in conjunction with other methods to
estimate the cost of equity. It is not a superior methodology that supplants
other financial theory and market evidence. The broad usage of the DCF
methodology in regulatory proceedings in contrast to its virtual
disappearance in academic textbooks does not make it superior to other
methods. The same is true of the Risk Premium and CAPM
methodologies.?

Both the use of the market data of a proxy group of similar risk, as well as the use
of multiple common equity cost rate models, adds reliability to the informed expert
judgment used in estimating the common equity cost rate. Therefore, it is both prudent and
appropriate to use multiple methodologies to mitigate the effects of the limiting
assumptions and inputs associated with any single approach. As such, my proposed generic
ROE methodology considers the results of two well-tested market models: the DCF and

CAPM in arriving at appropriate ROEs applicable to the Companies.

WATER AND WASTEWATER UTILITY RISK

A. General Water and Wastewater Business Risk

PLEASE DEFINE BUSINESS RISK AND EXPLAIN WHY IT ISIMPORTANT TO
THE DETERMINATION OF A FAIR RATE OF RETURN.

The investor-required return on common equity reflects investors’ assessment of the total
investment risk of the subject firm. Total investment risk is often discussed in the context

of business and financial risk.

Roger A. Morin, New Regulatory Finance (Public Utility Reports, Inc., 2006) 428-431 (emphasis added)
(footnotes omitted) (See Appendix B, Workpaper PMA-1).
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Business risk reflects the uncertainty associated with owning a company’s common
stock without the company’s use of debt and / or preferred stock financing. One way to
consider the distinction between business and financial risk is to view the former as the
uncertainty of the expected earned return on common equity assuming the firm is financed
with no debt.

Examples of the business risks generally faced by utilities include, but are not
limited to, the regulatory environment, mandatory environmental compliance
requirements, customer mix and concentration of customers, service territory economic
growth, market demand, risks and uncertainties of water supply, operations, capital
intensity, size, and the degree of operating leverage, and the like, all of which have a direct
bearing on earnings.  Although analysts, including rating agencies, may categorize
business risks according to individual categories, as a practical matter they are inter-related
and are not wholly distinct from one another. Therefore, it is difficult to specifically and
numerically quantify the effect of any individual factor on investors’ required return, i.e.,
the cost of capital. For determining an appropriate return on common equity, the relevant
issue is where investors see the subject company as falling within a spectrum of risk. To
the extent investors view a company as being exposed to additional risk, the required return
will increase, and vice versa.

For regulated utilities, business risks are both long- and near-term in nature.
Whereas near-term business risks are reflected in the year-to-year variability in earnings
and cash flow brought about by economic or regulatory factors, long-term business risks
reflect the prospect of an impaired ability of investors to earn a return on and of their

capital. Moreover, because utilities accept the obligation to provide safe, adequate and
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reliable service at all times (in exchange for the opportunity to earn a fair return on their
investment), they generally do not have the option to delay, defer, or reject capital
investments. Because those investments are capital-intensive, utilities generally do not
have the option to avoid raising necessary external funds during periods of capital market
distress, if necessary.

Because utilities invest in long-lived assets, long-term business risks are of
considerable concern to equity investors. That is, the risk of not recovering the return on
and of their investment extends far into the future. But, the timing and nature of events
that may lead to losses are also uncertain and consequently, those risks and their
implications for the required return on equity tend to be difficult to quantify. That does not
mean, however, that the risk is of no consequence to investors. Analysts may apply, for
example, simulation-based methods to assess the potential risk, but in the final analysis
(like the investors that commit their capital), regulatory commissions must review a variety
of quantitative and qualitative data and apply their reasoned judgment to determine how
long-term risks weigh in their assessment of the market-required return on equity.
PLEASE DESCRIBE THE BUSINESS RISK CURRENTLY FACED BY THE
WATER AND WASTEWATER UTILITY INDUSTRY IN GENERAL.

Water is necessary for life as it is the only utility product which is intended for customers
to ingest. Consequently, water quality and the proper treatment of wastewater is of
paramount importance to the public health and well-being of customers. Therefore water
production / distribution and wastewater treatment are subject to additional and
increasingly stringent health and safety regulations. Beyond health and safety concerns,

customers also have significant aesthetic (e.g. taste and odor) concerns regarding the water
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delivered to them, with regulators paying close attention to these concerns because of the
strong reactions they evoke in customers.

Water utilities serve a production function, treatment function and delivery
function. They obtain supply from wells, aquifers, surface water reservoirs or streams and
rivers. Throughout the years, well supplies and aquifers have been environmentally
threatened, with historically minor purification treatment giving way to major well
rehabilitation, extensive treatment or replacement. Simultaneously, the Safe Drinking
Water Act’s ("SDWA") quality standards have tightened considerably, requiring multiple
types of treatment prior to water delivery. Supply availability can often be limited by
drought, water source overuse, runoff, threatened species and habitat protection, as well as
other operational, political and environmental factors. Increasingly stringent environmental
standards necessitate additional capital investment in the distribution and treatment of
water, thereby exacerbating the pressure on water utilities’ free cash flows through
increased capital expenditures for infrastructure, repair and replacement. In addition, the
U.S. Environmental Protection Agency, as well as individual state and local environmental
agencies, are continually monitoring potential contaminants in the water supply and
promulgating or expanding regulations when necessary. In the course of procuring water
supplies and treating water so that it complies with SDWA standards, water utilities have
an ever-increasing responsibility to be stewards of the environment from which supplies
are drawn in order to preserve and protect essential natural resources of the United States.

Water and wastewater utilities are typically vertically engaged in the entire process
of acquiring supply, producing, treating, and distributing water, serving both a production

function in addition to a delivery function. Accordingly, water utilities require significant
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capital investment, not only in transmission and distribution systems, but also in sources
of supply (surface and groundwater), production (wells), and storage as well as the
treatment of wastewater. Significant capital investment is necessary both to serve
additional customers and to replace aging systems and treatment plants, creating a major
risk factor for the water and wastewater utility industry.

B. Comparison of AWC’s, HAWC’s, LWRC’s, as well as the Water, Electric &
Natural Gas Utility Industries’ Business Risk

PLEASE DISCUSS THE CAPITAL INTENSITY OF THE AWC’s, HAWC’s,
LRWC’s ASWELL ASTHE WATER AND WASTEWATERUTILITY INDUSTRY
RELATIVE TO OTHER UTILITY INDUSTRIES.

As a capital-intensive industry, water and wastewater utilities require significantly greater
capital investment in the infrastructure required to produce a dollar of revenue than do
other industries, including electric and natural gas utilities. For example, as shown in
Chart 1 below, it took $4.45 of net utility plant on average to produce $1.00 in operating
revenues in 2016 for the water and wastewater utility industry as a whole. For the
Companies, specifically, it took, $2.72 (AWC), $5.92 (HAWC) and $2.65 (LRWC), of net
utility plant to produce $1.00 in operating revenues in 2016. In contrast, for the natural gas
and electric utility industries, on average it took just $1.98 and $2.58, respectively, to
produce $1.00 in operating revenues in 2016. As financing needs have increased and
continue to increase, the competition for capital from traditional sources has increased and
continues to increase, making the need to maintain financial integrity and the ability to
attract needed new capital increasingly important.

Chartl
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Capital Intensity for the AWC, HAWC, LRWC & the Value Line
Companies - 2016

$7.00
$5.92
> $6.00
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S $5.00 $4.45
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E $4.00
j=1
2.72
8 $3.00 $ $2.65 reE
$1.98
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$1.00 I
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AWC HAWC LRWC Water LDC Electric

Source of Information: SNL Financial and Bloomberg Professional

HOW WILL WATER AND WASTEWATER UTILITIES RAISE THE CAPITAL
REQUIRED TO FUND NECESSARY INFRASTRUCTURE REPLACEMENTS?
The water and wastewater utility industry’s high degree of capital intensity, coupled with
the need for substantial infrastructure capital spending, requires regulatory support in the
form of adequate and timely rate relief, including a sufficient risk-adjusted rate of return
on investment by the regulators. This has become an increasingly important factor for
water and wastewater utilities to continue to successfully meet the challenges they face.
Substantial water and wastewater utility investment and expenditures require
significant financing, with the three sources typically used for financing being debt, equity
(common and preferred) and cash flow from operations. All three are intricately linked to
the opportunity to earn a sufficient rate of return on investment, as well as the ability to
actually achieve that return. Consistent with Hope and Bluefield, the return must be
sufficient enough to maintain credit quality as well as enable the utility to attract necessary

new capital on reasonable terms, be it debt or equity capital. If unable to raise debt or
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equity capital, the utility must turn to either retained earnings or free cash flow*, both of
which are directly linked to earning a sufficient rate of return. The level of free cash flow
represents the financial flexibility of a firm, i.e., its ability to meet the needs of its debt and
equity holders. If either retained earnings or free cash flow are inadequate, it will be nearly
impossible for the water and wastewater utility to attract the necessary new capital, at a
reasonable cost and on reasonable terms, to invest in necessary new infrastructure. Thus,
an insufficient rate of return can be financially devastating for water and wastewater
utilities given their obligation to protect the public health by providing safe, adequate and
reliable water and wastewater service to their customers at all times.

PLEASE CONTINUE YOUR DISCUSSION OF BUSINESS RISK.

AWC, HAWC, LRWC, as well as the water and wastewater utility industry in general, also
experience lower relative depreciation rates than do other utilities. Lower depreciation
rates, as one of the principal sources of internal cash flow for all utilities, mean that water
and wastewater utility (including AWC, HAWC and LRWC) depreciation as a source of
internally-generated cash is far less than for electric or natural gas utilities. Water and
wastewater utilities’ assets have longer lives and, hence, longer capital recovery periods
than do the assets of electric and natural gas utilities. As such, water and wastewater
utilities face greater risk due to inflation which results in a higher replacement cost per
dollar of net plant than for other types of utilities. As shown in Chart 2 below, water and
wastewater utilities experienced an average depreciation rate of 2.27% for 2016, with the
Companies experiencing rates of 2.69% (AWC), 3.05% (HAWC) and 3.19% (LRWC).

In contrast, in 2016, the natural gas and electric utilities experienced average depreciation

Operating cash flow (funds from operations) minus capital expenditures.
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rates of 3.43% and 3.67%, respectively. Low depreciation rates signify that the pressure
on cash flow remains significantly greater for water and wastewater utilities than for other
types of utilities.

Chart 2

Depreciation Rates for AWC, HAWC, LRWC & the Value Line
Companies - 2016

4.00%
3.67%

9
3.50% 2.05% 3.19% >

3.00% — 2.69%

2.50% 2.27%

2.00%

1.50%

1.00%

0.50%

0.00%

AWC HAWC LRWC Water LDC Electric
Source of Information: SNL Financial and Bloomberg Professional

Depreciation Rate

In view of the foregoing, the water and wastewater utility industry’s, including
AWC’s, HAWC’s and LRWC'’s, high degree of capital intensity and low depreciation
rates, coupled with the need for substantial infrastructure capital spending, makes the need
to maintain financial integrity and the ability to attract needed new capital, through the
allowance of a sufficient rate of return, increasingly important in order for them to
successfully meet the challenges they face.

ARE THERE OTHER INDICATIONS THAT DEMONSTRATE THE RELATIVE
RISK OF AWC, HAWC, LRWC, THE WATER, ELECTRIC AND NATURAL GAS

UTILITY INDUSTRIES?
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Yes. In addition, not only are water and wastewater utilities historically capital intensive,
they are expected to incur significant capital expenditure needs over the next 25 years. In
its2017 Infrastructure Report Card,® the American Society of Civil Engineers (“ASCE”)
stated:

Drinking water is delivered via one million miles of pipes across the

country. Many of those pipes were laid in the early to mid-20" century with

a lifespan of 75 to 100 years. The quality of drinking water in the United

States remains high, but legacy and emerging contaminants continue to

require close attention. While water consumption is down, there are still an

estimated 240,000 water main breaks per year in the United States, wasting

over two trillion gallons of treated drinking water. According to the

American Water Works Association, an estimated $1 trillion is necessary to

maintain and expand service to meet demands over the next 25 years.®

In addition, the ASCE estimates that $270 billion ($10.8 million annually), “is
needed for wastewater infrastructure over the next 25 years.’

Water utility capital expenditures as large as projected by the ASCE will require
significant financing. The three sources typically used for financing are debt, equity
(common and preferred) and cash flow. All three are intricately linked to the opportunity
to earn a sufficient rate of return as well as the ability to achieve that return. Once again,
consistent with the Bluefield and Hope decisions, the return must be sufficient enough to
maintain credit quality as well as enable the attraction of necessary new capital, be it debt
or equity capital. If unable to raise debt or equity capital, the utility must turn to either

retained earnings or free cash flow, both of which are directly linked to earning a sufficient

rate of return. If either is inadequate, it will be nearly impossible for the utility to invest in

2017 Infrastructure Report Card — Drinking Water (American Society of Civil Engineers (2017) 1. (See
Appendix B, Workpaper PMA-2).

$40,000,000 anually.

2017 Infrastructure Report Card —~Wastewater (American Society of Civil Engineers (2017) 2. (See Appendix B,
Workpaper PMA-3).
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needed infrastructure. Since all utilities typically experience negative free cash flows, it is
clear that an insufficient rate of return can be financially devastating for utilities and for its
customers, the ratepayers. Chart 3 below demonstrates that the free cash flow (funds from
operations minus capital expenditures) of water and wastewater utilities as a percent of
total operating revenues has been consistently near zero, while that of electric and natural
gas utilities from 2012 through 2016 has been low, but positive. For AWC, HAWC, and
LRWC, while free cash flow as a percent of total operating revenues are generally higher
than that of the water and wastewater utilities, it is still significantly lower than those of
electric and natural gas utilities.

Chart 3

Free Cash Flow / Operating Revenues
for the years 2012 - 2016 for
AWC, HAWC, LRWC & theValue Line Companies

1.00
080 | L L Ao o_-.
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Source: Co. Annual Reports to the NH PUC, SNL Financial and Bloomberg Professional

Consequently, as with the previously discussed capital intensity, depreciation rates,
significant capital expenditures relative to net plant as well as the consistently and more
significantly negative free cash flow relative to operating revenues of water and wastewater
utilities indicates greater investment risk for water and wastewater utilities relative to

electric and natural gas utilities.
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The following charts present several other indications that water and wastewater
utilities, including AWC, HAWC and LRWC, exhibit more investment risk than electric
and natural gas utilities: total debt / earnings before interest, taxes, depreciation and
amortization (“EBITDA”); funds from operations (“FFO”) / total debt; funds from
operations / interest coverage; and before-income tax / interest coverage each utility
industry from 2012 through 2016.

Total debt (including short-term) as a percentage of EBITDA and FFO as a
percentage of debt are indications of the financial or credit risk of a company. Chart 4
below, shows that total debt / EBITDA has remained relatively flat during the 2012 through
2016 period for water and wastewater utilities. Total debt / EBITDA for electric and natural
gas utilities, while rising and falling during the period is now approaching that of the water
and wastewater utilities. In contrast, AWC’s total debt as a percentage of EBITDA, while
below that of all the utility industries for 2012 — 2015, in 2016 surpassed the utility
industries as well as that of HAWC and LRWC, in all likelihood due to the consolidation
of systems. HAWC, with a significantly higher debt ratio than AWC, LRWC and the three
utility industries, had the highest proportion of total debt to EBITDA from 2012 through
2016. LRWC is the only one of the Companies to have total debt as a percentage of
EBITDA below that of the water, electric and natural gas utility industries throughout the
period.

Chart 4
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Total Debt / EBITDA for the years 2012 - 2016 for
AWC, HAWC, LRWC & the Value Line Companies
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Source: Co. Annual Reports to the NH PUC, SNL Financial and Bloomberg Professional

Chart 5 below shows that from 2012 through 2016, FFO / total debt has declined
somewhat, but remaining well above 50.0%, for electric and natural gas utilities. Over the
same period, for water and wastewater utilities, it has remained rather flat, although rising
somewhat, averaging approximately 24.0%. Likewise, for the Companies, with the
exception of 2013, FFO / total debt was below that of the electric and natural gas utilities.
The recent low level of FFO / total debt for the Companies and water and wastewater
utilities is a further indication of the pressures upon the Companies and water and
wastewater utility cash flows and the increased relative investment risk which water and
wastewater utilities face.

Chart 5
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Funds From Ops / Total Debt for the years 2012 - 2016 for
AWC, HAWC, LRWC &the Value Line Companies
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Source: Co. Annual Reports to the NH PUC, SNL Financial and Bloomberg Professional

Charts 6 and 7 below confirm the pressures upon both cash flow and income faced
by water and wastewater utilities. Chart 6 shows that FFO / interest coverage for water
and wastewater, electric and natural gas utilities followed a similar pattern to FFO / total
debt from 2012 through 2016. FFO interest coverage remained relatively consistent for
water and wastewater utilities, hovering around 4.5 times during the period. A similar
pattern was exhibited by electric utilities, for which FFO / interest coverage hovering
around 20.0 times, FFO / total debt for natural gas utilities hovered around 40.0 times
during the period, significantly exceeding that of water and wastewater utilities. With the
exception of AWC in 2013, FFO / total debt for AWC, HAWC and LRWC hovered closer
to FFO / interest coverage for the water and wastewater utilities, significantly lower than
that of the electric and natural gas utilities.

Chart 7 shows that before-income tax / interest coverage for water and wastewater
utilities while rising from slightly under 4.0 times in 2012 to over 4.0 times in 2016, was
still well below that of the electric and natural gas utilities for the entire period. Before-

income tax / interest coverage for HAWC remained stable at roughly 2.0 times, but well
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below the quite volatile coverage of AWC and LRWC as well as the water, electric and
natural gas utilities, with AWC’s ranging between 1.0 and 2.0 in 2016 and LWRC’s, while
close to 6.0 times in 2016, averaging only 3.3 times from 2012 through 2016. Once again,
the consistency and relatively low level of interest coverage ratios for water and wastewater
utilities as well as the volatile interest coverage ratios for AWC and LRWC are further
indications of the pressures upon cash flow which water and wastewater utilities, including
AWC, HAWC and LRWC, face, confirming greater investment risk for both the
Companies and water and wastewater utilities relative to electric and natural gas utilities.

Chart 6

Funds From Ops / Interest Cov. for the years 2012 - 2016 for AWC,
HAWC, LRWC & the Value Line Companies

Times
50.00
40.00
30.00
20.00 -— e e _---—-—--
10.00
4 v
v 2013 2014 2015 2016
(10.00)
e \\/ater e A e Electric LDC ===t AWC HAWC =—=@—— LRWC

Source: Co. Annual Reports to the NH PUC, SNL Financial and Bloomberg Professional

Chart 7
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Before-Inc. Tax / Interest Cov. for the year 2012 - 2016 for AWC,
HAWC, LRWC &the Value Line Companies

Times

9.00
8.00
7.00
6.00
5.00
4.00
3.00
2.00
1.00

2012 2013 2014 2015 2016
emmmm \\/ater e A e Electric LDC =—t— AWC HAWC ==——@=—— LRWC

Source: Co. Annual Reports to the NH PUC, SNL Financial and Bloomberg Professional

Exacerbating the greater investment risk demonstrated by the financial metrics
discussed above, is the smaller size of water and wastewater utilities relative to electric and
natural gas utilities. As shown in Chart 8 and Table 2 below, water and wastewater utilities’
market capitalization rose from approximately $1.4B in 2012 to just $2.7B in 2016,
remaining consistently below that of electric and natural gas utilities. The market
capitalization of electric utilities grew dramatically from just approximately $11.2B in
2012 to nearly $16.0B in 2016, while natural gas utilities grew from approximately $2.4B
in 2012 to just nearly $3.8B in 2016. AWC, HAWC and LRWC are so small relative to
the water, electric and natural gas utilities, that it is nearly impossible to see their respective
estimated market capitalizations® in Chart 8. However, as shown in Table 2, AWC’s
estimated market capitalization rose from $1.4M in 2012 to only $1.7M in 2016, while
HAWC’s rose from $1.6M in 2012 to $5.1M in 2016 and LRWC’ s rose from $2.3M in

2012 to $6.1M in 2016. Since relative size is an indication of the relative investment risk

Based upon the 2012 — 2016 market-to-book ratios of the water utilities.
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between companies or groups of companies, the significantly smaller size of AWC, HAWC

and LRWC greatly exacerbates their already greater relative investment risk.

Later in this testimony, size as a factor of risk will be discussed in more depth, as

specifically related to AWC. HAWC and LRWC relative to the Water Utility Group.

$ Mill.

$17,000
$16,000
$15,000
$14,000
$13,000
$12,000
$11,000
$10,000
$9,000
$8.000
$7,000
$6,000
$5,000
$4,000
$3,000
$2,000
$1,000
S0

Chart 8

Market Capitalization for the years 2012 - 2016 forAWC, HAWC, LRWC &
the Value Line Companies

ey

2012 2013 2014 2015 2016

B Water mElectric mLDC mAWC HAWC mLRWC

Source: Co. Annual Reports to the NH PUC, SNL Financial and Bloomberg Professional

Water
Electric
LDC
AWC
HAWC
LRWC

Table 2

Market Capitalization (SMill)
2012 2013 2014 2015 2016
S 1,405.75 S 1,713.20 S 1,930.26 S 2,131.78 S 2,681.23
$11,207.98 $12,222.98 $13,492.88 $14,478.29 $15,917.35
S 2,402.89 S 2,838.21 S 3,471.80 S 3,560.26 S 3,852.87
S 1.43 S 1.70 $ 1.58 §$ 1.88 § 1.69
S 1.64 S 203 S 243 S 313 S 5.14
S 227 S 280 S 367 S 414 S 6.05

Source: Co. Annual Reports to the NH PUC, SNL Financial and Bloomberg Professional

Q. PLEASE EXPLAIN WHY SIZE HAS A BEARING ON BUSINESS RISK.
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Smaller companies are less capable of coping with significant events, which affect sales,
revenues and earnings.

In general, the loss of revenues from a few larger customers, for example, would
have a greater effect on a small company than on a much larger company with a larger
customer base. Another factor contributing to the risk effects of size is the fact that
investors demand greater returns to compensate for a lack of marketability and liquidity.
Because the Companies are regulated utilities to whose respective rate bases the NH PUC’s
ultimately allowed overall rate of return will be applied, the relevant risk reflected in their
costs of capital must be that of AWC, HAWC and LRWC, including the impact of their
small size on ROE. Size is an important factor, which affects the common equity cost rate,
with each of the Companies being significantly smaller than the average water utility in the
Water Utility Group based upon estimated market capitalization as discussed in detail
below.

It is conventional wisdom, supported by actual returns over time, that smaller
companies tend to be riskier, causing investors to expect greater returns as compensation
for that risk. Size affects business risk because smaller companies generally have fewer
resources to cope with significant events that affect sales, revenues and earnings. For
example, smaller companies face more risk exposure to business cycles and economic
conditions, both nationally and locally. Additionally, the loss of revenues from a few larger
customers would have a greater effect on a small company than on a much bigger company
with a larger, more diverse, customer base. In addition, the effect of extreme weather

conditions, e.g., prolonged drought or extremely wet weather, will have a greater effect
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upon a small operating water and wastewater utility than upon much larger, more

geographically diverse holding companies, such as those in the Water Utility Group.
Further evidence that smaller firms are riskier is the fact that investors demand

greater returns to compensate for the lack of marketability and liquidity of the securities of

smaller firms is provided by Duff & Phelps in 2017 SBBI Yearbook | Stocks, Bonds, Bills,

and Inflation | U.S. Capital Markets Performance by Asset Class 1926 — 2016 (“D&P —

2017”) which discuss the nature of the small size phenomenon. D&P — 2017 states:

One of the most remarkable discoveries of modern finance is the finding of
a relationship between company size and return, generally referred to as the
“size effect.” The size effect is based on the empirical observation that
companies of smaller size tend to have higher returns than do larger
companies.

In 1981, [a] study by Rolf Banz examined the returns of New York Stock
Exchange (NYSE) small-cap companies compared to the returns of NYSE
large-cap companies over the period 1926-1975. What Banz found was that
the returns of small-cap companies were greater than the returns for large-
cap companies. Banz’s 1981 study is often cited as the first comprehensive
study of the size effect. There is a significant (negative) relationship
between size and historical equity returns as size decreases, returns tend to
increase, and vice versa.

The size effect is not without controversy, nor is this controversy something
new. Traditionally, small companies are believed to have greater required
rates of return than large companies because small companies are inherently
risker. It is not clear, however, whether this is due to size itself, or to other
factors closely related to or correlated with size, and thus the qualification
that Banz noted in his 1981 article remains pertinent today.

“It is not known whether size [as measured by market capitalization] per se
is responsible for the effect or whether size is just a proxy for one or more
true unknown factors correlated with size.”°

Duff & Phelps, 2017 SBBI Yearbook | Stocks, Bonds, Bills, and Inflation | U.S. Capital Markets
Performance by Asset Class 1926 — 2016, Wiley 2017 7-1 (footnotes omitted) (See Appendix B,
Workpaper PMA-4)
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Furthermore, in “The Capital Asset Pricing Model: Theory and Evidence,”
Eugene F. Fama and Kenneth R. French note that size is indeed a risk factor which must
be reflected when estimating the cost of common equity: *°
. the higher average returns on small stocks and high book-to-market
stocks reflect unidentified state variables that produce undiversifiable risks
(covariances) in returns not captured in the market return and are priced
separately from market betas.
Based upon this evidence, Fama and French proposed their three-factor model which
includes a size variable in recognition of the effect of size on the cost of common equity.
A basic financial principle is the fact that it is the use of funds invested, and not the
source of those funds, which gives rise to the risk of any investment.!!  For instance,
Eugene F. Brigham states in the Fundamentals of Financial Management:
A number of researchers have observed that portfolios of small-firms have
earned consistently higher average returns than those of large-firms stocks;
this is called “small-firm effect.” On the surface, it would seem to be
advantageous to the small firms to provide average returns in a stock market
that are higher than those of larger firms. In reality, it is bad news for the
small firm; what the small-firm effect means is that the capital market

demands higher returns on stocks of small firms than on otherwise
similar stocks of the large firms. 2

SELECTION OF THE WATER UTILITY GROUP

Because the Companies do not have publicly traded common stock, neither market-
based common equity cost rates nor their market capitalizations can be directly observed

in the marketplace. Consequently, the market-based common equity cost rates and market-

10

11

12

Eugene F. Fama and Kenneth R. French, “The Capital Asset Pricing Model: Theory and Evidence,”
Journal of Economic Perspectives, Volume 18, Number 3, Summer 2004, 25-43. (See Appendix B,
Workpaper PMA-5)

Richard A. Brealey and Stewart C. Myers, Principles of Corporate Finance (McGraw-Hill Book Company,
1996) 204-205, 229. (See Appendix B, Workpaper PMA-6).

Eugene F. Brigham, Fundamentals of Financial Management, Fifth Edition (The Dryden Press, 1989) 623
(emphasis added) (See Appendix B, Workpaper PMA-7).
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to-book ratios of companies of relatively similar, but not necessarily identical, risk, i.e., a
proxy group must be assessed for insight into proposed common equity cost rates and
estimated market capitalizations applicable to AWC, HAWC, and LRWC. Using
companies of relatively similar risk as proxies is consistent with the basic principle of fair
rate of return established in the Hope and Bluefield cases discussed above, adding
reliability to the informed expert judgment necessary to arrive at proposed common equity
cost rates.

However, no proxy is identical in risk to any single entity. Accordingly, an
assessment of relative risk, especially that based upon relative size, between AWC,
HAWC, and LRWC and the Water Utility Group, as discussed in further detail later in this
testimony, must be made to determine the magnitude of any size adjustments which must
be made to any estimated ROE based upon the Water Utility Group’s market data.
PLEASE EXPLAIN HOW YOU CHOSE THE WATER UTILITY GROUP.

To apply the DCF and CAPM, it is necessary to use widely and readily available market
data. Therefore, | chose the Water Utility Group by selecting those publicly traded water
utilities which met the following criteria:

1) They are included in the Water Utility Group of Value Line Investment Survey’s

(“Value Line”) Standard Edition (October 13, 2017);

2) They have 70% or greater of 2016 total operating income derived from, and 70% or
greater of 2016 total assets devoted to, regulated water operations;

3) They had not publicly announced involvement in any major merger or acquisition
activity i.e., one publicly-traded utility merging with or acquiring another at the time

of the preparation of this testimony;
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4)  They have not cut or omitted their common dividends during the past five years or

20

21

22

23
24

through the time of the preparation of this testimony;

5) They have Value Line and Bloomberg adjusted betas;

6) They have a positive Value Line five-year dividend per share (“DPS”) growth rate

projection; and,

7)  They have Value Lin five-year earnings per share (“EPS”) growth rate projections.

The following eight companies meet these criteria:

Aqua America, Inc. (WTR);

Middlesex Water Co. (MSEX);
SJW Corp. (SJW); and
York Water Co. (YORW).

American States Water Co. (AWR);
American Water Works Co. Inc. (AWK);

California Water Service Corp. (CWT);
Connecticut Water Service, Inc. (CTWS);

Note that these are the same eight water companies whose risk metrics are shown

in the Charts discussed above.

VIl. ESTIMATION OF SIZE PREMIUMS FOR AWC, HAWC, AND LRWC

Q. WHAT SIZE RISK PREMIUMS ARE INDICATED FOR THE COMPANIES?

A. | estimate the appropriate range of size-related equity risk premiums to be the following:
Table 3
Abenaki Water Company Premium
D&P Decile Based Size Premium 4.35%

Range of D&P Size Premiums

2.64% - 5.27%

Hampstead Area Water Co., Inc.

Premium

D&P Decile Based Size Premium

4.35%

Range of D&P Size Premiums

2.30% - 4.59%

Lakes Region Water Co., Inc.

Premium
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D&P Decile Based Size Premium 4.35%
Range of D&P Size Premiums 2.23% - 4.46
Q. HOW WERE THESE SIZE RISK PREMIUMS DERIVED?

The D&P Decile Based Size Premium is based upon a study which constructs decile (10)
portfolios of the companies contained in the New York Stock Exchange (NYSE), the
NYSE Amex (AMEX) and the Nasdaq National Market (NASDAQ), including publicly
traded utilities®®. Exhibit 7-6 on page 15 of Appendix B, Workpaper PMA-4 presents
summary statistics of the realized annual market returns for the 10 deciles from 1926 —
2016. It is clear from Exhibit 7-6 that both the geometric and arithmetic mean market
return from 1926 — 2016 as well as total risk as measured by the standard deviation of
annual returns have the tendency to increase as decile size decreases. D&P — 2017 then
calculates realized arithmetic mean market equity risk premiums (“MERP”) for each decile
for 1926 - 2016 by subtracting the arithmetic mean income return on long-term U.S.
government bonds from the realized annual market returns. D&P — 2017 also calculates an
average CAPM return for each decile as described in Exhibit 7-8 on page 16 of Appendix
B, Workpaper PMA-4, subtracting the same arithmetic mean income return on long-term
U.S. government bonds to arrive at a CAPM MERP. Each decile’s CAPM MERRP is then
subtracted from that decile’s realized MERP to determine a “Size Premium (Return in
Excess of CAPM)” as shown in Exhibit 7-8. It is clear from Exhibit 7-8, that the size

premium increases as the decile size decreases, with D&P - 2017 noting on page 16 of

13

D&P — 2017 Chapter 7 | Company Size and Return (See Appendix B, Workpaper PMA-4).
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Appendix B, Workpaper PMA-4 that: “Exhibit 7-8 illustrates that the smaller deciles have

10

11

12

13

had returns that are not fully explained by their higher betas.”

The second study, also by D&P, published in D&P Valuation — 2017, is based upon

the relationship between size as measured by the following eight measures of size:'4
1. Market Value of Common Equity (or total capital if no debt / equity);
2. Book Value of Common Equity;
3. Net Income;
4. Market Value of Invested Capital;
5. Total assets (Invested Capital);
6. Earnings before interest, taxes, depreciation & amortization (“EBITDA”);
7. Sales / operating revenues; and

8. Number of Employees (not available for each barometer / proxy group).

Relative to the relationship between average annual return and the eight measures

of size listed above, D&P state®:

The size of a company is one of the most important risk elements to
consider when developing cost of equity estimates for use in valuing a
firm. Traditionally, researchers have used market value of equity as a
measure of size in conducting historical rate of return research. For
example, the Center for Research in Security Prices (CRSP) “deciles™ are
developed by sorting U.S. companies by market capitalization, and the
returns of the Fama-French “Small minus Big” (SMB) series is the
difference in return of “small” stocks minus “big” (i.e., large) stocks, as
defined by market capitalization. 10% 102 (footnote omitted) (emphasis added)

The D&P - 2017 Size Study provides “risk premia over CAPM™2® using the average

rate of return for 25 size-based portfolios ranked by the eight measures of size, identified

14
15
16

D&P Valuation — 2017 Appendix B Exhibits (See Appendix B Workpaper PMA-8).
D&P Valuation — 2017 10-1 (See Appendix B Workpaper PMA-9).
D&P Valuation — 2017 10-2 (See Appendix B Workpaper PMA-9).
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in above, calculated over the sample period, e.g., 1963 — 2016, from which the average
income return on long-term U.S. Treasury bonds over that same period is subtracted.
HOW DID YOU QUANTIFY BUSINESS RISK ADJUSTMENTS DUE TO EACH
COMPANY’S SMALL SIZE RELATIVE TO THE WATER UTILITY GROUP
USING THE D&P — 2017 DECILE BASED STUDY?

The D&P — 2017 decile based study provides a very broad indication of the magnitude of
such an adjustment for the greater relative business risk due to smaller relative size is based
upon the size premiums for decile portfolios of New York Stock Exchange (NYSE),
American Stock Exchange (AMEX) and NASDAQ listed companies for the 1926-2016
and related data from Duff & Phelps?’.

As shown in Table 4 below, the Companies are significantly smaller than the average
water company in the Water Utility Group, upon whose market data my proposed generic
ROE formula is based and which reflects the collective risk of those water utilities,
including the lower risk inherent in their larger size relative to the Companies, based upon

estimated market capitalization:

Table 4
Size
Market Decile Premium
Capitalization Applicable Size Applicable
($ Millions) SBBI Decile Premium  to the Companies

Water Utility Group $3,834.700 4-5 1.25%

Abenaki Water Company 2.316 10 5.59% 4.35%(1)
Hampstead Area Water Co., Inc. 7.047 10 5.59% 4.35%(1)
Lakes Region Water Co., Inc. 8.300 10 5.59% 4.35%(1)

(1) 4.35% =5.59% - 1.25%.

17

D&P Valuation — 2017 7-9 to 7-11 (See Appendix B Workpaper PMA-4).
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The average size premium for the 4" and 5" deciles (1.25%) between which the
average market capitalization of the Water Utility Group falls has been compared with the
average size premium for the 10" decile (5.59%) in which the estimated market
capitalizations each of the Companies falls. As shown on Attachment PMA-1 and in Table
4 above, the size premium spread between the 10" and 4" and 5™ deciles is 4.35%.

HOW DID YOU QUANTIFY BUSINESS RISK ADJUSTMENTS DUE TO EACH
COMPANY’S SMALL SIZE RELATIVE TO THE WATER UTILITY GROUP

USING THE D&P VALUATION —2017 SIZE STUDY?

| used the D&P size premium study to determine the approximate magnitude of any
necessary company specific risk premiums due to size for AWC, HAWC and LRWC

relative to the Water Utility Group. | used the D&P Valuation - 2017 “regression equation

method”.’® As D&P note:

The regression equation method, however, allows the valuation professional
to calculated an interpolated risk premia “in between” portfolios, and also
to calculate interpolated risk premia for companies with size characteristics
less than the average size in Portfolio 25.

The regression equations thus allow for the calculation of size premiums relative to
each risk factor specific to both the Water Utility Group and to AWC, HAWC, and LRWC,
individually. As with the D&P — 2017 decile based size study, the size premiums specific
to AWC, HAWC, and LRWC must be subtracted from the size premiums relative to the

Water Utility Group size premiums upon whose market data my proposed generic ROE

18

D&P Valuation — 2017 9-8 (See Appendix B, Workpaper PMA-10).
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formula is based, and which reflects the collective lower risk of those water utilities as
discussed above.

Pages 2 through 9 of Attachment PMA-2 present the interpolated risk premiums
based upon the regression equations shown in Note 1 on each page for the eight D&P risk
factors identified above. Page 1 and Tables 5, 6 and 7 below provides the results for AWC,

HAWC, and LRWC, respectively:
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Factor

Market Value (2016)
Book Value (2016)
Net Income (5-yr. avg.)
Market Value of

Invested Capital (2016)
Total Assets

(Invested Capital) (2016)
EBITDA (5-yr. avg.)
Net Sales (2016)
Number of Employees (2016)

Table 5

Range of D&P Size Study Premiums

Average D&P Size Study Premium

D&P Decile Size Premium

Factor

Market Value (2016)
Book Value (2016)
Net Income (5-yr. avg.)
Market Value of

Invested Capital (2016)
Total Assets

(Invested Capital) (2016)
EBITDA (5-yr. avg.)
Net Sales (2016)
Number of Employees (2016)

Range of D&P Size Study Premiums

Average D&P Size Study Premium

D&P Decile Size Premium

35

4.64% - 8.80%

Average

Table 6

3.89% - 7.48%

Average

AWC-

Specific
Interpolated

Premium

8.80%
4.64%
5.77%
7.65%
5.88%
5.02%

5.57%
NMF

6.19%
4.35%
5.27%

HAWC-
Specific
Interpolated
Premium

7.48%
3.95%
5.14%
4.66%
4.47%
3.89%

4.46%
4.57%

4.83%
4.35%
4.59%

Attachment E
DW 17-118
Page 37 of 77

075



O©Coo~NOOUITPRhWNEF

31

32

33

34

35

36

37

38

39

Attachment E
DW 17-118
Page 38 of 77

Table 7
LRWC-
Specific
Interpolated
Factor Premium
Market Value (2016) 7.29%
Book Value (2016) 3.85%
Net Income (5-yr. avg.) 4.79%
Market Value of
Invested Capital (2016) 2.01%
Total Assets
(Invested Capital) (2016) 5.25%
EBITDA (5-yr. avg.) 4.37%
Net Sales (2016) 4.65%
Number of Employees (2016) 4.32%
Range of D&P Size Study Premiums 2.01% - 7.29%
Average D&P Size Study Premium 4.57%
D&P Decile Size Premium 4.35%

Average 4.46%

From these results and the previously discussed risk factors, it is clear that the
Companies are riskier than the Water Utility Group. Consistent with both the financial
principle of risk and return discussed previously, i.e., that investors require a greater return
as compensation for bearing greater risk, and the stand-alone nature of the cost of capital
and ratemaking, upward adjustments to the ROE findings based upon any proxy group’s

market data are warranted.

PLEASE DISCUSS THE STAND-ALONE NATURE OF THE COST OF

CAPITAL?

Because it is the rate base of each of the Companies to which the overall rates of return set
in this proceeding will be applied, each Company should be evaluated as a stand-alone

entity. To do otherwise would be discriminatory, confiscatory and inaccurate.
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As previously discussed, it is a basic financial principle that the use of the funds
invested gives rise to the risk of the investment. As Brealey and Myers?® state:

The true cost of capital depends on the use to which the capital is
put.

Each project should be evaluated at its own opportunity cost of
capital; the true cost of capital depends on the use to which the
capital is put. (italics and bold in original)

Morin? confirms Brealey and Myers when he states:

Financial theory clearly establishes that the cost of equity is the
risk-adjusted opportunity cost of the investors and not the cost of
the specific capital sources employed by the investors. The true
cost of capital depends on the use to which the capital is put and
not on its source. The Hope and Bluefield doctrines have made
clear that the relevant considerations in calculating a company’s
cost of capital are the alternatives available to investors and the
returns and risks associated with those alternatives.

In addition, Levy and Sarnat?! state:

The firm’s cost of capital is the discount rate employed to discount
the firm’s average cash flow, hence obtaining the value of the firm.
It is also the weighted average cost of capital, as we shall see
below. The weighted average cost of capital should be employed
for project evaluation . . . only in cases where the risk profile of
the new projects is a “carbon copy” of the risk profile of the firm.

Although Levy and Sarnat discuss a project’s cost of capital relative to a firm’s cost

of capital, these principles apply equally to the use of a proxy group-based cost of capital.

19

20
21

Richard A. Brealey and Stewart C. Myers, Principles of Corporate Finance (McGraw-Hill Book
Company, 1988) 173, 198. (See Appendix B, Workpaper PMA-11).

Morin, 523. (See Appendix B, Workpaper PMA-12).

Haim Levy & Marshall Sarnat, Capital Investment and Financial Decisions, Prentice/Hall International,
1986, 465. (See Appendix B, Workpaper PMA-13).
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Thus, each of the Companies must be viewed on its own merits, regardless of the

source of its equity capital. As Bluefield?? clearly states:

A public utility is entitled to such rates as will permit it to earn a
return on the value of the property which it employs for the
convenience of the public equal to that generally being made at the
same time and in the same general part of the country on investments
in other business undertakings which are attended by corresponding
risks and uncertainties; . . .

In other words, it is the “risks and uncertainties” surrounding the property employed
for the “convenience of the public” which determines the appropriate level of rates. In this
proceeding, the properties employed “for the convenience of the public” are the respective
rate bases of each of the Companies. It is only the specific risk of investment in each
Company’s rate base that is relevant to the determination of the cost of common equity to

be applied to the common equity-financed portion of that Company’s rate base.

In view of the foregoing, and consistent with both the risk and return and stand-
alone principles, each Company’s greater investment risk due to its small size must be
reflected in its authorized ROE. Although average small size premiums 4.35% - 5.27%,
4.35% - 4.59% and 4.35% - 4.46% are indicated by both D&P studies, for AWC, HAWC
and LRWC, respectively, | propose a range of small size risk premiums for each Company,
with the bottom of the range being one-half (1/2) of each Company’s average small size
risk premium and the top of the range being the average D&P small size risk premium as

shown in Table 7 below:

Table 7

22

Bluefield. 6.
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Company Low Size Risk Premium High Size Risk Premium
AWC 2.64% 59.27%
HAWC 2.30% 4.59%
LRWC 2.23% 4.46%
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PROPOSED GENERIC RETURN ON COMMON EQUITY FORMULA BASED
UPON THE FLORIDA PUBLIC SERVICE COMMISSION’S (“FLPSC”)
METHODOLOGY

PLEASE DESCRIBE THE FLPSC’S GENERIC RETURN ON COMMON EQUITY
FORMULA.

The FLPSC’s generic ROE formula (also known as the (“Florida Leverage Formula”) was
established by Florida Statute in 1988 in Section 367.081 (4)(f), to establish, on an annual
basis, a formula to calculate a reasonable range of ROEs for the water and wastewater
utilities operating under its jurisdiction. Each year, in late Spring, the FLPSC Staff
establishes a range of ROEs applicable to small water and wastewater utilities for the
following twelve months. However, the water and wastewater utilities are not obligated to
use the formula and may file a general rate case instead. Using the formula allows small
water and wastewater utilities to avoid the expense of hiring rate of return witnesses as well
as attorneys to litigate a general rate case. Currently, the methodology relies on the DCF
and CAPM adjusted for differences in risk and debt cost between a proxy group of natural
gas utilities whose market data are used in the DCF and CAPM models and the average
small Florida water and wastewater utilities. The FLPSC leverage formula also includes a
4% adjustment for flotation costs.

DO YOU PROPOSE THAT THE FLPSC LEVERAGE FORMULA BE APPLIED
PRECISELY AS IT IS IN FLORIDA?

No. My proposed generic ROE formula incorporates suggested revisions | proposed
recently at a FLPSC Staff workshop held on November 8, 2017 for which the Staff
requested comments on the formula and suggestions to revise the formula. Since there is

sufficient market data for water utilities to which the DCF and CAPM can be applied, |
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propose that the Water Utility Group, discussed above, be used to estimate the ROE.

As for the DCF, the FLPSC formula relies upon an annual version of the model,
which | propose to replace with a constant growth single-stage DCF model for simplicity
of application. I also propose to use forecasted growth in earnings per share (“EPS”) as the
growth rate component, as well as 60-trading days of market prices to develop the dividend
yield component. The FLPSC formula also relies upon a CAPM which uses an expected
return for the companies followed by Value Line as the market return and a projected yield
on 30-year U.S. Treasury bonds from Blue Chip Financial Forecasts (“Blue Chip”) in
estimating the market equity risk premium?3. However, | propose to include four MERPs,
one based upon the long-term arithmetic mean historical MERP from 1926 - 2016 using
D&P — 2017’s Appendix A Tables, with the second, also based upon the Appendix A
Tables, reflecting the relationship between equity risk premiums and interest rates. These
two MERPs will use the historical income return on long-term U.S. Treasury bonds from
1926 — 2016, also from the Appendix A Tables. The third and fourth MERPS will be based
upon Value Line’s expected median price appreciation potential and dividend yield 3-5
years hence and an expected return on the S&P 500 Composite Index as a proxy for the
market, respectively, minus Blue Chip’s projected yield on 30-year U.S. Treasury bonds.
The FLPSC staff’s application of the CAPM also uses adjusted betas as published by Value
Line, which | also propose be used. Also, while the FLPSC leverage formula relies
exclusively upon the traditional CAPM, | propose including an Empirical CAPM
(“ECAPM?”) to reflect the fact that the empirical Security Market Line (“SML”) described

by the CAPM formula is not as steeply sloped as the predicted SML as will be discussed

23

Previously defined as MERP.
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in further detail below.

The FLPSC staff then adjusts the average results of the DCF and CAPM by adding
bond yield differential, currently 0.63% (63 basis points), to reflect the difference in yields
between A (S&P)/ A2 (Moody’s), the average bond rating of the Water Utility Group, and
BBB- (S+P) / Baa3 (Moody’s), the assumed bond rating of the Florida water and
wastewater utilities. | propose to retain this adjustment since, in my experience, the bonds
of water and wastewater utilities of the size of the Companies are likely to be rated at the
bottom of investment grade, if rated at all.

The FLPSC staff also adds a private placement premium of 0.50% (50 basis points)
to reflect the yield on publicly traded debt and privately placed debt This premium is
compensation for the lack of liquidity of privately placed debt. | will propose to retain this
adjustment as well, because neither AWC, HAWC, nor LRWC place debt publicly.

The FLPSC also adds a small utility risk premium of 0.50% (50 basis points)
because the average Florida water and wastewater utility is too small to even qualify for
privately placed debt. As discussed above, | propose specific ranges of small utility risk
premiums for each of the Companies, i.e., 2.64% - 5.27% for AWC, 2.30% - 4.59% for
HAWC, and 2.23% - 4.46% for LRWC as discussed above.

Once these three adjustments are added to the average DCF and CAPM results, a
range of ROEs applicable to a range of common equity ratios between 40.0% and 100.0%
is estimated by the FLPSC Staff based upon the average common equity ratio of the Water
Utility Group. This analysis uses the relationship between leverage and financial risk

formalized by financial economists, such as Modigliani and Miller,?* which will be

24

F. Modigliani and M. Miller, The Cost of Capital, Corporation Finance, and the Theory of Investment, The
American Economic Review 48 No. 3, June 1958 261-297; F. Modigliani and M. Miller, Corporate Income
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discussed in further detail below. The estimation produces a formula, i.c. “leverage
formula”, which can be used to determine a specific ROE applicable to the common equity
ratios of AWC, HAWC, and LRWC. | also propose the same methodology for estimating
a range of ROEs for each Company in this proceeding.

A. Discounted Cash Flow Model (“DCF”)

WHAT IS THE THEORETICAL BASIS OF THE DCF MODEL?

The theory underlying the DCF model is that the present value of an expected future
stream of net cash flows during the investment holding period can be determined by
discounting those cash flows at the cost of capital, or the investors’ capitalization rate.
DCF theory assumes that an investor buys a stock for an expected total return rate which
is derived from cash flows received in the form of dividends plus appreciation in market
price (the expected growth rate). Mathematically, the dividend yield on market price plus
a growth rate equals the capitalization rate i.e., the total common equity return rate expected
by investors.

WHICH VERSION OF THE DCF MODEL ARE YOU PROPOSING?

| propose using the single-stage constant growth DCF model. The single-stage DCF model
is expressed as:

K=(D1/Po)+g

Where: K = Cost of Equity Capital
D: = Expected Dividend Per Share in one year
Po = Current Market Price
g = Expected Dividend Per Share Growth

Taxes and the Cost of Capital: A Correction, The American Economic Review 53 No. 3, June 1963 433 —
443. (See Appendix B, Workpaper PMA-14).
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In my experience, the single-stage constant growth DCF model is the most widely
used in regulation throughout the U.S. Moreover, its application is straightforward and
simple.

PLEASE EXPLAIN THE ADJUSTED DIVIDEND YIELD SHOWN ON PAGE 1 OF
ATTACHMENT PMA-3, COLUMN [3].

Because dividends are paid quarterly, or periodically, as opposed to continuously (daily),
an adjustment must be made to the dividend yield. This is often referred to as the discrete,
or the “Gordon Periodic”, version of the DCF model.

DCF theory calls for the use of the full expectational growth rate, referred to as D1,
in calculating the dividend yield component of the model. However, since the various
companies in the Water Utility Group increase their quarterly dividend at various times
during the year, a reasonable assumption is to reflect one-half the annual dividend growth
rate in the dividend yield component, referred to as D12. This is a conservative approach
because it does not overstate the dividend yield, which should be representative of the next
twelve-month period. Therefore, the actual average dividend yields in Column [1], page 1
of Attachment PMA-3, have been adjusted upward to reflect one-half the average projected
growth rate shown in Column [3].

PLEASE EXPLAIN THE BASIS OF THE GROWTH RATES OF THE WATER
UTILITY GROUP WHICH YOU PROPOSE TO USE IN THE APPLICATION OF
THE DCF MODEL.

Investors with more limited resources than institutional investors are likely to rely upon
widely available financial information services, such as Value Line. Investors recognize

that such analysts have significant insight into the dynamics of the industries and individual
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companies they analyze, as well as an entity’s historical and future ability to effectively
manage the effects of changing laws and regulations and ever changing economic and
market conditions.

Security analysts’ earnings expectations have a significant, but not sole, influence
upon market prices and are therefore reasonable indicators of investor expectations.?® As

noted by Morin:

Because of the dominance of institutional investors and their influence on

individual investors, analysts’ forecasts of long-run growth rates provide a

sound basis for estimating required returns. Financial analysts exert a

strong influence on the expectations of many investors who do not possess

the resources to make their own forecasts, that is, they are a cause of g.

[g = growth]

Over the long run, there can be no growth in DPS without growth in EPS. While
Security analysts’ earnings expectations are not the only influence on market prices, they
have a more significant influence on market prices than dividend expectations. Thus, the
use of projected earnings growth rates in a DCF analysis provides a better matching
between investors’ market price appreciation expectations and the growth rate component
of the DCF because projected earnings growth rates have a significant influence on market
prices and the appreciation or “growth” experienced by investors.?® This should be evident
even to relatively unsophisticated investors just by listening to financial news reports on
radio, TV or reading the newspapers.

In addition, Myron Gordon, the “father” of the standard regulatory version of the

DCF model widely utilized throughout the United States in rate base / rate of return

regulation, recognized the significance of analysts’ forecasts of growth in EPS in a speech

25
26

Morin 298-303 (See Appendix B, Workpaper PMA-15).
Morin 298 (See Appendix B, Workpaper PMA-15).
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he gave in March 1990 before the Institute for Quantitative Research and Finance.?’” As
Professor Gordon stated:

We have seen that earnings and growth estimates by security analysts
were found by Malkiel and Cragg to be superior to data obtained from
financial statements for the explanation of variation in price among
common stocks. . .

Professor Gordon recognized that total return is largely affected by the terminal
price which is mostly affected by earnings (hence price earnings multiples). However,
while EPS is the most significant factor influencing market prices, it is by no means the
only factor that affects market prices, as recognized by Bonbright:?

In the first place, commissions cannot forecast, except within wide limits,

the effect their rate orders will have on the market prices of the stocks of

the companies they regulate. In the second place, whatever the initial

market prices may be, they are sure to change not only with the changing

prospects for earnings, but with the changing outlook of an inherently

volatile stock market. In short, market prices are beyond the control,

though not beyond the influence of rate regulation. Moreover, even if a

commission did possess the power of control, any attempt to exercise it ...

would result in harmful, uneconomic shifts in public utility rate levels.

(italics added)

As Professor Gordon noted, studies performed by Cragg and Malkiel?® demonstrate
that analysts’ forecasts are superior to historical growth rate extrapolations. While some

question the accuracy of analysts’ forecasts of EPS growth, the level of accuracy of those

analysts’ forecasts well after the fact does not really matter for our purposes. What is

27

28

29

Myron J. Gordon, “The Pricing of Common Stocks’, Presented before the Spring 1990 Seminar, March 27,
1990 of the Institute for Quantitative Research in Finance, Palm Beach FI. (See Appendix B, Workpaper
PMA-16).

James C. Bonbright, Albert L. Danielsen and David R. Kamerschen, Principles of Public Utility Rates
(Public Utilities Reports, Inc. 1988) 334 (See Appendix B, Workpaper PMA-17).

John G. Cragg and Burton G. Malkiel, Expectations and the Structure of Share Prices (University of
Chicago Press 1982) Chapter 4 (See Appendix B, Workpaper PMA-18).
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important is that the forecasts reflect widely held expectations influencing investors at the
time they make their pricing decisions and hence the market prices they pay.

Jeremy J. Siegel*®® also notes the importance of security analysts’ EPS growth
estimates to investors when he states:

For the equity holder, the source of future cash flows is the earnings of

firms
* * *

Some people argue that shareholders most value stocks’ cash dividends.
But this is not necessarily true.

* * *

Since the price of a stock depends primarily on the present discounted
value of all expected future dividends, it appears that dividend policy is
crucial to determining the value of the stock. However, this is not
generally true.

* * *

Since stock prices are the present value of future dividends, it would seem
natural to assume that economic growth would be an important factor
influencing future dividends and hence stock prices. However, this is not
necessarily so. The determinants of stock prices are earnings and
dividends on a per-share basis. Although economic growth may influence
aggregate earnings and dividends favorably, economic growth does not
necessarily increase the growth of per-share earnings of dividends. It is
earnings per share (EPS) that is important to Wall Street because per-share
data, not aggregate earnings or dividends, are the basis of investor returns.
(italics in original)

Moreover, there is no empirical evidence that investors would disregard analysts’
estimates of growth in earnings per share. “Do Analyst Conflicts Matter? Evidence From
Stock Recommendations™! by Anup Agrawal and Mark A. Chen examined whether

conflicts of interest with investment banking (“IB”) and brokerage businesses induced sell-

30

31

Jeremy J. Siegel, Stocks for the Long Run — The Definitive Guide to Financial Market Returns and Long-
Term Investment Strategies (McGraw-Hill 2002) 90-94 (See Appendix B, Workpaper PMA-19).

Anup Agrawal and Mark A. Chen, “Do Analysts’ Conflicts Matter?  Evidence from Stock
Recommendations”, Journal of Law and Economics (August 2008), Vol. 51 503-537 (See Appendix B,
Workpaper PMA-20).
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side analysts to issue optimistic stock recommendations and whether investors were misled
by such biases when they state: “our findings do not support the view that conflicted
analysts are able to systematically mislead investors with optimistic stock
recommendations.” (page 503)

Agrawal and Chen explain:®2

Overall, our empirical findings suggest that while analysts do respond to
IB and brokerage conflicts by inflating their stock recommendations, the
market discounts these recommendations after taking analysts’ conflicts
into account. These findings are reminiscent of the story of the nail soup
told by Brealey and Myers (1991), except that here analysts (rather than
accountants) are the ones who put the nail in the soup and investors (rather
than analysts) are the ones to take it out. Our finding that the market is not
fooled by biases stemming from conflicts of interest echoes similar
findings in the literature on conflicts of interest in universal banking (for
example, Kroszner and Rajan, 1994, 1997; Gompers and Lerner 1999) and
on bias in the financial media (for examples, Bhattacharya et al.
forthcoming; Reuter and Zitzewitz 2006). Finally, while we cannot rule
out the possibility that some investors may have been naive, our findings
do not support the notion that the marginal investor was systematically
misled over the last decade by analysts’ recommendations.

Therefore, given the overwhelming academic / empirical support regarding the
superiority of security analysts’ EPS growth rate forecasts, | suggest that such EPS growth
rate projections, as published in Value Line be used in a single-stage application of the
DCF in the Formula.®

| propose developing the dividend yield for the DCF model using the currently

indicated annual dividend per share and average closing market prices for the 60-trading

days ending November 30, 2017 for the Water Utility Group and Value Line projected 5-

32
33

Agrawal and Chen 531. (See Appendix B, Workpaper PMA-20).

Although there are other sources of projected EPS growth rates, such as Reuters, Zacks or Yahoo! Finance,
for simplicity of the application of a generic ROE formula, | propose the use of Value Line projections for
simplicity in applying the DCF model.
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year EPS growth rates on page 1 of Attachment PMA-3. As shown, the single-stage DCF
results are 8.73% for the Water Utility Group.

B. The Capital Asset Pricing Model (“CAPM”)

PLEASE EXPLAIN THE THEORETICAL BASIS OF THE CAPM.

CAPM theory defines risk as the covariability of a security’s returns with the market’s
returns as measured by beta (). A beta less than 1.0 indicates lower variability while a
beta greater than 1.0 indicates greater variability than the market. The CAPM assumes that
all other risk, i.e., all non-market or unsystematic risk, can be eliminated through
diversification. The risk that cannot be eliminated through diversification is called market
or systematic risk. In addition, the CAPM presumes that investors require compensation
only for those systematic risks that are the result of macroeconomic and other events that
affect the returns on all assets. The model is applied by adding a risk-free rate of return to
a market risk premium, which is adjusted proportionately to reflect the systematic risk of
the individual security relative to the total market, as measured by beta. The traditional

CAPM model is expressed as:

Rs = Rt + B(Rm - Ry)
Where: Rs = Return rate on the common stock
Rt = Risk-free rate of return
Rm = Return rate on the market as a whole
i = Adjusted beta (volatility of the security

relative to the market as a whole)
Numerous tests of the CAPM have measured the extent to which security returns
and betas are related, as predicted by the CAPM, confirming the CAPM’s validity.
However, while the results of these tests support the notion that beta is related to security
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returns, the ECAPM reflects the reality that, the empirical Security Market Line (“SML”)
described by the CAPM formula is not as steeply sloped as the predicted SML. Morin3

states:

With few exceptions, the empirical studies agree that ... low-beta
securities earn returns somewhat higher than the CAPM would predict,
and high-beta securities earn less than predicted.

* * *

Therefore, the empirical evidence suggests that the expected return on a
security is related to its risk by the following approximation:

K= Re+ (Rm-RE)+ (1-x) B(Rm - Rf)
where X is a fraction to be determined empirically. The value of x that
best explains the observed relationship Return = 0.0829 + 0.0520 B is
between 0.25 and 0.30. If x = 0.25, the equation becomes:
K = Re+0.25(Rm - Rr) + 0.75 B(Rwm - Rf)

In view of theory and practical research, | have applied both the traditional CAPM
and the ECAPM to the companies in the Water Utility Group and averaged the results.
PLEASE DESCRIBE YOUR SELECTION OF THE PROPOSED BETA FOR
YOUR CAPM ANALYSIS.
| propose relying upon the adjusted betas published by the Value Line, which adjusts its
calculated (or “raw”) betas to reflect the tendency of the beta to regress to the market mean
of 1.00, Value Line calculates its beta over a five-year period. These are readily available
to both investors and rate of return analysts / practitioners.

PLEASE DESCRIBE YOUR PROPOSED RISK-FREE RATE OF RETURN FOR

YOUR CAPM ANALYSIS.

34

Morin 175, 190 (See Appendix B, Workpaper PMA-21).
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| propose a risk-free rate for both applications of the CAPM of 3.53% based upon the
average of the consensus forecast for the six quarters ending with the first quarter 2019,
from the December 1, 2017 Blue Chip®®, averaged with the long-range forecasts for 2019
— 2023, and 2024 — 2028, also from the December 1, 2017, Blue Chip, as detailed in Note
2 on page 2 of Attachment PMA-4.

WHY IS THE YIELD ON LONG-TERM U.S. TREASURY BONDS
APPROPRIATE FOR USE AS THE RISK-FREE RATE?

The yield on long-term U.S. Treasury Bonds is almost risk-free and its term is consistent
with: 1) the long-term cost of capital to public utilities measured by the yields on A rated
public utility bonds; 2) the long-term investment horizon inherent in utilities’ common
stock; and 3) the long-term life of the jurisdictional rate base to which the allowed fair rate
of return i.e., cost of capital will be applied. In contrast, short-term U.S. Treasury yields
are more volatile, and reflect a short-term investment horizon that is not consistent with
the long-term investment horizon and life of the rate base to which the allowed rate of
return is applied.

PLEASE EXPLAIN YOUR PROPOSED ESTIMATION OF THE EXPECTED
EQUITY RISK PREMIUM FOR THE MARKET.

The basis of the market risk premium is explained in detail in Note 1 on page of Attachment
PMA-4. As discussed previously, the market risk premium is derived from an average of
1) D&P — 2017 historical data-based market risk premiums; and

2) Value Line data-based market risk premiums.

35

Blue Chip Financial Forecasts, December 1, 2017 2, 14 (See Appendix B, Workpaper PMA-22).
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HOW DID YOU DERIVE A MARKET EQUITY RISK PREMIUM BASED UPON
D&P - 2017 LONG-TERM HISTORICAL DATA?

To derive the D&P — 2107 long-term historical market equity risk premium, I used the
most recent holding period returns for large company common stocks from the D&P —
2017% less the average income yield on long-term U. S. Treasury bonds for the period
1926 to 2016. The use of holding period returns over a very long period of time is useful
because it is consistent with the long-term investment horizon presumed by investing in a
going concern, i.e., a company expected to operate in perpetuity.

D&P — 2017’s long-term arithmetic mean monthly total return rate on large
company common stocks was 11.97% and the long-term arithmetic mean monthly yield
on long-term U. S. Treasury bonds was 5.17%. As shown in Note 1 on page 2 of
Attachment PMA-4, subtracting the mean monthly long-term U.S. Treasury bond vyield
from the total return on large company stocks results in a long-term historical market equity
risk premium of 6.80%.%’

| used arithmetic mean monthly total return rates for the large company stocks and
yields (income returns) for long-term U.S. Treasury bonds, because they are appropriate
for the purpose of estimating the cost of capital as noted in D&P — 2017.% The use of the
arithmetic mean return rates and yields is appropriate because historical total returns and
equity risk premiums differ in size and direction over time, providing insight into the
variance and standard deviation of returns needed by investors in estimating future risk

when making a current investment. Absent such valuable insight into the potential variance

36
37
38

D&P — 2017 Appendix A Tables (See Appendix B, Workpaper PMA-23).
6.80% = 11.97% - 5.14%.
D&P — 2017 10-22 (See Appendix B, Workpaper PMA-24).
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of returns, investors cannot meaningfully evaluate prospective risk. If investors
alternatively relied upon the geometric mean of historical equity risk premiums, they would
have no insight into the potential variance of future returns because the geometric mean

relates the change over many periods to a constant rate of change, thereby obviating the

year-to-year fluctuations, or variance, which is critical to risk analysis.
PLEASE EXPLAIN THE DERIVATION OF THE REGRESSION-BASED
MARKET EQUITY RISK PREMIUM.
To derive the regression analysis-derived market equity risk premium of 8.65%, shown in
Note 1 on page 2 of Attachment PMA-4, | used the same monthly annualized total returns
on large company common stocks relative to the monthly annualized yields on long-term
U.S. Treasury bonds as discussed above. The relationship between interest rates and the
market equity risk premium was modeled using the observed monthly market equity risk
premium as the dependent variable and the monthly yield on long-term U.S. Treasury
bonds as the independent variable. I used a linear Ordinary Least Squares (“OLS )
regression, in which the market equity risk premium is expressed as a function of the long-
term U.S. Treasury bond yield:
RP = at+ f (Raaa/aa)

The average D&P - 2017-based equity risk premiums is 7.72%, which is shown in
Note 1 on page 2 of Attachment PMA-4.
PLEASE EXPLAIN THE DERIVATION OF A PROJECTED EQUITY RISK

PREMIUM BASED UPON VALUE LINE DATA.

39

7.72% = (6.80% + 8.65%)/2.
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Because both ratemaking and the cost of capital, including the cost rate of common equity,
are prospective, a prospective market equity risk premium is essential. The derivation of
the forecasted or prospective market equity risk premium can also be found in Note 1 on
page 2 of Attachment PMA-4. Consistent with my calculation of the dividend yield
component in my DCF analysis, this prospective market equity risk premium is derived
from an average of the three- to five-year median market price appreciation potential by
Value Line for the thirteen weeks ending December 1, 2017, plus an average of the median
estimated dividend yield for the common stocks of the 1,700 firms covered in Value Line’s
Standard Edition.

The average median expected price appreciation is 32%, which translates to a
7.19% annual appreciation, and, when added to the average of the Value Line median
expected dividend yield of 2.03%, equates to a forecasted annual total return rate on the
market of 9.22%. The forecasted 30-year U.S. Treasury bond yield of 3.53% is deducted
from the total market return of 9.22%, resulting in an equity risk premium of 5.69%.4°
PLEASE EXPLAIN THE DERIVATION OF AN EQUITY RISK PREMIUM
BASED UPON THE S&P 500 COMPANIES.

Using data from Value Line, | calculate an expected total return on the S&P 500 using
expected dividend yields and long-term growth estimates as a proxy for capital
appreciation. As shown in Note 1 on page 2 of Attachment PMA-4, the expected total
return for the S&P 500 is 14.59%. Subtracting the prospective yield on 30-year U.S.

Treasury bonds of 3.53% results in an 11.06%* projected equity risk premium.

40
41

5.69% = 9.22% - 3.53%
11.06% = 14.59% - 3.53%.
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The average Value Line-based equity risk premiums is 8.38%,*? which is shown
on Line No. 7 on page 8 of Attachment PMA-4.
WHAT IS YOUR CONCLUSION OF MARKET EQUITY RISK PREMIUM FOR
USE IN YOUR APPLICATION OF THE CAPM?
It is 8.05% as derived in Note 1 on page 2 of Attachment PMA-4. In arriving at this
conclusion, | averaged: 1) the average D&P-2017-based equity risk premium of 7.70%;
and 2) the average Value Line-based equity risk premium of 8.38% also derived in Note 1.
These two market equity risk premiums average 8.05%, as shown at the end of Note 1.43
WHAT ARE THE RESULTS OF YOUR APPLICATION OF THE TRADITIONAL
AND EMPIRICAL CAPM TO THE WATER UTILITY GROUP?
As shown on page 1 of Attachment PMA-4, the average CAPM / ECAPM equity cost rate
is 9.78%.%
C. Average of DCF and CAPM Results
WHAT ARE THE AVERAGE RESULTS OF YOUR APPLICATION OF THE DCF
AND CAPM TO THE WATER UTILITY GROUP?
As shown on page 1 of Attachment PMA-5, the average DCF and CAPM common equity

cost rate is 9.26% as summarized in Table 8 below:

Table 9
Water Utility
Group
DCF 8.73%
CAPM 9.78%
Average 9.26%

8.38% = (5.69% + 11.06%)/2.
8.05% = (7.72% + 8.38%)/2.
9.78% = (9.52% + 10.03%)/2.
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D. Adjustments to DCF and CAPM Results

WHAT ARE YOUR PROPOSED ADJUSTMENTS TO THE AVERAGE DCF AND
CAPM RESULTS?

My proposed adjustments to the average DCF and CAPM results for the Water Utility
Group include: 1) a Flotation Cost Adjustment; 2) a Bond Yield Differential; 3) a Private
Placement Premium; 4) a Small-Utility Risk Premium; and 5) an Adjustment to Reflect
Require Equity Return at a 40% Equity Ratio.

E. Flotation Cost Adjustment

WHAT ARE FLOTATION COSTS?
Flotation costs are those costs associated with the sale of new issuances of common stock.
They include market pressure and the essential costs of issuance (e.g., underwriting fees
and out-of-pocket costs for printing, legal, registration, etc.).
WHY MUST FLOTATION COSTS BE RECOGNIZED IN THE ALLOWED
RETURN ON COMMON EQUITY?
Flotation costs must be recognized in the allowed return on common equity because there
is no other mechanism in the ratemaking paradigm with which such costs can be recovered.
Because these costs are real and legitimate, recovery of these costs should be permitted.
As noted by Morin“®:
The costs of issuing these securities are just as real as operating and
maintenance expenses or costs incurred to build utility plants, and fair
regulatory treatment must permit recovery of these costs....
The simple fact of the matter is that common equity capital is not

free....[Flotation costs] must be recovered through a rate of return
adjustment.

Morin 321 (See Appendix B, Workpaper PMA-25).

56

096



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Attachment E
DW 17-118
Page 59 of 77

SHOULD FLOTATION COSTS BE RECOGNIZED ONLY WHEN THERE WAS
AN ISSUANCE DURING THE TEST YEAR OR THERE IS AN IMMINENT POST-
TEST YEAR ISSUANCE OF ADDITIONAL COMMON STOCK?

No. As noted above, there is no mechanism through which such costs can be captured in
the ratemaking paradigm other than an adjustment to the allowed common equity cost rate.
Flotation costs are charged to capital accounts and are not expensed on a utility’s income
statement. As such, flotation costs are analogous to capital investments, albeit negative,
reflected on the balance sheet. Recovery of capital investments relates to the expected
useful lives of the investment. Since common equity has a very long and indefinite life
(assumed to be infinity in the standard regulatory DCF model), flotation costs should be
recovered through an adjustment to common equity cost rate even when there has not been
an issuance during the test year nor in the absence of an expected imminent issuance of
additional shares of common stock.

Historical flotation costs are a permanent loss of investment to the utility and should
be accounted for when setting the allowed return on common equity. When any company,
including a utility, issues common stock, flotation costs are incurred for legal, accounting,
printing fees and the like. For each dollar of issuing market price, a small percentage is
expensed and is permanently unavailable for investment in utility rate base. For example,
since these expenses are charged to capital accounts and not expensed on the income
statement, the only way to restore the full value of the issuance price is to earn more than
the investor required market return on the issuance price, so that the investor receives a full
fair return on his / her investment. In other words, if a company issues stock at $1.00 with

5% in flotation costs, it will net $0.95 in investment. Assuming the investor in that stock
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requires a 10% return on his or her invested $1.00 i.e., a return of $0.10, the company needs
to earn approximately 10.5% on its invested $0.95 to receive a $0.10 return.

DO THE DCF AND CAPM ALREADY REFLECT INVESTORS’ ANTICIPATION
OF FLOTATION COSTS?

No. These models assume no transaction costs and therefore flotation costs are not reflected
in the results of the application of these models. The literature is quite clear on this point.
For example, Brigham and Daves*® confirm this, providing the methodology utilized to
calculate the flotation adjustment. Morin*” also confirms the need for such an adjustment
even when no new equity issuance is imminent. Consequently, it is proper to include a
flotation cost adjustment when using market-based cost of common equity models to
estimate the common equity cost rate.

WHAT IS YOUR PROPOSAL FOR FLOTATION COSTS?

As noted previously, in my opinion an assumed 0.20% (20 basis points) flotation cost adjustment,

as used in the FLPSC leverage formula, is reasonable.

F. Bond Yield Differential

WHAT IS YOUR PROPOSAL FOR A BOND YIELD DIFFERENTIAL?

As also noted previously, in my opinion the FLPSC Staff’s Bond Yield Differential, which
is based upon a 120-month average spread between Baa3 / BBB- and A rated public utility
bonds, is reasonable. In my estimation of a generic ROE based upon my proposed
methodology, the most recent 120-month spread ending November 30, 2017, is 0.63% (63

basis points).

46

47

Eugene F. Brigham and Phillip R. Daves, Intermediate Financial Management, 9th Edition,
Thomson/Southwestern 342 (See Appendix B, Workpaper PMA-26).
Morin 327 — 330 (See Appendix B, Workpaper PMA-27)
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G. Private-Placement Premium

WHAT IS YOUR PROPOSAL FOR A PRIVATE PLACEMENT PREMIUM?
Again, as also noted previously, in my opinion the FLPSC Staff’s Private Placement Premium
of 0.50% (50 basis points) is reasonable and is my proposal.

H. Small Size Risk Premium

WHAT IS YOUR PROPOSAL A SMALL SIZE RISK PREMIUM?

As also discussed previously, the FLPSC Staff’s Small-Utility Risk Premium of 0.50% (50
basis points), in my opinion, it is extremely conservative, given how small AWC, HAWC,
and LRWC are relative to Water Utility Group based upon the relative risk analysis
discussed above and presented in Attachments PMA-1 and PMA-2.

As discussed above, an indication of the magnitude of company-specific
adjustments for the greater relative business risk due to smaller relative size is based upon
the size premiums for the decile portfolios of New York Stock Exchange (NYSE),
American Stock Exchange (AMEX) and NASDAQ listed companies for 1926-2016 as

published D&P -1017 and D&P Valuation — 2017 which range from 4.35% - 8.80% for

AWC, 3.89% - 7.48% for HAWC and 2.01% - 7.29% for LRWC. However, | suggest that
conservative and reasonable ranges of small size premiums of 2.64% - 5.27% for AWC,
2.30% - 4.59% for HAWC, and 2.23% - 4.46% for LRWC as shown in Table 7 above.

l. Adjustment to Reflect a Required Return at 40% Common Equity Ratio

WHAT IS NEEDED TO ESTIMATE AN ADJUSTMENT TO REFLECT A
REQUIRED RETURN AT A 40% COMMON EQUITY RATIO FOR AWC, HAWC,

AND LRWC IN YOUR PROPOSED GENERIC ROE FORMULA?
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The estimation of an adjustment to reflect a required return at a 40% common equity ratio requires
an estimated debt cost rate, the capital structure ratios of the Water Utility Group, and the estimated
ROEs for AWC, HAWC and LRWC.

HOW DO YOU PROPOSE TO ESTIMATE THE DEBT COST RATE?
Because the cost of capital and ratemaking are both prospective in nature, consistent with
the use of a projected risk-free rate in the CAPM analysis, | propose that a similarly
estimated projected yield on Baa3 / BBB- rated public utility bonds be used in the
derivation of the ROE for the Companies at a 40% Equity Ratio.

Page 4 of Attachment PMA-4 presents the derivation of a projected Baa3 bond

yield of 5.7977% by:

1) First estimating an average projected Baa corporate bond yield of 5.2125% for the six
quarters ending with the first quarter 2019, from the December 1, 2017 Blue Chip*,
averaged with the long-range forecasts for 2019 — 2023, and 2024 — 2028, also from
the December 1, 2017, Blue Chip, of 5.2125%, as derived on page 4 of Attachment
PMA-5.

2) Adjusting the 5.2125% projected Baa corporate bond yield by a negative 0.07%, the
average spread between Baa corporate and Baa public utility bond yields for the three-
months ended November 2017 to derive the projected Baa public utility bond yield of
5.1392%.

3) Finally, as shown on pages 1 through 3 of Attachment PMA-5, the Private Placement

Premium of 0.50%; and the Adjustment to Reflect a Baa3 Public Utility Bond Yield of

Blue Chip Financial Forecasts, December 1, 2017 2, 14 (See Appendix B, Workpaper PMA-22).
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0.1586% was added to the 5.1392% projected Baa public utility bond yield, resulting
in a projected Baa3 public utility bond yield of 5.7977%.4°
This 5.7977% was then used to estimate the ROE at a 40% common equity ratio

for the Water Utility Group using its average capital structure ratios, because the financial
risk inherent in those ratios is reflected in the DCF and CAPM ROE results for the Group,
and the company specific small size risk premiums for AWC, HAWC, and LRWC.
WHY DO YOU HOLD THE DEBT COST RATE CONSTANT OVER THE RANGE
OF COMMON EQUITY RATIOS IN YOUR PROPOSED GENERIC ROE
FORMULA?
The current FLPSC leverage formula holds the debt cost rate constant over a common
equity ratio range of 40% to 100% as can be gleaned from Attachment 1 of Order No. PSC-
17-0429-PAA-WS® issued June 2017 in Docket No. 170006-WS. The relationship
between leverage and financial risk has been formalized by financial economists, such as

Modigliani and Miller® who showed that the cost of common equity may be expressed as:

ke,L = ke,U +(ke,U_kd)(1_T)(D/ E)

Where:
Keu = Cost of Equity for an unlevered firm
KeL = Cost of Equity for a levered firm
Kd = cost of debt (interest rate)

49
50

51

5.7977% = (5.1392% + 0.50% + 0.1586%).

Order No. PSC-17-0249-PAA-WS in re: Water and wastewater industry annual reestablishment of authorized
range of return on common equity for water and wastewater utilities pursuant to Section 367.08194)(f). F.S.,
Florida Public Service Commission, June 26, 2017. (See Workpaper PMA-28).

F. Modigliani and M. Miller, The Cost of Capital, Corporation Finance, and the Theory of Investment, The
American Economic Review 48 No. 3, June 1958, at 261-297; F. Modigliani and M. Miller, Corporate
Income Taxes and the Cost of Capital: A Correction, The American Economic Review 53 No. 3, June 1963
433 — 443. (See Appendix B, Workpaper PMA-16)
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D = level of debt
E = level of equity
T = tax rate

Thus, the cost of common equity for a levered firm is expressed as the cost of
common equity for an unlevered firm, which only reflects business risk, plus a premium
for financial risk. Although it is theoretically valid that the debt cost rate will also rise as
leverage increases, holding the debt cost rate constant over a range of common equity ratios
assumes that all else is equal. In regard to public utility regulation, all else is not equal to
the competitive markets.

Therefore, the FLPSC’s assumption that the debt cost rate is constant over a
common equity range of 40% to100% is reasonable for two reasons. First, the revenue
requirement formula under which utilities are regulated provides that the regulated utility
will be compensated for prudently incurred operating and maintenance expenses,
depreciation, taxes and a return on its investment, comprised of a senior capital (debt and
or preferred stock) component and a common equity component. The revenue requirement
formula ensures that the regulated utility will receive sufficient earnings to compensate it
for both its debt and preferred stock obligations. To that end, it is typical, in the rate base /
rate of return paradigm, to utilize the embedded cost of senior capital in the derivation of
the allowed Weighted Average Cost of Capital (“WACC”). The embedded cost of senior
capital is a function of many factors, including but not limited to the timing of the various
issues of senior capital, capital market conditions at the time of issuance, the credit / bond

rating (or equivalent in the case of private placements) of the regulated utility at the time
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of issuance, and the level of issuance costs and any premium / discounts at the time of
issuance.

The current Florida Leverage Formula, upon which | based my proposed generic
ROE formula, assumes that if the Florida small water and wastewater utilities had bonds
which were rated, they would be rated Baa3 by Moody's which is equivalent to a BBB- by
S&P. While the bond rating process is qualitatively and quantitatively comprehensive, it
does not focus exclusively on the debt ratio. In view of the foregoing, it is therefore
reasonable to hold the debt rate constant over the common equity range of 40% to 100%

in my proposed leverage formula.

Pre-Tax versus Post-Tax Computation of the FLPSC Leverage Formula

PLEASE ADDRESS THE ISSUE OF A PRE-TAX VERSUS A POST-TAX
COMPUTATION OF YOUR PROPOSED GENERIC ROE FORMULA?

The current FLPSC leverage formula holds the post-tax rate constant as the common equity
ratio changes throughout the range from 40.0% to 100.0%. Although it is true, as
Modigliani / Miller demonstrated, if it were not for income taxes and bankruptcy risk, the
capital structure selected by any company would not impact the WACC. However, by
holding the pre-tax WACC constant, the exact opposite can be demonstrated, namely,
differing amounts of debt and equity in the capital structure have absolutely no impact, on
the revenue cost of capital. For example, an 8.50% pre-tax WACC when multiplied by rate
base represents a revenue cost of capital which equates to $8.50 to be recovered from
ratepayers for each $100 of rate base. By keeping the pre-tax income tax WACC constant,
no matter what the common equity ratio, 100.00%, 40.00% or something in between, that

by holding the WACC of 8.50% constant, the revenue cost of capital will be $8.50 / $100
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rate base, at any common equity ratio. In other words, various capital structure ratios have
no impact on the revenue cost of capital because no matter what the common equity ratio,
100.00% or 40.00%, ratepayers will be paying $8.50 per $100 of rate base. Hence, holding
the pre-tax WACC constant demonstrates that capital structure is irrelevant to the revenue
cost of capital, providing no incentive to maintain a reasonable capital structure because
there is no change in the revenue cost of capital, i.e., the rates recovered from ratepayers,
as the common equity ratio changes as discussed below.

In addition, because regulated water and wastewater companies do have to pay
income taxes, the WACC will increase as the percentage of common equity in the capital
structure increases, because the amount of income taxes to be collected from ratepayers
will increase. It is precisely for this reason that it is necessary to hold the post-income tax
rate constant, as is assumed by my proposed generic ROE formula, because then the
revenue cost of capital will vary with varying capital structure ratios consistent with the
Modigliani / Miller principle upon which my proposed generic ROE formula is based.
Therefore, | propose that the computation of the generic ROE formula hold the pre-tax
WACC constant.

As shown on pages 1 through 3 of Attachment PMA-5, the range of ROEs at a 40%
common equity ratio for the Water Utility Group using AWC’s low and high size risk
premiums of 2.64% - 5.27% is 13.30% - 15.96%, using HAWC’s low and high size risk
premiums of .30% - 4.59% is 17.33% - 21.06%, and using LRWC’s low and high size risk
premiums of 2.23% - 4.46% is 12.64% - 14.82%, as shown in Tables 10a, 10b and 10c

below, were then estimated using Staff’s formula:
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Table 10a
Abenaki Water Company

Debt Cost Rate + X / 40% + ROE
Where:
Debt Cost Rate = 5.7997%
X =3.893% (low) / 5.274% (high)
ROE (AWC) = 13.30% (low) / 15.96% (high)

ROE using AWC’s 2016 Common Equity Ratio of 51.91%°2 =

Low High
5.7997% + (3.893% / 51.91%) = 5.7997% + (5.274% / 51.91%) =
5.7997% + 7.4995% = 5.7997% + 10.1599% =
13.30% 15.96%

Table 10b

Hampstead Area Water Co., Inc.

Debt Cost Rate + X / 40% + ROE
Where:
Debt Cost Rate = 5.7997%
X =3.714% (low) / 4.917% (high)
ROE (HAWC) = 17.33% (low) / 21.06% (high)

ROE using HAWC’s 2016 Common Equity Ratio of 32.22%> =
Low High
5.7997% + (3.714% / 32.22%) = 5.7997% + (4.917% / 32.22%) =

5.7997% + 11.5270% = 5.7997% + 15.2607% =

=

7.33

o
=N
N

1.06%

52
53

Derived from Abenaki Water Company’s 2016 Annual Report to the NH PUC.
Derived from Hampstead Area Water Co., Inc.’s 2016 Annual Report to the NH PUC.
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Table 10b
Lakes Region Water Co., Inc.

Debt Cost Rate + X / 40% + ROE
Where:
Debt Cost Rate = 5.7997%
X =3.680% (low) / 4.849% (high)
ROE (LRWC) = 12.64% (low) / 14.82% (high)

ROE using HAWC’s 2016 Common Equity Ratio of 53.76%>* =

Low High

5.7997% + (3.680% / 53.67%) = 5.7997% + (4.849% / 53.76%) =
5.7997% + 6.8452% = 5.7997% + 9.0197% =

12.64% 14.82%

IX. MASSACHUSETTS ROE FORMULA FOR SMALL WATER AND
WASTEWATER UTILITIES

Q. ARE YOU FAMILIAR WITH THE MASSACHUSETTS ROE FORMULA FOR

SMALL WATER AND WASTEWATER UTILITIES?

54 Derived from Hampstead Area Water Co., Inc.’s 2016 Annual Report to the NH PUC.
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Yes. In 1985, the Massachusetts Department of Public Utilities (“MDPU”) established a
Generic Cost of Capital Formula for Water Companies in D.P.U. 85-115 intended to
facilitate the ratemaking process for establishing an authorized ROE for small water and
wastewater utilities as well as to reduce rate case expenses to litigate the ROE. However,
use of the formula is not required in Massachusetts and utilities may file traditional ROE
testimony at their discretion. The formula established in D.P.U. 85-115 (see Attachment
PMA-6 to determine the allowed ROE is based upon an “Index”, defined as “the most
recent twelve-month average of three-year United States Treasury bond interest rates, as
derived from [the] Federal Reserve Statistical Release, H.15 (519), “Selected Interest
Rates,” or a successor or equivalent publication, including the interest rate published on,
or as close as possible after, a date four months following the effective date” > plus 3.5%
(if the utility has a common equity ratio less than or equal to 25%), plus 3.0% (if the utility
has a common equity ratio greater than 25% but less than 75%), and plus 2.5% (if the utility
has a common equity ratio greater than or equal to 75%).% In addition, the formula was
limited to a range of ROE of 13.0% - 16.0% no matter what the formula results were for

any given estimation of the formula.

55

56

Massachusetts Department of Public Utilities, D.P.U. 85-115, “Investigation by the Department on its own
motion concerning proposed rules that would establish an optional method for determining the allowed rate
of return on equity for water companies subject to its jurisdiction.” Sec. 31.01.

D.P.U. 85-115 Sec. 31.03
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In D.P.U. 96-90, in November 1996, the MDPU revised the definition of the based
“Index” to be “the most recent twelve-month average of thirty-year United States Treasury
bond interest rates, as derived from [the] Federal Reserve Statistical Release, H.15 (519),
“Selected Interest Rates,” or a successor or equivalent publication, including the interest
rate published on, or as close as possible after, a date four months following the effective
date” " as well as clarifying the definition of Common Equity Ratio to include “common
equity, retained earnings, and capital surplus.”® The same premiums above the Index,
3.5%, 3.0% and 2.5% relative to various common equity ratios as adopted in D.P.U 85-115
were retained. In addition, the D.P.U. determined that the formula would be now limited
to a range of ROE of 11.5% - 14.5% no matter what the formula results were for any given

estimation of the formula.

57

58

Massachusetts Department of Public Utilities, D.P.U. 96-90, “Investigation by the Department on its own
motion pursuant to G.L. C. 25, 8 5; G.L. ¢ 164 88 76C, 94; G.L. c. 165 §§ 1B, 2, 4, and 200 C.M.R. 88§ 2.00
et seq,, concerning rulemaking to rescind 220 C.M.R. § 76m and to amend 220 C.M.R. § 31.

D.P.U. 96-90 Sec. 31.01
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Using the MDPU generic ROE formula currently in place with a twelve-month
average 30-year U.S. Treasury bond yield of 2.92% ending November 30, 2017,% results
in ROEs of 6.42% for a water company with a common equity less than or equal to 25%,
5.92% for a water company with a common equity ratio between 25% and 75% and 5.42%
for a water company with a common equity ratio equal to or greater than 75%. Since these
ROEs are below the bottom of the acceptable MDPU range of 11.5% - 14.5%, the ROE
applicable to all three Companies would be 11.5%. However, this 11.5% does not reflect
the extremely small size of the Companies as discussed above. When my proposed low
and high small size premiums are added to the 11.5% generic MDPU ROE for each of the
companies, ROEs in the ranges of 14.14% - 16.77% result for AWC, 13.80% - 116.09%
result for HAWC and 13.73% - 15.96% result for LRWC as derived on page 1 of

Attachment PMA-8.5°

59
60

Source: Bloomberg Professional Service.

Currently both Colonial and Plymouth Water Companies, sister subsidiaries of AWC, are authorized ROEs
of 10.5% by the MDPU. Colonial’s ROE was authorized on December 28, 2011 and Plymouth’s on August
31, 2015.
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| suggest that should the NH PUC wish to consider using the MA generic ROE
formula, that a prospective yield on 30-year U.S. Treasury bonds be used. As discussed
previously, both ratemaking and the cost of capital are forward looking, therefore a
forecasted yield on 30-year U.S. Treasury bonds is appropriate for cost of capital purposes,
such as the forecasted yield of 3.53% in my CAPM analysis and a more appropriate equity
risk premium related to that yield is the market equity risk premium of 8.05% also used in
my CAPM analysis. Such a premium must then be adjusted by the Water Utility Group’s
average beta to reflect a water utility specific equity risk premium, before being added to
the projected yield on 30-year U.S. Treasury bonds to estimate a generic water utility ROE.
Subsequently, the specific low and high size risk premiums of AWC, HAWC and LRWC
should be added to this generic water utility ROE so that the resultant ranges of ROE are
directly applicable to and reflective of the business risk of AWC, HAWC and LRWC.
However, this methodology, like the generic MDPU formula described above, does not
result in ROEs for the Companies which reflect the financial risk inherent in their capital
structures relative to that of the Water Utility Group. This methodology results in ranges
of ROEs of 12.16% - 14.79% for AWC, 11.82% - 14.11% for HAWC and 11.75% - 13.98%
for LRWC as also shown on page 1 of Attachment PMA-8 and summarized in Table 11
below.

CONNECTICUT ROE FORMULA FOR SMALL WATER AND WASTEWATER
UTILITIES

ARE YOU ALSO FAMILIARWITH THE CONNECTICUT ROE FORMULA FOR

SMALL WATER AND WASTEWATER UTILITIES?
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Yes. In October 2013, the Connecticut Public Utilities Regulatory Authority (“CT PURA”)
established a generic formula with which to estimate the allowed ROE for the small water
and wastewater utilities under its jurisdiction. Like the MDPU, CT PURA’s purpose was
to streamline the rate case process and to avoid the rate case expense of litigated ROE in a
rate case. PURA adopted a settlement between the parties®® which agreed that the most
recently allowed average ROES of Aquarion Water Company (“Aquarion”) and the
Connecticut Water Company “(Connecticut Water”) be used as the base ROE for the small
water utilities. To this average ROE, there would be a “fixed adder” of 0 50% (50 basis
points) “determined as reasonable by the Settling Parties” plus, a “Variable Performance
Adder” of up to 0.50% (50 basis points) ®2 No regard was given to any difference in
financial risk between the small water companies and the average financial risk of
Aguarion and Connecticut Water. In addition, any change in the authorized ROE for the
small water companies is dependent upon rate filings by Aquarion and Connecticut Water,
neither of which has filed for a rate increase in a number of years. Aquarion’s last rate case

was decided in September 2013, while Connecticut Water’s was decided in July 2010.

61

62

Hazardville Water Co., Torrington Water Co., Avon Water Co., Valley Water Systems, Inc., Heritage Village
Water Co., and the Office of Consumer Counsel,

Connecticut Public Utilities Regulatory Authority, Decision No. 13-01-29: Investigation for Streamlining the
Ratemaking Process for Small Water Companies, October 23, 2013 3.
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Again, should the NH PUC wish to consider using the CT generic ROE formula, that
it base the generic water utility ROE on the prevailing water ROE for other, larger NH
water utilities, which the Companies has informed me is 9.6%. However, as discussed
previously relative to the FLPSC Leverage Formula, in my opinion a size risk premium of
0.50% (50 basis points) does not adequately reflect the risk of the extremely small sizes of
each of the Company. Therefore, | suggest that the low and high size risk premiums be
added to the NH average water utility ROE of 9.6% to estimate ranges of ROE applicable
to each Company. However, this methodology, like the generic MDPU formula described
above, does not result in ROEs for the Companies which reflect the financial risk inherent
in their capital structures relative to that of the Water Utility Group. This methodology
results in ranges of ROEs of 12.24% - 14.87% for AWC, 11.90% - 14.19% for HAWC and
11.89% - 14.01% for LRWC as shown on page 2 of Attachment PMA-8 and summarized
in Table 11 below.%®

CONCLUSION

WHAT DO YOU CONCLUDE RELATIVE TO A GENERIC ROE FORMULA TO

BE USED BY THE NH PUC?

Currently both Valley Water Systems, a sister subsidiary of AWC, is authorized an ROEs of 10.05% by
PURA which was authorized on November 3, 2010.
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| propose that the NH PUC consider establishing a generic ROE formula based upon the
Florida Leverage Formula but with the modifications discussed above. My proposed
generic ROE formula uses the market data of a group of publicly traded water utilities in
the application of two well-tested, market-based, and theoretically sound cost of common
equity models, the DCF and CAPM. The proposed formula reflects the risks inherent in
investment in small water and wastewater utilities, such as that related to the increased risk
of privately placed debt, a small utility premium on debt, a likely bond rating of Baa3 for
small water and wastewater utilities as well as the greater business risk of extremely small
water and wastewater utilities such as the Companies. In addition, my proposed generic
ROE formula reflects the financial risk, i.e., leverage, inherent in the specific capital
structure ratios of each of the Companies. In contrast, the Massachusetts and Connecticut
generic roe formulas do not reflect financial risk differences between the Companies or
between the Companies and the Water Utility Group whose market data form the bases of
the ROE estimation. Nor do the Massachusetts or Connecticut generic ROE formulas as
currently applied adequately reflect the risk of each of the Companies based upon their
extremely small size relative to the Water Utility Group.

Table 11 below summarized the resultant ROEs based upon my proposed generic
ROE formula, as well as the Massachusetts and Connecticut formulas revised to reflect the
extremely small size of the Companies and in the case of the Massachusetts formula, to
also reflect a forecasted 30-year U.S. Treasury bond yield.

Table 11

Conclusions of ROE for AWC, HAWC and LRWC

Abenaki Water Company Low Size Risk Premium High Size Risk Premium
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Proposed generic ROE
formula

13.30%

15.96%

Massachusetts’ ROE
formula

Avg. 30-Year
US Treas.
Bond*

14.14%

16.77%

Proj. 30-Year
US Treas. Bond

12.16%

14.79%

Connecticut’s ROE
formula

12.24%

14.87%

Hampstead Area Water Co.,
Inc.

Low Size Risk Premium

High Size Risk Premium

Proposed generic ROE
formula

17.33%

21.06%

Massachusetts’ ROE
formula

Avg. 30-Year
US Treas.
Bond*

13.80%

16.09%

Proj. 30-Year
US Treas. Bond

11.82%

14.11%

Connecticut’s ROE
formula

11.90%

14.19%

Lakes Region Water Co.,
Inc.

Low Size Risk Premium

High Size Risk Premium

Proposed generic ROE
formula

12.70%

14.93%

Massachusetts’ ROE
formula

Avg. 30-Year
US Treas.
Bond*

13.79%

16.07%

Proj. 30-Year
US Treas. Bond

11.81%

14.09%

Connecticut’s ROE
formula

11.83%

14.06%

*11.50% plus the low and high size risk premiums for each Company.

%4Q. DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?
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Yes.
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Mr. Morse, please state your name and business address for the record.

My name is Harold Morse. My business address is 54 Sawyer Ave. Atkinson, NH
03811.

What is your role with HAWC?

| am the president of the Company.

What is the purpose of your testimony?

The purpose of my testimony is to support HAWC effort to increase its cost of equity.
Please provide an overview of the company.

HAWC is presently franchised in most areas of Hampstead and Atkinson, N. H., and has
franchised satellite systems in various towns in Rockingham County, NH. HAWC has
been granted a system wide, consolidated rate in Docket DW 05-112, by Order No.
24,734. The last general rate case filing by the Company was approved in Docket DW
12-170 by Order No. 25,519. The Company has added to its infrastructure making
several large capital improvements. The Company has also restructured its capital
structure. It has refinanced its debt and added to its additional paid in capital. It is
presently before the Commission requesting a rate increase in Docket DW 17-118.
What are the current PUC approved rate of return and return on equity?

The presently PUC approved rate of return is 4.89% and return on equity is 9.75%
What is the current PUC approved return on equity for all water companies?

The current PUC approved return on equity is 9.6%.

Has HAWC sought an increase above the PUC approved return on equity?

Yes. In DW 12-170, HAWC initially proposed a cost of common equity of 9.75% plus

1.00%. HAWC believed that the additional 1.00% was necessary due to the increased

20f4
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risks associated with the size and resources available to meet HAWC’s capital and
operating requirements.

What was the result of the cost of equity in DW 12-170?

HAWC settled on the PUC approved cost of equity of 9.75%.

Why was the approved cost of equity not enough?

The approved equity is not enough because it does not adequately recognize the size of
HAWC and the additional difficulty in raising capital, meeting regulatory requirements,
replacing aging infrastructure and operating and maintaining the water system.

If the cost of equity were higher, what would HAWC be able to do?

First of all, it would take some of the pressure off cash flow. Second, it would lessen the
need to raise capital and specifically borrow funds at increasing interest rates. Third, it
would enable HAWC to replace plant sooner, potentially increasing efficiency.

What was the basis for your decision to join Abenaki Water Company and Lakes Region
Water Company to engage a cost of equity expert?

HAWC is treated the same as any large, publicly traded, multi-state water utility. We are
a small regional water utility solely located in New Hampshire. There has never been any
recognition of the additional risks associated with a small water company. By pooling
resources and sharing costs, HAWC hopes to finally receive some additional percentage
above the PUC approved cost of equity.

Please provide any general comments on Ms. Ahern’s testimony.

HAWC supports Ms. Ahern’s testimony.

Is there anything that you would like to add to Ms. Ahern’s testimony?

No.
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How would a favorable result of this Petition impact HAWC?
A. HAWC intends to incorporate such a result into DW 17-118 so to have a more equitable

calculation of the cost of equity.
Does this conclude your testimony?

A. Yes.

F:\Legah\HAWC\DW-18-Xxx Return On Equity Petition\DW-18-Xxx HAWC HJM Testimony 01-31-18 FINAL.Docx
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HAMPSTEAD AREA WATER COMPANY, INC.
DW 17-118
SECOND STEP ADJUSTMENT — RETURN ON EQUITY
PROCEDURAL SCHEDULE
06/21/18 Data Requests to Company — Set 1
07/06/18 Responses due from Company — Set 1
07/26/18 Data Requests to Company — Set 2
08/09/18 Responses due from Company — Set 2
08/23/18 @ 9:00 AM Technical Session/Settlement Conference
09/06/18 Responses from Company to Technical Session DR’s
09/19/18 Testimony due by Staff, OCA and Intervenors
09/26/18 Data Requests to Staff, OCA and Intervenors on Testimony
10/10/18 Responses from Staff, OCA and Intervenors
10/12/18 @ 9:00 AM Technical Session/Settlement Conference
11/02/18 Rebuttal Testimony

11/07/18 @ 9:00 AM Hearing on Return on Equity
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STATE OF NEW HAMPSHIRE

Inter-Department Communication

DATE: April 12,2018
AT (OFFICE): NHPUC

FROM: Karen Moran, Chief Auditor

SUBJECT: Hampstead Area Water Company Inc.
DW 17-118 Step Adjustment
FINAL Audit Report

TO: Steve Frink, Director, Gas/Water Division
Jayson Laflamme, Assistant Director, Gas/Water Division
Robyn Descoteau, Utility Analyst

Introduction

Hampstead Area Water Company, Inc., (HAWC, Company) on September 7, 2017, filed
a petition for a permanent rate increase and upon completion of certain 2017 projects, an
additional increase in permanent rates. An audit of the test year ended 12/31/2016 was
conducted, with a final report issued on 10/27/2017. The assets contemplated for inclusion in the
step adjustment were included within the filing, Step Increase pages 1 — 5, totaling $802,305
with $394,805 of that addition being contributed by the developer and recorded as a contribution
in aid of construction (CIAC). Specifically:

Asset CIAC

Wells Village $462,305 $(394,805)

Wells $150,000 $ -0-

Pumping Equipment $ 80,000 $ -0-

System Mains $ 10,000 $ -0-

System Services $ 5,000 $ -0-

System Meters $ 95,000 $ -0-

$802,305 $(394,805)

Accumulated Depreciation and Amortization $(21,408) $ 8544
Net Book $780,897 $(386,261)

The filing further details each proposed step increase by general ledger account, the
depreciation rate, and accumulated depreciation through 2017. The amortization rate and
accumulated amortization relating to the Wells Village system CIAC were also included.

Continuing Property Records

The Sage Fixed Asset system is an all-encompassing online system which demonstrates
asset, depreciation years and rate, the system and service number, copies of supporting invoices
as applicable, descriptions and locations of assets, the acquisition date, the system name, town,
general ledger account number for the plant, depreciation expense and accumulated depreciation,
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the name of the vendor, serial numbers as applicable, contribution in aid of construction detail as
applicable, replacement value, warranty date as applicable, asset total for book and tax purposes,
among other information, among other items. Audit was provided with complete access to the
system for all assets placed into service during 2017.

Wells Village $462,305 and CIAC $(394,805)

Hampstead petitioned the Commission for an expansion of the existing franchise into an
area in the town of Sandown. The Commission approved the petition via an order Nisi #25,979
on January 23, 2017. The authority also included financing approval and permission to charge
the current HAWC tariff to the 50 unit condominium development to be known as Wells Village.

The filing reflected the total asset additions and related CIAC as follows:

Asset CIAC  Depreciation 1/2 Year Amortization  1/2 Year
Location Account Amount Amount Rate Accum. Dep. Rate  Accum. Amort.
Wells Village 304-Structures and Improvements $ 108600 $ (96,392) 250% $ 1,358 250% $  (1,205)
Wells Village ~ 307-Wells and Springs $ 30,000 $ (26,628) 3.30% $ 495 330% @ $ (439)
Wells Village ~ 309-Supply Mains $ 60,000 $ (53,256) 2.00% $ 600  2.00% $ (533)
Wells Village ~ 311-Pumping Equipment $ 109505 $ (97,196) 10.00% $ 5475 1000% $  (4,860)
Wells Village 320-Water Treatment Equip. $ 30,450 $ (27,027) 360% @ $ 548 3.60% @ $ (486)
Wells Village 330-Distribution Reservoirs/Standpipes  $ 38,250 $ (33,950) 220% % 421 220% % (373)
Wells Village 331-Transmission/Distribution Mains $ 48,000 $ (42,604) 2.00% $ 480 200% $ (426)
Wells Village 333-Services $ 20,000 $ (17,752) 2.50% $ 250 2.50% $ (222)

Wells Village 334-Meters and Meter Installations $ 17,500 $ - 450% % 394 450% $ -
Total Wells Village-Sandown $ 462,305 $ (394,805) $ 10,020 $  (8544)

Audit verified the depreciation rates to the Small Water booklet without exception. The
mirror amortization rate used to amortize the contributed portion of the assets is properly noted.
Each accumulated depreciation and accumulated amortization was recalculated without
exception.

Within the DW16-825 discovery process, the Staff of the Water division of the
Commission requested and was provided with the water system plan provided to the Kasher
Corp. The plan was provided to the NH Drinking Water and Groundwater Bureau by Lewis
Engineering, PLLC (see Staff Data Request 1-7). The Company also indicated that the water
service to the first customer was anticipated to be in the spring of 2017; the system would be
completed prior to the spring of 2017 (see Staff Data Request 1-1).

Staff Data Request 1-2 indicated that Lewis Builders Development, Inc. would install the
pumping and treatment station, generator, controls, treatment and Kasher Corp. would install the
water distribution system. Fire sprinklers included within the condominiums themselves are the
only fire protection and are part of the plumbing within the residences, not owned by HAWC
(see Staff Data Request 1-5).

Audit verified $461,505 of the reported $462,305 in asset additions to the plant accounts

referenced above, to Fixed Asset Summary Report (Internal) for the period ended December 31,
2017. The variance of $800 was noted within the Meters and Meter Installations account 334.
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The filing reflected the $17,500 value of 50 meters at $350 each, while the Sage system reflected
36 new meters at $450 and one meter change-out at $500.

Within the Sage system, Audit was able to determine that each of the 36 newly installed
meters was at a location on Eagle Ridge Road. Eagle Ridge Road is noted as the street within
the approved franchise area in Sandown. There was one meter change-out within the Wells
Village franchise. Overall, the meter costs noted in the Sage system and the general ledger were:

36 new meters * $450 = $16,200
1 meter change-out *$500 =$ 500
$16,700 overstated by $50 based on inclusion of the cost to
remove the original meter associated with the change-out. Refer to Audit Issue #1

All CIAC related assets were verified to the Fixed Asset Summary Report (CIAC) for the
period ended December 31, 2017. The reports are downloads of the HAWC general ledger
system. Audit verified that the CIAC Fixed Asset Summary Report rolls into the appropriate 271
Contributions in Aid of Construction account and related 272 Accumulated Amortization of
Contributions in Aid of Construction.

Audit reviewed each asset CPR using the Sage system. Each was properly identified as
to location, contribution amount, asset depreciation, etc. and CIAC related information. Audit
was informed that there are no related invoices for any of the additions, rather, that the system
price was documented by contracts included within the docket DW16-825, Exhibits 1 through 7.
Audit requested and was provided with signed documents.

Specifically, the agreement dated September 8, 2016 among Kasher Corporation
(Kasher), Hampstead Water Service Company (HAWSCO) (a division of Lewis Builders
Development, Inc.) and Hampstead Area Water Company, Inc. (HAWC) (Exhibit 1) outlined the
following (summarized) terms:

A. HAWSCO would design and build the water system to serve the 50 condominium
units to be built by Kasher.

B. The contract price for the system is $286,800, unless agreed by both parties and
Kasher would pay in accordance with G below.

C. HAWC petition the PUC for approval to purchase, finance and franchise the system
(done via DW16-825 and approved by Order 25,979 1/23/2017).

D. The total cost for the system is $462,305 of which HAWC will pay $50,000 or $1,000
per hook up. Audit was informed that the $50,000 note payable to Kasher was paid in
full on 5/24/2017, reflecting 50 hookups to the Hampstead system. Audit requested
signed copies of the exhibits, which were attached to the filing unsigned, and the total
cost for the system was updated to be $369,708. The Project cost sheet (Exhibit 7)
and the Bill of Sale (Exhibit 2) outlined the specific costs to be:
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As filed As signed

303 Easement Deed $ -0- $ -0-
304 Pump House and Site Work $108,600 $108,600
304 Booster Pumping Station $ -0- $ -0-
307 Wells (drilling, testing, engineering) $ 30,000 $ 30,000
309 Supply Mains (mains, manholes, pipes,

trenching, backfill, valves etc. from pump house to wells) $ 60,000 $ 60,000
311 Pumping Equipment (pumps, motors, pump house,

Plumbing, electric, connectors, piping, valves etc.) $109,505 $ 16,908
320 Water Treatment (filters, etc.) $ 30,450 $ 30,450

330 Distribution Storage (tanks, valves, standpipes, hydro tanks) $ 38,250 $ 38,250
331 Transmission and Distribution mains 4”, 3”, and 2” piping ~ $ 48,000 $ 48,000
333 Services (water lines to curb stop @ customer’s property line) $ 20,000 $ 20,000

334 Meters 50 customers x $350 per customer $ 17,500 $ 17,500
335 Hydrants x $3,500 per hydrant includes installation $ -0- $ -0-
339 Miscellaneous $ -0- $ -0-

Total $462,305 $369,708

Audit requested clarification of the $92,597 variance between the filed contract

and the signed contract provided to Audit, and was told “The $462,305 is the correct

figure. The Bill of Sale is incorrect. In February 2018, we asked the developer to sign
the correct document. We have not yet received it back from him. I will follow up with
him and get you the correct bill of sale.” Within the Sage system, Audit verified two

assets for account 311; one in the amount of $92,597 and one in the amount of $16,908.

The $92,597 was noted as 2016 electrical work at Wells Village. The $16,908 was noted
as 2016 pumps and accessories at Wells Village. The basis for the figures was the
contract with Kasher. The Company provided Audit with updated signed copies, which
agree with the filed $462,305. The contracts were dated March 31, 2018.

E.

Upon PUC approval, HAWC will operate, repair, maintain, manage and administer
the system. Kasher will provide costs incurred to build the system (Exhibit 2) upon
completion of the system.

Kasher grants to HAWC a Water Rights Deed and Easement (Exhibit 3 which was a
copy of a stamped Deed from the Rocking County Registry of Deeds, signed by the
parties September 14, 2016).

Kasher agrees to pay to HAWSCO a deposit of 50% $143,000 to order materials and
schedule work, a payment of 25% $71,700 at commencement of work, and monthly
progress payments until completion of work.

. HAWC agrees to pay Kasher by promissory note the sum of $1,000 per condo unit,

payable upon hook-up. (See Exhibit 5, Promissory note) No payment shall be due
from HAWC to Kasher until HAWSCO has received payment-in-full of the contract
price (see B and G above)

Contract total does not include ledge costs if encountered. (this portion of the
document was not included on the signed copies provided to Audit).
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Total Structures and Improvements Account 304 per Step Filing and Audited $108,600

Per Filing Per GL and Sage Per Audit
Wells Village $108,600 $108,600 $108,600

The filing included $108,600 within the Wells Village franchise. The total was verified
to the general ledger 1-00-304.00 as well as to the Sage system. The description on the filing
and within Sage indicates that the total represents site work and the pump house structure. The
cost also aligns with the contract information discussed above. Based on the contracts, there was
no additional supporting documentation regarding the cost. Of the total $108,600, $96,392.40
was reported to be CIAC. That total was verified to the Fixed Asset Summary Report CIAC.

The filing indicated that the depreciable life of the asset was 40 years, or 2.5%. The life
and rate agree with the PUC Small Water booklet.

Total Wells Account 307 per Step Filing $180,000-Audited $30,000

Per Filing Per GL and Sage Per Audit

Wells Village $ 30,000 $ 30,000 $ 30,000
Sawmill Ridge $115,000 $ -0- $ -0-
Kent Farm $ 35,000 $ -0 $ -0-

Within the Wells Village summary of the filing was a total for Wells of $30,000. Audit
verified that total to account 1-00-307.00, and to the Sage system. The depreciation rate of 3.3%
noted in Sage agrees with the PUC Small Water booklet. Of the total $30,000, $26,627.74 was
reported to be CIAC. That total was verified to the Fixed Asset Summary Report CIAC.

The filing also reflected additions to the Saw Mill Ridge development in Atkinson in the
amount of $115,000 and Kent Farm in Hampstead in the amount of $35,000. Each addition was
reported to be booked to account 307, Wells and Springs. The reported 3.3% depreciation rate
applied for the first year using the % year convention was recalculated for each without
exception. For Sawmill the depreciation expense and accumulated depreciation was $1,898. For
Kent Farm, the depreciation expense and accumulated depreciation was $578.

Audit reviewed the Fixed Asset Summary report as well as the Sage system and there

were no additions to the Wells account 307, other than those noted for the Wells Village System
above.

Pumping Equipment per Step Filing $80,000 — Audited $53,923

The filing reflected additions to the Colby Pond development in Danville in the amount
of $40,000 and Cornerstone in Sandown and Fremont in the amount of $40,000. Each addition
was reported to be a generator and booked to account 311, Pumping Equipment. The 10%
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depreciation rate applied for the first year using the %2 year convention was recalculated without
exception. Each depreciation expense and accumulated depreciation was $2,000.

Per Filing Per GL and Sage
Colby Pond  $40,000 $18,171
Cornerstone  $40,000 $17,795
$80,000 $35,966 subtotal of Colby and Cornerstone
$12,647 Hampstead Core
$ 5,310 Walnut Ridge (Settlers Ridge)
$53,923 Total additions to 311, Pumping Equipment

Audit verified the 2017 pumping equipment additions to the Sage system. The Colby
Pond generator was verified to an invoice from East Coast Lumber in the amount of $13,311.98
for a standby generator and cold weather kits, and an invoice from Sweet Electric LLC in the
amount of $1,800 for installation of the generator transfer switch and wiring of the generator.
Other costs noted within the Sage system were incurred for McClellan cement for the base and
Lewis Builders for the site work and setting of the generator. There were no exceptions noted
regarding the $18,171 cost of the Colby Pond generator. The Sage system indicated the
generator would be depreciated over ten years.

The Cornerstone generator was verified to the audited $17,795. As above, the majority
of the cost, $13,311.98 was verified to an invoice for the standby generator and cold weather kits
from East Coast Lumber. The installation and other costs to connect the generator to the
pumping station were similar to those incurred for the Colby system described above. The
Cornerstone generator also reflected a 10 year depreciation life.

The Hampstead Core Pumping Equipment total of $12,647 was not contemplated within
the step filing. Audit reviewed the supporting documentation to:
RE Prescott for 7.5 hp 230 v3 phase Grundfus pump for Eastwood Place $ 6,625.80
RE Prescott variable frequency drive pump for Kent Farm $ 6,021.00
$12,646.80

The Walnut Ridge Pumping Equipment total of $5,310 was also not contemplated within
the step filing. The total was verified to an invoice from RE Prescott for a 120 amp variable
frequency drive pump for the Settler’s Ridge section of the Walnut Ridge portion of the
franchise.

All of the pumping equipment assets are being depreciated over ten years. Audit

understands that the inclusion of generators as part of the step adjustment will be discussed with
the Water division of the NH PUC.
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Transmission and Distribution Mains per Filing $10,000 — Audited $-0-

The filing reflected additions to System T&D Mains in the amount of $10,000, booked to
account 331. The 2% depreciation rate applied for the first year using the % year convention,
$100, was recalculated without exception.

There were no additions to Mains other than those relating to the Wells Village system.

Services per Filing $5,000 — Audited $-0-

The filing reflected additions to System Services in the amount of $5,000, booked to
account 333. The 2.5% depreciation rate applied for the first year using the % year convention,
$63, was recalculated without exception.

There were no additions to Services other than those relating to the Wells Village system.

200 Meters per Filing $95.000 — Audited 259 Meters $125,200 - $8,650 = $116.550

The filing reflected additions to Meters, excluding those included within the Wells Village
satellite system, in the amount of $95,000, booked to account 334. The 10% depreciation rate
applied for the first year using the % year convention was recalculated without exception.

100 Meter Change-outs (at $500 each) $50,000 @ 10% = $2,500 %2 year convention
100 New Meters (at $450 each) $45,000 @ 10% = $2,250 %2 year convention

The general ledger and the Sage system CPR details reflected specific information for
every new meter and meter change-out which occurred during 2017. Meters within the Core
Hampstead and Atkinson systems are depreciated over ten years, while meters within the various
satellite systems are depreciated over 22 years. Audit understands that Core system meters were
settled in a prior rate case (DWO05-070) to be depreciated over ten years. Per a conservation plan,
NH DES required changing meters every ten years within the Core Hampstead and Atkinson
systems. Satellite systems were allowed to depreciate meters over 20 years with a 10% salvage,
for a net depreciation rate of 4.5%. The Sage system reflects the depreciable lives for the meters
in the satellite systems to be 22 years, which calculates to 4.5%. Audit summarized the
information below:

New Meters at $450 each 86 meters = $38,700 vs. the proposed $45,000
Waterford Village 2 @ $450 $ 900 2 depreciating over 22 years.
King’s Landing 20 @ $450 $ 9,000 19 depreciating 22 years, 1 ten years.
Walnut Ridge 57 @ $450 $25,650 57 depreciating 10 years
Hampstead Core 7 @ $450 $ 3,150 6 depreciating 10 years, 1 22 years
New Meters $38,700 excluding the Wells Village
Wells Village 36 @ $450 $16,200
Total New Meters 2017 $54,900 per general ledger and Sage
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Meter Change-outs $500 each 173 meters = $86,500 vs. the proposed $50,000
Hampstead Core 51 change-outs @ $500  $25,500 24 depreciating 10 yr, 1 @ 22 years.
Walnut Ridge 116 change-outs @ $500 $58,000 116 depreciating 10 years
Lancaster Farm 3 change-outs @ $500 $ 1,500 3 depreciating 22 years
Oak Hill one change-out @ $500 $ 500 1 depreciating 22 years
Stoneford 2 change-outs @ $500 $ 1,000 2 depreciating 22 years
Meter Change-outs 2017 $86,500 excluding Wells Village
Wells Village Change-out $ 500 1 depreciating 22 years
Total Meter Change-outs $87,000 per general ledger and Sage

Audit requested the basis upon which the new meter cost of $450 and the meter change-
out cost of $500 were calculated and was provided with:

New Meter Installation

Meter $234
Meter Bracket $ 6
1" insert $ 1
1" Agle Meter Valve $ 96
3/4" Backflow preventer $ 49
Total Materials $386
Labor/Burden/OH (1 person, <1 hour) $ 64
Rounded $450

Audit was also told that the new meters have the radio frequency box built into them,
causing the meter cost to increase from $103 to $234, but eliminated the $97 cost of an external
RF box used for earlier meter models. A copy of an invoice from Ti Sales dated 2/16/2017
reflected the purchase of 36 5/8” x 1/2” Neptune T-10 Meter integrated E-Coder R900i cubic
feet meters, at a cost of $233.75 each. The shipment was booked to the inventory account 1-00-
151.00. As meters are used, the inventory account is credited and the 1-00-334.00 account is
debited.

Meter Replacement (Change-out)

Meter $234
Meter Bracket $ 6
3/4" insert $ 1
3/4" angle meter valve $ 75
3/4" backflow preventer $ 49
expansion tank $ 27
3/4" brass tee $ 5
3/4" x 1.5" nipple $ 3
Total Materials $400
Labor/Burden/OH (1 person, 1 hour)  $100
Rounded $500
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Overall, the Filing included 200 total meters for $95,000, while the actual assets added
during the year were 259 at a cost of $125,200 (excluding Wells Village). Audit was informed
that meter change-outs are estimated to take longer than the installation of a new meter, due to
the time required to remove the old meter. The additional $50 is the estimated cost of removal of
the old meter and should not be added to the new meter. Rather, in accordance with the Uniform
System of Accounts General Instructions section (€)(10) “...the cost of removal ...shall be
charged to such depreciation account”. Audit understands the journal entries relating to meter
change-outs to be (generally):

Debit 334 Meters $500 per change-out meter
Credit 151 Materials and Supplies  $400
Credit 131 Cash (for payroll) $100

Because the initial entries relating to change-outs include the cost of removal, the
subsequent entry should be:
Debit 108 Accumulated Depreciation$50 per change-out
Credit 334 Meters $50 per change-out

Based on the total of the 2017 meter change-outs, 174, the 334 Meters plant account is
overstated by $8,700 (including the one meter change-out relating to Wells Village) and the
Accumulated Depreciation account 108 is understated by the same. Audit Issue #1

Audit understands that the revenue producing new meters and the replacement of existing
meters (change-outs) will be discussed with the Water division of the NH PUC regarding
inclusion in the step adjustment.

Depreciation

Audit verified the rates included within the filing on page 3 of 5 of the Step Increase
pages, and adjusted the % year reflection based on the actual additions booked to the general
ledger. Below summarizes the filing and the Audited figures, but general ledger account:

Per Filing As Audit Noted in General Ledger

Acct Asset Cost % Year AD Net 2017 Booked Y2 yr AD Net 2017
304  $108,600 $ (1,358) $107,242 $108,600 $ (1,358) $107,242
307  $180,000 $ (2,971) $177,029 $ 30,000 $ (495) $ 29,505
309 $ 60,000 $ (600) $ 59,400 $ 60,000 $ (600) $ 59,400
311  $189,505 $ (9,475) $180,030 $163,428 $ (8,171) $155,257
320 $ 30,450 $ (548) $ 29,902 $ 44,375 $ (799) $ 43,576
330 $ 38,250 $ (421) $ 37,829 $ 38,250 $ (421) $ 37,829
331 $ 58,000 $ (580) $ 57,420 $ 48,000 $ (480) $ 47,520
333 $ 25,000 $ (313) $ 24,687 $ 20,000 $ (250) $ 19,750
334  $112,500 $ (5,144) $107,356 $141,900*  $ (6,267) $135,633
$802,305 $(21,410) $780,896 $654,553 $(18,841) $635,712

General

Ledger
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*The general ledger Meter total in account 334, $141,900 includes the cost of removal, Audit
Issue #2, in the amount of $8,700.

Audit calculated the ¥ year depreciation using the approved rates in the Water Booklet
and the approved Meter rates noted earlier. The % year accumulated depreciation noted for the
Meters includes the $8,700 overstated asset value. $8,300 represents meters replaced in the core
being depreciated over 10 years. $400 represents meters replaced in satellite systems being
depreciated over 22 years with a 10% salvage. Excluding the depreciation on those overstated
assets would result in a reduction to the accumulated depreciation by:

# assets overstated %2 Yr Depreciation overstated

Core 166 * $50 = $8,300 166 * $2.50 = $415
Satellite 8*$50= $400 8*$1.12=9% 9
Net Reduction $424

The calculated %2 year overstatement figures were derived using the difference between
$25 and $22.50 replacement vs. new for the core systems, and $11.25 minus $10.13 replacement
vs. new for the satellite systems. The annual impact is $848.

Property Taxes

Within the filing on Step Increase page 5 of 5 are estimates of additional property taxes
related to the step adjustments.

The State assessed value of $6,074,800 was verified to the State Notice of VValuation
dated 12/15/2016, as of 4/1/2016. Audit verified the net plant at 12/31/2015 $10,666,252 to the
PUC Annual report:

Plant in Service $16,328,565
Accumulated Depreciation  $ (5,662,313)
Net Plant at 12/31/2015 $10,666,252

The 56.95% calculation of the 4/1/2016 State assessed value vs. the Net Plant at
12/31/2015 is mathematically correct. When applied to the $780,897 net book value of the step
adjustment, the result is the $444,748 Assessment Adjustment noted on the filing. The State
utility property tax rate of $6.60 per thousand agrees with RSA 83-F. The increase to the 2016
State utility property tax, as noted on the filing as $2,935 is mathematically correct.

Audit also requested from the State Department of Revenue the 12/15/2017 notice, which
reflected an assessed value of $4,586,900 as of 4/1/2017. For comparison, the 2016 year-end
PUC report and Audit report reflected:

Plant in Service $16,622,778
Accumulated Depreciation  $ (6,083,178)
Net Plant at 12/31/2016 $10,539,600

10
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The State assessed valuation of $4,586,900 is 43.52% of the 12/2016 net book value.
Using the reduced valuation, the $780,897 net step adjustment Assessment Adjustment would be
$2,243 rather than the $2,935 noted in the filing.

Based on the general ledger plant additions, the Utility Property tax calculation should
have reflected:

Plant Additions $614,471
% Yr Accumulated Depreciation $(17,270)
Net Plant in Service 12/31/2017 $597,201 * 43.52% = $259,901 /$1,000 * $6.60=%$1,715

The municipal property tax calculation of $10,641 was recalculated using the step
adjustment net book value for tax purposes of $444,748. Audit reviewed the Department of
Revenue municipal tax rates for the towns in which the specific asset additions could be
determined. Based on the known and estimated location of assets, Audit estimated the
municipal property tax increase, using the 2017 tax rates excluding the state education tax, to be:

Municipality Assets Estimated Tax
Atkinson $102,885 $ 1,652

Chester $ 500 $ 1
Danville $ 19,171 $ 500
Hampstead $ 40,297 $ 892
Kingston $ 9,000 $ 211
Salem $ 1,500 $ 28
Sandown $481,200 $13,671

Estimated Municipal Tax  $16,965

The additional estimated municipal property tax is $6,324 higher than the filing. The
overall the property tax implications within the filing should be adjusted by a net of the
overstated Utility Property Tax and the understated municipal property tax, or an overall increase
of $5,191:

Filing Audit Difference
State Utility Property Tax  $ 2,935 $ 1,715 $1,220
Municipal Property Tax $10,641 $16,965 $(6,324)
$13,576 $18,680 $(5,104) Audit Issue #2

Retirements

Audit requested and was provided with the detailed listing of assets retired and any
related CIAC which would have been impacted. The Company provided asset disposition
reports for plant in service assets and related asset disposition reports for specific CIAC. Audit
summarized the detailed disposition reports as follows:

11
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Asset Disposal Report
Acquired  Accumulated  Realized
Value Depreciation  Gain/(Loss)
1-00-311.00 $ 2,782.80 $ (2,782.80) $ -
1-00-334.00 $33,386.17 $(20,987.26) $12,398.91
Total $36,168.97 $(23,770.06) $12,398.91

The net $12,398.91 was noted as an asset addition to account 1-00-999.00 based on the
inability of the Sage system to write the original book value off of the system if it is not fully
depreciated.

CIAC Disposal Report
Acquired  Accumulated  Realized
Value Depreciation  Gain/(Loss)
1-00-311.00 $ 2,353.80 $ (2,353.80) $ -
1-00-334.00 $12,684.32 $(11,984.65) $ 699.67
Total $15,038.12 $(14,338.45) $ 699.67

The net $699.67 was noted as CIAC addition to account 1-00-999.00 in the amount of
$697.35. The $2.33 variance is immaterial.

Management Agreements

Adgreement between HAWC and Lewis Builders Development, Inc.

The Management/Service/Rental Agreement dated July 1, 2012 between Hampstead Area
Water Company, Inc. (HAWC) and Lewis Builders Development, Inc. (Lewis) was signed by
Christine Lewis Morse, Vice President of HAWC and President of Lewis.

The agreement details all of the services and associated fees as well as the cost of renting
office space. Office supplies are provided by Lewis at Lewis’ cost, plus overhead. For all
services provided by Lewis, a labor burden then overhead is added. An exhibit of costs used to
calculate the labor burden and overhead is attached to the agreement, and must be recalculated
on or before April 1 of the following year as of December 31 of the previous year. Included
within the rate case Audit report were the rates 2012 — 2016. 2017 has been added for additional
information.

Labor Burden Overhead
2012 74% 34%
2013 66% 22%
2014 62% 17%
2015 59% 15%
2016 63% 15%
2017 63% 13%

12
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Based on a review of the Sage system and the general ledger, Audit has determined that
the total of the step adjustment as of 12/31/2017 should be $614,471, rather than the filed

$802,305:

Town
Sandown
Sandown
Sandown
Sandown
Sandown
Sandown
Sandown
Sandown
Sandown

Atkinson
Hampstead

Danville
Sandown/Fremont
System
System
System

System

Audited
AreaName Account Description Account Asset As Audited CIAC 1/2 Yr. AID
Wells Village  Structures 304 $ 108600 $ 108,600 $ (96,392) $ (1,358)
Wells Village Wells & Springs 307 $ 30000 $ 30000 $ (26628) $ (495)
Wells Village  Supply Mains 309 $ 60000 $ 60000 $ (53256) $ (600)
Wells Village  Pumping Equipment 311 $ 109505 $ 109505 $ (97,196) $ (5/475)
Wells Village Water Treatment 320 $ 30450 $ 30450 $ (27027) $ (548)
Wells Village Distribution Reservoirs 330 $ 38250 $ 38250 $ (33950) $ (421)
Wells Village T&D Mains 331 $ 48000 $ 48000 $ (42,604) $ (480)
Wells Village ~ Services 333 $ 20000 $ 20000 $ (17,752) $ (250)
Wells Village Meters 334 $ 17500 $ 16,700 $ - 3 (376)
net for Wells Village $462,305 $461,505 $(394,805) $ (10,003)

Saw Mill Ridge Well 307 $ 115000 $ - 3 - 3 -

Kent Farm Well 307 $ 35000 $ - $ - $ -

net non Wells Village Wells $150,000 $ - $ - $ -
Colby Pond  Pumping Equipment 311 $ 40000 $ 18171 $ - $ (909)
Cornerstone  Pumping Equipment 311 $ 40000 $ 17,795 $ - $ (890)
net non Wells Village Pumping Equipment $ 80,000 $ 35966 $ - $  (1,799)

System T&D Mains 331  $ 10,000 $ - $ - $ -

System Services 333  $ 5,000 $ - $ - $ -
System Meters (100*$500) 334 $ 50000 $ 87,000 $ - $ (1,663)
Audit Issue #1 $ (8,700) $ 424
System Meters (100*$450) 334 $ 45000 $ 38700 $ - % (4229
net non Wells Village meters $ 95,000 $117,000 $ - $  (5,468)
TOTAL Step 2017 assets $802,305 $614,471 $(394,805) $ (17,270)

13
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Audit Issue #1
Meter Change-out

Background

Hampstead provided estimated costs for new meters as well as replacement meters, also
known as meter change-outs. Estimated costs for new meters is $450 and for change-outs, $500.

Issue

Labor expenses associated with removing the (current) meter as part of the meter change-
out is higher by $50 than the labor included with the new meter installations, due to the extra
time required to remove the meter. The Uniform System of Accounts requires that the cost of
removal be debited to Accumulated Depreciation and credited to the applicable Plant in Service
account.

For the step adjustment, there were 166 meter change-outs within the core systems and 8
within the satellite systems. Overall, the step adjustment meter additions are overstated by
$8,700. Related Y2 year accumulated depreciation is overstated by $424.

Recommendation

The $50 per meter cost of removal should not be included within the cost of the replaced
meter, rather should be posted as a debit to Accumulated Depreciation and a credit to Meters
plant in service account. The Company should adjust the general ledger and asset system to
correct for the inclusion of the cost of removal for the 174 meters that were replaced.

On a going forward basis, the cost of removal must be recorded as outlined in the
Uniform System of Accounts by debiting Accumulated Depreciation and crediting the related
plant account.

Company Comment

The $50 difference is actually comprised of $13.90 in parts and $36.20 in labor. Part of
the extra labor is associated with the extra material. It is the Company’s position that the amount
associated with removal of the old meter is immaterial and doesn’t justify the extra
administrative costs of tracking it as suggested by Audit Staff.

Audit Comment

Audit understands that on a per meter basis, the amount is minimal. However, as
identified within this issue, inclusion of the cost of removal when applied to 174 meters amounts
to $8,700. Audit reminds the Company of the Uniform System of Accounts General Instructions
section (€)(10) which outlines the manner of booking the cost of removal.
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Audit Issue #2
Property Tax Estimate

Background
Included in the filing was a page outlining the calculation of the State Utility Property

Tax and municipal property tax increases resulting from the assets placed into service and
included within the step adjustment.

Issue

Audit reviewed the calculations and determined that the State Utility Property Tax
estimate was overstated and the municipal property tax estimate was understated, resulting in an
estimated understatement in total of $5,104.
Recommendation

The Company should prepare a revised schedule to reflect the actual step additions, and
calculate the tax impact at the municipal level using the actual towns in which the property was
installed. The calculation that Audit estimated may not have reflected all of the towns for those
properties identified as “core” related.
Company Comment

The Company concurs with Audit Staff’s recommendation.

Audit Comment

Audit concurs.
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