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DIRECT TESTIMONY OF ROD P. NEVIRAUSKAS

I. INTRODUCTION

. Please state your name and business address.

. My name is Rod P. Nevirauskas and my business address is 800 West Hersheypark Drive,

Hershey, Pennsylvania 17033.

. By whom are you employed and in what capacity?

A. I am employed by Pennsylvania American Water (“PAW™) as Director of Rates and

Regulation.

Q. Please describe your educational background and business experience,

. T received a Bachelor’s Degree in Economics from the University of Massachusetts.

Since beginning my employment with American Water Works in 1980, I have held various
positions of increasing responsibilities in rates and finance. In October 2004, I was named
Manager of Rates and Regulation for the AWW Shared Services Center (“SSC”), a financial
services organization providing national support to AWW subsidiary operating companies.
In 2005 I was promoted to the position of Director of Financial Services at the SSC. In that
capacity, I led the SSC Rates and Regulation group in supporting rate case filings for all
AWW regulated operating subsidiary companies. Effective January 1, 2009, I assumed my

present position as Director of Rates and Regulation for Pennsylvania American Water.

Q. Have you previously testified before regulatory agencies?

A. Yes, ] have testified on numerous occasions on behalf of company rate filings and

financings in the States of Connecticut, Rhode lsland, New Jersey, New Hampshire,

Maryland, New York, Ohio and the Commonwealths of Massachusetts and Pennsylvania.
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1. PURPOSE OF TESTIMONY

. Are you generally familiar with the books and records of the Company?

A. Yes, T am.

R S~

What system is followed in keeping the general books of accounts and related records
of the Company’s Coatesville Wastewater Operations?

The general books of accounts and related records of the Company are kept in conformity
with the Uniform System of Accounts for Water Companies.

Have you prepared, or caused to be prepared, financial exhibits in support of the
Company’s application to increase rates?

Yes, I have. The Company has filed exhibits, which reflect its accounting and financial
condition and which support the Company’s request for increased rates. In particular, PAW
Exhibit 3-A sets forth the Company’s future test year revenue, expense and rate base claims.
Applicable work papers are also contained in the Company’s filing in Exhibit No. 3-B.

Are the exhibits as currently filed correct to the best of your knowledge and belief?
Yes, they are.

What is the source of data for these exhibits?

The exhibits were prepared utilizing the general books and records of the Company and
other supporting data with an historic test year being established as the twelve months ended
December 31, 2009. Since the purpose of rate making is to set rates to be applied in the
future, based on test year data, recorded test year data have been adjusted on a pro forma
basis, where appropriate, to reflect known and measurable changes in operating conditions

which are not fully reflected in the test year results and which will continue to impact
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10. Q.

11. Q.

12. Q.

operations in the future. The Company is relying principally on data for a future test year
ending December 31, 2010.

Are there any other items of discussion relevant to this case?

PAW is committed to furnishing safe and adequate water and wastewater service to its
customers at just and reasonable rates that provide a fair return to its shareholders. Asa
result of this commitment, which translates into an ongoing need for investment in new and
replacement infrastructure, as well as the ability to attract capital, the Company finds it
necessary to request a rate adjustment at this time.

What are the overall results shown in Exhibit No, 3-A?

The total effect of the pro forma adjustments on the operations of the Company results in a
required annual revenue increase of $8.2 million. This represents an approximate 197
percent increase over present rate revenue.

What is the scope of your testimony?

My testimony will cover five areas. First, I will provide a ratemaking summary of the
requested increase in rates. Second, I am sponsoring the Company’s claims for recovery of
post-in-service AFUDC and Deferred Depreciation associated with the new treatment plant.
Third, I am supporting the Company’s pro forma capital structure and cost rates of debt and
preferred stock, Fourth, I discuss the Company’s new customer assistance program for
wastewater customers. Finally, I support the Company’s development of federal and state

income taxes appropriate for use in this proceeding.



O]

10

11

12

13

14

15

16

17

18

19

20

13. Q.
A.

14. Q.

15. Q.

HI. RATEMAKING SUMMARY
Please summarize and then describe the major elements of the requested rate increase.
The requested increase in revenues of $8.2 million was calculated in accordance with
previously accepted principles used for ratemaking in Pennsylvania and is based on a
requested overall rate of return of 7.30%. The rate request is summarized in briefing sheet
format on Exhibit RPN-1, which is attached. Far and away, the most significant elements of
the requested increase involve the depreciation expense associated with and the return on
new treatment plant.
Please briefly explain what is set forth in Exhibit No. 3-A.
This exhibit presents Coatesville’s rate base, revenue, expense and tax information on the
basis of a historical test year (“HTY”) ending December 31, 2009 and a future test year
(“FTY”) ending December 31, 2010. As in previous rate cases, the requested increase is
based upon adjusted FTY data. In Exhibit No. 3-A, the HTY is identified as “Present Rates
at December 31, 2009” and the FTY as “Present Rates at December 31, 20107,
Please explain your specific areas of responsibility regarding Exhibit No. 3-A.
As noted previously, I am sponsoring the Company’s claim for post-in-service AFUDC and
Deferred Depreciation associated with the new treatment plant. I am also supporting the
Company’s pro forma capital structure, the proposed customer assistance program for
wastewater custonmers and the calculations of state and federal income taxes which are

included in Exhibit No. 3-A.
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16. Q.

A

17. Q.

18. Q.

IV. DEFERRED TREATMENT PLANT COSTS
Please explain the nature of the adjustment on page 34 of Exhibit 3-A.
Page 34 includes an adjustment for post-in-service AFUDC and Deferred Depreciation. As
part of the settlement of its last Coatesville Wastewater case in 2008, PAW agreed to defer
its next wastewater rate filing to at least April 28, 2009. In recognition of the fact that the
Company’s customers in Coatesville had experienced a somewhat significant increase in the
last case (in terms of percentage, not necessarily in dollars), the Company decided to defer
its rate filing for an additional year, or to April, 23, 2010.
How is this adjustment to O&M expenses related to the delay in this rate filing?
Phase I of the new Coatesville wastewater treatment plant, which accounts for the vast
majority of the Company’s increased revenue request in this case, went into service in July
2009, and has been used and useful to our Coatesville customers since that time. As the
statutory time period for conclusion of this case is January 2011, the Company is requesting
recognilion of the carrying or investment costs related to Phase [ of the new plant for the
period February 1, 2010 through January 2011. Phase II of the new treatment plant went
into service on March 31, 2010. As such, the Company is requesting a like adjustment for
the period April 1, 2010 through January 2011for its Phase Il investment.
Why is the Company not requesting recovery of the carrying or investment costs on
Phase I from the in-service date of July 2009?
If the Company had filed for cost recovery of its Phase 1 costs in April 2009, which it was
entitled to do under the terms of the settlement agreement in its last case, the suspension

period for that filing would have extended into late January 2010. Consequently, the
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19. Q.

20. Q.

Company is only claiming the carrying costs and depreciation from that point forward until
the statutory time period is concluded in this case.

Please highlight the details of the proposed adjustment on page 34 of Exhibit No. 3-A.
Certainly. As previously stated, the Company has made a calculation of the cuntulative
effect of ceasing to record AFUDC and beginning to record depreciation on the treatment
facility for the period February 1, 2010 through January 2011 for Phase I and April 1, 2010
through January 2011 for Phase II. It has calculated carrying costs based on its projected
AFUDC rate over those periods and has calculated depreciation based on the facility’s
expected depreciable life of 34 years. We have then taken the cumulative effect of these
adjustments for the twelve month period February 2010 through January 2011 and the ten
month period April 2010 through January 2011, respectively, and amortized them over the
depreciable life of the new plant, producing an increase in annual revenue requirement of
$161,440. The calculation of this adjustment is detailed in Exhibit No. 3-B of the

Company’s filing.

V. RATE OF RETURN
Please describe the Company’s proposed capital structure in this case,
The Company has made every effort to mitigate the rate impact to its customers of its
investment in the new treatment plant. To that end, the Company has developed a pro forma
capital structure that includes the entire $47 million of project-specific Pennsylvania
Economic Development Financing Authority (“PEDFA”) financing that was utilized to
construct the plant. The remainder of the capital structure has been projected at the overall

debt/equity ratios of PAW as a whole. This process produced a proposed capital structure
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21. Q.

22. Q.

for ratemaking purposes of approximately 80% debt and 20% common equity. While the
interest rate on the PEDFA funds it not materially different than the Company’s overall cost
of debt, using a capital structure that includes only about 20% equity significantly reduces
the overall revenue requirement, as the cost of debt is much less than the cost of equity.
Attached to this testimony is Exhibit RPN-2, page 2, details the components of the
capitalization that produces the overall proposed rate of return of 7.30%.

Please describe the Company’s method of determining the overall rate of return for
this filing.

First, the Company identified the four components of the pro forma capital structure; long
term debt (LTD), specific PEDFA financing as discussed above, preferred stock and
common equity. Second, the portion of rate base not financed by the $47 million of PEDFA
funds was assumed to be financed by proportionate shares of the Company’s overall
capitalization (exclusive of the PEDFA funds). The weighted cost rates of the individual
components were then calculated and added together to develop an overall rate of return.
How did the Company determine the cost rates for each component of the capital
structure?

For PAW as a whole, excluding the project specific PEDFA funding, the cost rate of the
LTD (6.16%) and preferred stock (8.11%) were developed based on a weighting of the
individual issuances, their respective interest rates, issuance cost and terms at December 31,
2010, as set forth on pages 4 and 5 of Exhibit RPN-2. The cost rate of the PEDFA LTD of
6.30% was incorporated into the overall capital structure. The requested common equity
return rate of 11.5% is supported by Mr. Moul. I should note that Mr. Moul actually

determined the Company’s cost of equity to approximate 11.75%. However, for the purpose
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24. Q.

25. Q.

of this proceeding, the Company has selected an 11.50% cost of equity in calculating its
requested overall rate of return in order to minimize the impact of the proposed increase on

customer rates, resulting in an overall recommended return on rate base of 7.30%.

IV. CUSTOMER ASSISTANCE PROGRAM
Are you proposing the implementation of a customer assistance program for the
Company’s Coatesville wastewater customers?
Yes. In the last Coatesville wastewater rate case, the Company agreed to propose, in its next
general base rate filing, a customer assistance program for ifs Coatesville wastewater
customers who may require financial assistance to meet their bill paying obligations. The
Company is pleased to report that it is proposing to establish a low income customer
assistance program not only for its Coatesville customers but for all of PAW’s wastewater
customers, with the exception of the remaining customers being charged under an
availability rate.
How will the program for wastewater customers be structured?
The program will be structured and administered in the same manner as the current program
for water customers. The program has two components; a grant program and a service fee
discount. The program will be administered by Dollar Energy and funded by PAW, and the
eligibility criteria will be the same as the Company’s successful water program.
Please describe the customer assistance program funding.
PAW presently funds the water program in the amount of $250,000 per year. Extrapolating

that amount to the wastewater program based on the number of customers produces an
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equivalent funding level of approximately $6,900. The Company will initially fund the

wastewater program with an annual contribution of $10,000.

VIL. INCOME TAXES
26. Q. How were the Company’s proposed income tax expense altowances developed?
A. No income taxes are shown on the first five columns of page one of Exhibit No. 3-A

because Coatesville has no taxable income at the revenue level produced by its present rates.
The derivation of state and federal income taxes at proposed rate levels is shown on pages
41 and 42 of Exhibit No. 3-A. As shown in those calculations, the tax effects of accelerated
depreciation were normalized for federal income tax purposes and flowed-through in
calculating state income taxes. Deferred taxes were calculated for the FTY and deducted
from rate base as reflected on Page 10 of Exhibit 3-A,

27. Q. Does this conclude your testimony?

A, Yes it does.



Exhibit RPN-1

Pennsylvania American Water

Coatesville Wastewater Operations
Summary of Rate Increase Request

Filing Date: April 23, 2010

Historic Test Year: 12 Months Ended December 31, 2009
Future Test Year: 12 Months Ended December 31, 2010
Increase Requested: $8.2 Million

Percentage [ncrease: 197% in overall revenues

Effective Date: January 22, 2011 (based on full suspension)
Rate of Return: 7.30% on rate base; 11.5% ROE

Type of Capital Proportion of Total Cost Rate Weighted Cost
Debt 79.97% 6.27% 5.01%
Preferred Stock .28% 8.11% .02%
Common Stock 19.75% 11.50% 2.27%
Total 100% 7.30%

|

Elements of Increase;

Required Revenue

Capital Projects (Rate Base) $7.5 Million
Operation and Maintenance Expenses .7 Million

Total $8.2 Million



Pennsylvania American Water Company

Capital Structure @ 12/31/09
Total Company

Long term debt

Preferred Stock

Common Equity

Total Permanent Capital

Exhibit RPN-2

Page 10of 5

Historic Cost Weighted
12/31.2009 Ratios Rate Cost Rate

$ 998,447 759 51.02% 6.25% 3.19%
14,171,700 0.72% 8.11% 0.06%
944,413,846 48.26% 11.50% 5.55%

$ 1,957,033,305 100.00% 8.80%




Pennsylvania American Water Company

Exhibit RPN-2

Capital Structure @ 12/31/10 Page 2 of 5
Coatesville Wastewater Including PEDFA - Specific Project Financing

Historic Cost Weighted

12/31.2009 Ratios Rate Cost Rate

Long term debt 3 15,071,763 19.42% 6.16% 1.20%

LTD PEDFA Financing 47,000,000 80.55% 6.30% 3.81%

Preferred Stock 220,518 0.28% 8.11% 0.02%

Common Equity 15,335,158 19.75% 11.50% 2.27%

Total Fermanent Capital 3 77,627 439 100.00% 7.30%

Debt Combined 62,071,763 79.97% 6.26% 5.01%
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