AQUA TEXAS RATE APPLICATION -SOUTHWEST REGION-TY 12/31/2010
WP-Alloc Change Rec Tx Admin

SW ADMIN OFFICE ALLOCA TION CHANGE TX Admin Office K&M
TEST YEAR Allocation of 19.08% Minus
12/31/2010 Test Yedr Alloc of 20.17%
(a) (b) (c)
SALARIES & WAGES
WT-A & G Labor-Employ-Rg $696,375 -1.00% (87,565)
WT-Cust Accts Labor-Employ-Rg $1,573 -1.0p% $17)
WT-Source Oper LBR-Employ-Rg $3,794 -1.0p% ($41)
WT-A& G Labor-Employ-OT $6,500 -1.0p% ($71)
WT-Cust Accts Labor-Employ-OT $157 -109% ($2)
WT-A & G Labor-Bonuses $28,856 -1 09% ($313)
WT-A & G Labor-Dividend Equiv $12,685 -1 09% ($138)
WT-A & G Labor-Stock Option Co $82,501 -1.09% ($896)
WT-A & G Restricted Stock Amor $14,010 -1.09% ($152)
OFFICE EXPENSES
SW-ACO Lockbox Fees $135 -1.09% ($1)
SW-Misc-A&G-MAIL OVERNIGHT $241 -1.09% ($3)
SW-Misc-A&G-Office Supplies $114 -1.09% ($1)
WT-ACO Allocation ($61) -1 09% $1
WT-ACO Lockbox Fees ($61) -1.09% $1
WT-Other ACO Direct costs $79,845 -1.090%6 ($867)
WT-Cont Serv-Oth-A&G $0 -1.09%6 $0
WT-Mat&Sup-T&D OPER-Gen $0 -1 09% $0
WT-Mat&Sup-A & G $0 -1 090 30
WT-Cont Serv-Oth-Source OPER ($58) -1 09% $1
WT-Cont Serv-Oth-Source MAINT $1,000 -1 09%s ($11)
SW-Cont Serv-Oth-A&G $9,006 -109% ($98)
WT-Cont Serv-Oth-Misc Computer $1,008 -109% ($11)
WT-Misc-A&G-Bank Fees $4,131 -1 09% (345)
WT-Misc-A&G-COPIES $275 -1 09% ($3)
WT-Cont Serv-Oth-T&D OPER-Metr $467 -1 09% ($5)
WT-Misc-A&G-MAINT $820 -1.09% (%9)
WT-Misc-A&G-MAIL&POST $19,218 T -1.09% ($209)
WT-Misc-A&G-Office Supplies $25,341 -1.09% ($275)
WT-Rent Equip-Source MAINT $250 -1.09% ($3)
WT-Rent Bidg/RP-A & G $78,815 -1 099 ($856)
WT-Rent Equip-A & G $9,798 -1 099 ($106)
WT-Trans-A & G $5,112 -1 09Y% ($56)
WT-Trans-T&D MAINT $1,228 -1.099 ($13)
WT-Trans-T&D OP-CAR WASH TCK $184 -1 09% ($2)
WT-Trans-T&D OP-DIESEL ($1,779) -1.09% $19
WT-Trans-T&D OP-GAIN LEASED EQ ($64,000) -1 09% $695
WT-Trans-T&D OP-GAIN SALE ASST ($6,280) -1 09% $68
WT-Trans-T&D OP-GASOLINE $10,664 -1.09% ($116)
WT-Trans-T&D OP-FPARTS AUTO&MCH $38 -1.09%) (30)
WT-Trans-T&D OP-LEASE $12,847 -1 09% ($140)
WT-Trans-T&D OP-LICENSES $363 -1.09% ($4)

ACCOUNTING & LEGAL FEES
WT-Cont Serv-Acct-A & G $1,482 -1 09% ($16)
WT-Cont Serv-Legl-A & G $200,952 -1.09% ($2,183)




AQUA TEXAS RATE APPLICATION -SOUTHWEST REGION-TY 12

WP-Alioc Change Rec Tx Admin

SW ADMIN OFFICE ALL OCATION CHANGE

31/2010

TX Admin Office K&M

TEST YEAR Allocatiop of

19.08% Minus

12/31/2010 Test Year Alioc of 20.17%
(a) (b) {c)
INSURANCE
WT-A&G Emp-DENTAL PLAN $17,321 -1 08% ($188)
WT-A&G Emp-GEIS $4,372 -1 0B% (347)
WT-A&G Empl-GROUP LIFE INS $2,734 -1 0p% ($30)
WT-A&G Empl-HEALTH PLANS $276,732 -1 0p% ($3,006)
WT-A&G Empl-Insurance Payments ($117,356) -1.09% $1,275
WT-A&G Emp-US HEALTHCARE ($207,953) -1.09% $2,259
WT-A&G Empl-INTERCO BENEFITS $148 -1.09% ($2)
WT-Ins-Gen Liab-A & G $0 -1.09% $0
WT-Ins-Vehicle-A & G $6 -1.09% ($0)
WT-ins-Work Comp-A & G $6,275 -1.08% ($68)
MISCELLANEOUS
TY Corporate Management Fees $1,447,950 -1.09% ($15,729)
WT-Region Mgmt Fees $0 -1.09% $0
SW-Cont Serv-MgtFee-A&G 30 -1.09% $0
WT-Cont Serv-Mgmt F-A & G $0 -1.09% $0
WT-Corp Mgmt Fees Only $0 -1.09% $0
WT-Bad Debt Expense-Cust Accts $0 -1.09% $0
WT-Misc-A&G-Claims $20,018 -109% ($217)
WT-A&G Empl-CONTRIB THRIFT PL $30,875 -1.09%% ($335)
SW-A&G Empl-CONTRIB THRIFT PL ($1,163) -1.09% $13
WT-A&G Emp-Pension Paid $14,338 -1.090% ($156)
WT-A&G Emp-POSTRT BEN(FAS 106) $322 -1 09% ($3)
WT-A&G Empl-INTERCO BENEFITS $148 -1 09% ($2)
SW-Misc-A&G $1,697 -1 09% ($18)
WT-Misc-A&G-SERVICE CLEARING $247 -1.09% ($3)
SW-Misc-A&G-MEALS 100% DED $155 -109% ($2)
SW-Misc-A&G-MEALS 50% DED $84 -1.09% ($1)
SW-Misc-A&G-SEMINARS $574 -1.09% (56)
SW-Misc-A&G-TRV $14 -1.09% (50)
SW-Misc-A&G-TRV-HOTEL $599 -1.09% ($7)
WT-A&G Emp-EMPLY X-MAS GIFTS $7,526 -1.09% ($82)
WT-A&G Emp-FLOWERS & FRUIT $590 -1.09% ($6)
WT-A&G Empl-EDUCATION $2,790 -1.09% ($30)
WT-A&G Empl-MISC $240 -1 09% ($3)
WT-A&G Emp-SEMINARS $60 -109% ($1)
WT-Misc-A&G $5,275 -109% ($57)
WT-Misc-A&G-Civic Org Events (Aqua Connet $20,528 -1.099 ($223)
WT-Misc-A&G-COMM EXP $197,092 -1 099 ($2,141)
WT-Misc-A&G-DUES $476 -1.099 ($5)
SW-Misc-A&G-DUES $338 -1 089 ($4)
WT-Misc-A&G-ENTERTAIN $20 -1.099 ($0)
WT-Misc-A&G-FINES&PENALTIES $274 -1.09% ($3)
WT-Misc-A&G-LIC&PER $5,977 -1.09% ($65)
WT-Misc-A&G-MEALS 100% DED $2,835 -1 09% ($31)
WT-Misc-A&G-MEALS 50% NED $10,619 -1 09% ($115)
SW-Misc-A&G-DUES $338 -109% ($4)
SW-Misc-A&G-TRV-Mile Reim $111 -1 09%) $1)
WT-Misc-A&G-TRV $513 -1.08%) ($6)
WT-Misc-A&G-TRV-Airplane $5,389 -1.09% ($59)
WT-Misc-A&G-TRV-Auto Mile Reim $5,576 -1.09% ($61)
WT-Misc-A&G-TRV-HOTEL $13,300 -1.09% ($144)
WT-Misc-A&G-TRV-RENTAL CAR $4,899 -1.09% ($53)
WT-Misc-A&G-UNIFORMS $100 -1.09% ($1)
DEPRECIATION & AMORTIZATION
Deprec Exp-Utity Plant $0 -1.09% $0
Amc:t-Other Utility Plant $0 -1 09% $0
Reconzile To Test Year
$3,020,546
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AQUA TEXAS RATE APPLICATION -SOUTHWEST REGION-TY 12/31/2010
WP-Adj7-Trans Exp

Transportation Expense K&M Adjustment

Test Pro
Year Forma
Expjnse Adjustment Expense
(3) (b) (c)
Southwest Water
1 WT-Trans-T&D OP-LEASE (1) $66,320 ($22,306) $44,014
2 WT-Trans-T&D MAINT (1) 532,865 $11,585 $44,450
3 WT-Trans-T&D OP-GASOLINE (2) $71,869 $61,622 $133,491
4 WT-Trans-T&D OP-DIESEL (2) $23,160 $17,720 $40,879
SW Admin
5 WT-Trans-T&D OP-GASOLINE (2) $0 $4,657
Texas Admin
6 WT-Trans-T&D OP-LEASE (1) $1p,847 $1,676 $14,523
7 WT-Trans-T&D MAINT (1) $1,228 $1,061 $2,289
8 WT-Trans-T&D OP-GASOLINE (2) $10,664 $4,896 $15,560

(1) Based on known and measurable data as of 6/2011.
(2) Reflects per gallon prices as of 6/2011.




AQUA TEXAS RATE APPLICATION -SOUTHWEST REGION-TY 12/31/2010
WP-Adj8-ACO Cust Billng

TEXAS ACO CENTRALIZED BILLING AND SERVICE K&M ADJUSTMENTS
Reflects Changes Beginning 1/1/2011

1 ACO Allocations $698,272
Allocate on Customer]

2 Wate 19.08% |  $133,230]

3 Other ACO Direct Costs (Misc) 513,605
Allocate on Customer

4 Water 19.08% | $2,596]

5 Workflow processing 585,009
Allocate on Customer

6 Water 19.08% | $16,220]

7 Workflow billing postage $249,202
Allocate on Customer

8 Water 19.08% | $47,548}

9 ACO Lockbox fees (Lockbox & Zipcheck) 568,796

Allocate on Customer
10 Water 19.08% | $13,126)
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AQUA TEXAS RATE APPLICATION -SOUTHWEST REGION-TY 12/31/2010
WP-Adj10-Capitlz_Benefits

K&M BENEFITS CAPITALIZATION

Capitalized K&M Allocated
K&M Appticable Capitalized K&M
SW Water & Sewer Payroll (1) Rate Amounts Amounts
(a) b) (c) (d)
Regular $234,308
Overtime $20,781
Total Capitalized $255,089 50.10% (2) $127,800 (3)
Total Water $912,859 91.51% (4) $116,948)(5)
Total Sewer $84,707 8.49% (4) $10,852|(5)
Total $997,565
TX Admin and SW Admin
SW Admin $47,122 50.10% (2) $23,608 3)
Texas Admin $320,810 50.10% (2) $160,726 $160,726}(3)

(1
2
(3
4
&)

See Payroll Adjustments 1 and 2

Benefits capitalization rate applied to capitalized payroll

Capitalized payroll (Column (a)) X Capitalization rate (column (b))
Water/Sewer allocation based on K&M payroll see Payroll Adjustments 1 and 2
Water/Sewer allocations (column (c)) X Capitalized K&M (column (c))




AQUA TEXAS RATE APPLICATION -SOUTHWEST RE
WP-Adj 11 Rev Rel Exp

11
12
13

GION-TY 12/31/2010

Water |

Total revenue increase $3,375,858
Debt Debt Expense

Bad Debt Rate/(1-Rev Related Expenses| or Bad Debt

+Franchise Tax) X Line 1 $42,651
Adjustment $42,651
State Franchise Tax

Franchise Tax Rate/(1-Rev Related Expehses or Bad

Debt +Franchise Tax) X Line 1 $29,140
Adjustment $29,140
[|Bad Debt Rate 0.0123711}
[Franchise tax rate 0.0084520}
Franchise Taxes Paid $89,364
Total Revenues $10,573,124
Effective Rate 0.8452%
Total Bad Debts Test Year $130,801
Total Revenues $10,573,124
Effective Rate 1.2371%




AQUA TEXAS RATE APPLICATION -SOUTHWEST R]
WP-Adj 12-Insurance

K&M INSURANCE ADJUSTMENT

TOTAL TEXAS WORKERS COMP
Workers Compensation Premium
Workers Compensation Claims

Total

Allocate Based on TY Payoll

Southwest Water

Southwest Admin
Texas Admin

TOTAL TEXAS LIABILITY
GL Premium
GL Claims/Losses
Umbrella Premium
Employment Prac/Marsh Fees
Pollution CEL
Pollution PARL
Total

Allocate Based on Customers

Southwest Water

TOTAL TEXAS AUTO
Premium
Auto Claims/Losses
Total

Allocate Based on Customers
Southwest Water

TOTAL TEXAS OTHER INSURANCE
Property
Executive Risk
Claims Handling
Surity Bonds

Total

Allocate Based on Customers
Southwest Water

EGION-TY 12/31/2010

$28,409
$21,295

$49 704

21.43% $10,651

2.24% $1,115

18.90% $9,396
$39,906
$285,188
$48,724
$12,457
$23,696
$28,071

$438,043

19.08% $83,579
$31,683
$8,847

$40,530

19.08%
$29,033
$24 554
$8,826
$125

$62,538

19.08% $11,932
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AQUA TEXAS RATE APPLICATION -SOUTHWEST REGION-TY 12/31/2016
WP-Adj_13-Rate Case Exp

Estimated Rate Case Costs Up to Filing

K&M
Amount
Legal $35,000
Consulting $95,000
Print/Mail Notices $22,000
Misc/Travel $10,000
Total $162,000

Amortize 3 Years $54,000




AQUA TEXAS RATE APPLICATION -SOUTHWEST REGION{TY 12/31/2010
WP-Adj14-Pumping Fees Adj

Pumping Fees K&M Adjustment

Test Pro Pro
Year Forma Normalizing Forma
Expense Adjustiment (1) Expense Adjust. (2) Expense
(a) b) () (d) (e)

1 Barton Springs/Edwards Aquafer $45,206 S0 $45,206 $1,506 $46,712
2 Cow Creek GCD $2,130 $0 $2,130 571 $2,201
3 Edwards Aquifer Authority $14,639 ] $14,639 $488 $15,127
4 Springtown Water $175,624 S0 $175,624 $5,851 $181,475
5 Trinity/Glen Rose $1,495 ] 51,495 $50 $1,544
6 Accruals (85,346) $5,346 S0 4] SO
7 Total $233,748 $5,346 $239,094 $7,965 I $247,059 I

(1} Anyincreases reflect recently implemented rate increases or new rats.
(2) Apply Volumetric NormalizationPercentage Change of: 3.33%
Volumetric Impact of Non-Rev Water Loss over 15%: 0.00%




AQUA TEXAS RATE APPLICATION -SOUTHWEST REGION-TY 12/31/2010

WP-Adj15-Other Adj
OTHER ADJUSTMENTS

SW Water
MISCELLANEQUS
Remove Expenses Not Allowed Per 291.31
Misc NonUtil Exp-CHARIT CONTR
WT-Misc-A&G-Chamber Commerce
Misc NonUtil Exp-OTHER
WT-A&G Emp-EMPLY X-MAS GIFTS
WT-Advertising-A & G
WT-Misc-A&G-Civic Org Events
WT-Misc-A&G-CONTRIB
WT-Misc-A&G-FINES&PENALTIES
DEPRECIATION & AMORTIZATION
Remove Expired Regulatory Charges
Amort Regulatory Debits
Remove Excluded Credits
Amort-CIAC
Deferred Federal income Taxes

' SW Admin

MISCELLANEQUS
Remove Non-recurring credit
WT-Trans-T&D OP-GAIN SALE ASST
Remove Expenses Not Allowed Per 291.31
Misc NonUtil Exp-CHARIT CONTR
Remove Per Book Allocations
SW-Cont Serv-MgtFee-A&G
WT-Cont Serv-Mgmt F-A & G

Texas Admin
OFFICE EXPENSES
Remove Materials & Supplies Inventory Adjustments
WT-Mat&Sup-T&D OPER-Gen
WT-Mat&Sup-A & G
Remove Business Development Related Charges:
WT-Cont Serv-Oth-A&G

BOOK K&M
ADJUSTMENTS | | ADJUSTMENTS
(51,510)
($50)
($6,491)
($250)
($1,100)
($52,530)
($1,500)
($525)
I ($1,067,684)]
$84,817
$21,622
$2,000 |
[ (51,200)]
$22,944
$127,989
($118,802)
$150,199
($22,363)]




AQUA TEXAS RATE APPLICATION -SOUTHWEST R
WP-Adj15-Other Adj

INSURANCE

Remove Qut of Period Credit
WT-Ins-Gen Liab-A & G

MISCELLANEQUS

K&M Corporate Service Fee

K&M Corporate Costs Adjustment Jan. 2011
Remove Per Book Allocations

WT-Region Mgmt Fees

SW-Cont Serv-MgtFee-A&G

WT-Cont Serv-Mgmt F-A & G

WT-Corp Mgmt Fees Only

Remove Out of Period Costs
WT-Bad Debt Expense-Cust Accts

Remove Hastings Communications Services Canceled
WT-Misc-A&G-COMM EXP

Remove Expenses Not Allowed Per 291.31
WT-A&G Emp-EMPLY X-MAS GIFTS
WT-A&G Emp-FLOWERS & FRUIT
WT-Misc-A&G-Civic Org Events (Aqua Connects)
WT-Misc-A&G-ENTERTAIN
WT-Misc-A&G-FINES&PENALTIES

DEPRECIATION & AMORTIZATION

Remove Depreciation Expense and Other Amortizatidon
Deprec Exp-Utility Plant
Amort-Other Utility Plant

EGION-TY 12/31/2010

I $11,401 |
[ $80,678]
$20,024
$227,652
$1,114,530
($396)
| $66,423 |
[ (s5911)]
(57,526)
($590)
($20,528)
(520)
($274)
($167,156)
$13,511
$1,295,022 $45,829




AQUA TEXAS RATE APPLICATION -SOUTHWEST RE
WP-Adj16-Plt Expenses

NORMALIZE PLANT RELATED EXPENSES

GION-TY 12/31/2010

Depreciation Expense: Water
1 Plant Construction in Service by 12/31/2011 $858,457
2  2011-1T General Aliocable Share of Corporatg Plant $92,649
3  Total $951,106
4  Effective Depreciation Expense Rate 2.27%
Total K&M Depreciation Expenses
Property Tax
5  Total CCNC Additions $858,457
6 North Region Effective Property Tax Rate 0.308%
7  K&M Increase in Property Tax




AQUA TEXAS RATE APPLICATION -SOUTHWEST R}
WP-Norm Explain

Volumetric Normalization Work Papers Explanation

In recent years, Aqua Texas' Southwest Region has seen su
extreme weather patterns. At one end of the spectrum, 2¢
resulted in water sales that were lower than normal. At the
extraordinarily hot and dry, which generally resulted in wat
Workpapers have been provided that detail the normalizat
extremes that have been experienced in recent years to cre
calculation of "normal water usage."

This Rate Application uses the 12 months ended 12/31/201
averaged the volumes using volumes actually sold for 2007
a very hot and dry year and a cooler and wetter than norm
account for weather fluctuations is routinely used in electri

Commission of Texas and the Texas Railroad Commission ar

jurisdictions across the country as well.

The methodology of averaging the usage is simple and prov
complex statistical methodology can be applied, it would re
number of variables such as rainfall, temperature, humidity
be much different than what a simple average provides.

WP-Volume Norm Summary

This work paper summarizes the volumetric normalization a
volumes for customer growth and a decrease in volumes for

WP-Cust Growth Norm Vols

This work paper annualizes the test year end customer bills,
customer growth to the average test year normalized volum

WP-Norm Vols
This work paper takes the average usage for the years 2007

deducted from the test year usage to determine the increasq

a normal year's usage for rate making purposes.

LGION-TY 12/31/2010

bstantial variation in water use due to

07 was a very wet year and generally
other end of the spectrum, 2009 was
er sales that were higher than normal.
on calculations which smooth out the
ate a more consistent and accurate

D as the "test year". Aqua Texas has

2008, 2009 and 2010. The average includes
pl year. This practice of normalization to

L and gas rate cases before the Public Utility
d is customary in a number of other

des reasonable results. Although a more
huire the accumulation and balance of a
etc. and we believe the resuits would not

djustments which consists of an increase in
usage normalization.

and applies the increase in bilis due to
es.

hrough 2010 . The average usage is
> or decrease in volumes in order to reflect




AQUA TEXAS RATE APPLICATION -SOUTHWEST REGI

. WP-Adj17 Bills & Vols Summary

Adjust Test Year Bills and Volumes for Customer Growth:

ON-TY 12/31/2010

Increase Block 1 Block 2
Test Year  Growth (1)(3) Norm (2) IAs Adjusted Percent Under 20k  Over 20k
Volumes
Step 1 408,476 13,608 1,807 423,891
Step 2 9,316,101 310,354 41,224 9,667,678
Step 3 2,036,352 67,838 9,011 2,113,202
Step 4 11,200 373 50 11,623
Step 5 2,667 89 12 2,768
Total 11,774,796 392,262 52,103 12,167,058 3.33% 9,883,053 2,184,006
Bills
5/8" 156,661 5,303 161,964
1 2,053 35 2,088
1.5 303 (15) 288
2 298 (10) 288
3 48 0 48
4 48 (0) 48
6 12 0 12
8 36 0 36
159,459 5313 T 164,772
(1) See WP-Cust Growth Bills & Vols
(2) See WP-Norm Vals, 4 year average
(3) ExpImpact on Bad Debt & State Franchise
Growth per WP-Cust Growth $289,166
Volumes Per Norm on Proof Average $17,362
Revenue Impact $306,528
Bad Debt Rate WP-Adj
Per WP--Adj12 1.2371% $3,792
State Franchise Tax Rate WP-Ad)
Per WP--Adj12 08452% $2,591
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AQUA TEXAS RATE APPLICATION -SOUTHWEST REGION-TY 12/31/2010

WP-SW Alloc_Factors

ITEST YEAR ALLOCATION FACTORS

CUSTOMERS
WTR-SW SWR-SW Total WTR-SW SWR-SW Total
2010 12,970 2,688 17,442 12,970 2,688 64,712
2011 13,948 2,754 18,494 13,948 2,754 68,768
Average 13,459 2,721 17,968 13,459 2,721 66,740
Percent 74.91% 15.14% 90.05% 20.17% 4.08% 24.24%
Ingram Excluded 9.95% 2.68%
Total 100.00% 26.92%
TEXAS
WTR SWR Total
2010 48,909 12,983 64,712
2011 51,833 13,909 68,768
Average 50,371 13,446 66,740
Percent 75.47% 20.15% 95.62%
IK&M ALLOCATION FACTORS
CUSTOMERS
WTR-SW SWR-SW Total WTR-SW SWR-SW Total
6/30/2011 13,989 2,764 18,544 13,989 2,764 73,336
75.44% 14.91% 90.34% 19.08% 3.77% 22.85%
State Water/Sewer Allocation R5.06% 18.72%
Excludes Ingram 9.66% 2.54%
Total 100.00% 25.39%
TEXAS
WTR SWR Total
6/30/2011 55,833 14,768 73,336
76.13% 20.14% 96.27%
l PAYROLL ALLOCATION FACTORS
12/31/2610 SW Admin $121,762 2.24%
Texas Admin $1,025,706 18.90%
SW Water $1,162,769 21.43%

Total $5,426,013




Attachment 3

CONSOLIDATION OF AQUA TEXAS SOUTHWEST REGION SYSTEMS

| Introduction

Since the passage of SB 1 in 1997, the

Texas Legislature has strongly encouraged

regionalization of water utilities. ~Among other places, the Legislature’s promotion of
regionalization is found in TEX. WATER CODE § 13.182(d), which provides:

The Commission by rule shall establish a preference that rates under a
consolidated tariff be consolidated by regjon. The regions under consolidated

tariffs must be determined on a case-by-case
TEX. WATER CODE §13.182(d).
The Texas Water Code also provides:
(a) A utility may consolidate more than|

if:
N the systems under the tariff

basis.

one system under a single tariff only

are substantially similar in terms of

facilities, quality of service, dnd cost of service; and

(2) the tariff provides for rates

that promote water conservation for

single-family residences and |andscape irrigation.

TEX. WATER CODE §13.145(a).

To further promote regional rates, the TCE(Q has adopted a rule requiring regional rates

as follows:

(n) Regional rates. The commission, where practicable, shall consolidate the rates by
region for applications submitted wiith a consolidated tariff and rate design for

more than one system.

30 TEX. ADMIN CODE § 291.21(n).

Additionally in January 2003, the TCEQ issyed RG-357: The Feasibility of Regionalizing
Water and Wastewater Utilities: A TCEQ Policy Statement. RG-357 is the TCEQ’s basic policy

statement explaining the benefits of regionalization.

In Aqua Texas’ last rate case, the TCEQ determined that Aqua Texas’ Southwest Region
systems were substantially similar in terms of facilities, quality of service, and cost of service

and appropriate for consolidation under a regional

water tariff. See In re Application of Aqua

Utilities, Inc. and Aqua Development Company dfp/a Aqua Texas, Inc. to Change Water and

Sewer Rates; TCEQ Docket Nos. 2004-1671-UCRH

and 2004-1120-UCR; SOAH Docket Nos.




582-05-2770 and 582-05-2771, Final Order and Froposal for Decision.' Aqua Texas proposes
rates in this Water Rate/Tariff Change Application] (“Rate Application™) with 0 gallons included
in the monthly minimum just like those approved in its last rate case. Aqua Texas is also
proposing inclining block rates in this Rate Application. Both aspects of Aqua Texas’ rate design
promote water conservation for single-family residences and landscape irrigation.

Both the Texas Legislature and the Commission have expressed a strong preference for
regionalization and the benefits of same were extensively analyzed in Aqua Texas’ last rate case.
ld. To further Aqua Texas’ efforts to regionalize its systems, Aqua Texas proposes a
consolidated, regional water rate tariff for its Southwest Region that includes the following water
systems that were not included in the Final Order| and Proposal for Decision from the last rate

case.
PWS Number System Name

1330062 Alqua Vista Ultilities
2270354 Briarcreek Subdivision
460022 Canyon Springs Water
1050068 Cardinal Valley Water
0860098 Deerwood Subdivision
1330009 Guadalupe Heights Utility Co
0860005 Harper Road Estates
1330126 Highlands Ranch
2270210 Indian Springs Subdivision
460022 Kings Cove
1330041 Loma Vista Water System
1050111 Mountain Crest Water Company
0860086 Nprthwest Hills Water Company
1500043 Pe¢can Utilities Water Company
0270141 Rjo Ancho Subdivision
2460046 San Gabriel River Ranches
0270134 Stone Mountain at Cavern Springs
0860100 West Oak Heights
1330028 Westcreek Estates Water System
1050037 Woodcreek Utility Co 1
1050339 Woodcreek Utility Co 2

Applying the standards set forth by the Commission in Aqua Texas’ last rate case, these
systems are substantially similar to Aqua Texas’ other Southwest Region water systems in terms

of facilities, quality of service, and cost of service.

' Copies of the Final Order and Proposal for Decision are post¢d on Aqua America’s website.




IL. Substantially Similar Facilities
The systems proposed for consolidation hayj
Texas Southwest Region water systems. The sys
Southwest Region personnel as other Southwest Re
substantially similar to other Southwest Region w

e substantially similar facilities as other Aqua
tems are operated by the same Aqua Texas
gion water systems, their sources of water are
ater systems, the components of each system

are substantially similar to other Southwest Region water systems, the type of piping used by
each system is substantially similar to other Southwest Region water systems, the design and
construction of the systems are substantially similar to other Southwest Region water systems,
and the types of customers served are substantially similar to that of other Southwest Region
water systems. These systems are generally substantially similar and of the same type as other
Southwest Region water systems. For these reasons, and others, these systems are substantially
similar to Aqua Texas’ other Southwest Region water systems in terms of facilities.

III.  Substantially Similar Quality of Service
The systems proposed for consolidation offer substantially similar quality of service as
other Aqua Texas Southwest Region water systems. All use state-approved technologies and
facilities. All provide service and water treatment,| or are being brought into compliance with a
level of service and treatment, that achieves TCEQ and EPA drinking water standards. For these
reasons, and others, these systems are substantially similar to Aqua Texas’ other Southwest
Region water systems in terms of quality of service|
IV.  Substantially Similar Cost
The systems proposed for consolidation havg substantially similar cost of service as other
Aqua Texas Southwest Region water systems. All systems share operations and maintenance
costs that are either identical or at least substantiglly similar on a per customer basis as other

Aqua Texas Southwest Region water systems. The costs of these systems within the Southwest
Region are affected by the same intra-regional simjlarities such as regional hydrology, geology

and similar intra-regional regulatory requirements
The capital components of these systems are sub{
water systems, resulting in substantially similar rg
those components on a per customer basis. In A
rejected a “snapshot” approach to analyzing this is
time. For these reasons, and others, these systems 3
Southwest Region water systems in terms of cost of]
V. Conclusion
For all these reasons, the water systems pro|
Application meet the criteria set forth in TEX. WA
TEX. ADMIN CODE § 291.21(n). Approving consd
other Southwest Region systems will further prom
the favored approach in Texas.

as other Southwest Region water systems.
tantially similar to other Southwest Region

rpair and replacement costs over the life of
lqua Texas’ last rate case, the Commission

ue in favor of assessing cost of service over

ire substantially similar to Aqua Texas’ other

service.

posed for regional consolidation in this Rate
rER CODE §§ 13.182(d) and 13.145(a) and 30
lidation of these systems with Aqua Texas’
te the benefits of regionalized utilities as is




AQUA TEXAS

Determination of the

Cost of Equity

Aqua Utilities, Inc., Aqua Development
Texas (“Aqua Texas” or the "Company") hag
Haddonfield, N.J. to measure the Company's co
report presents evidence, analysis and a recomm|
of return on common equity that the Texas (
(“TCEQ” or “Commission”) should recognize i
Aqua Texas should realize as a result of
recommendation are supported by the detailed
PRM-1, which is a multi-page document divided

Aqua Texas consists of wholly owned s
Utilities, Inc. and Aqua Development, Inc. bec
America when Philadelphia Suburban Corporati
purchased the water assets of AquaSource from I
Inc. was formed in 2004. Aqua Texas provides
wastewater service to 13,000 customers in 3{
southeast Texas. The Company obtains thd
groundwater and from purchases.

As shown on Schedule 1 of Exhibit PRM|{
afforded an opportunity to earn a 12.00% rate of
overall rate of return in its 2011 rate case. As
entitled to a 12.00% rate of return on commor
10.58% to 12.91% based upon current market g
Group) of investor-owned water companies with 4

Inc. and Aqua Texas, Inc. d/b/a Aqua
engaged P. Moul & Associates, of

st of equity for its 2011 rate case. This
endation concerning the appropriate rate
Commission on Environmental Quality
1 the determination of the revenues that

this proceeding. The analysis and

financial data contained in Exhibit No.
into eleven (11) schedules.

idiaries of Aqua America, Inc. Aqua

bs
Jme wholly owned subsidiaries of Aqua
bn (the former name of Aqua America)
Duquesne Light Company. Aqua Texas,

water service to 48,000 customers and

bS communities in north, central and

water to serve its customers from

1, the Company has requested that it be

return on common equity and an 8.59%

his report will justify, the Company is

| equity, which is within the range of
vidence for a proxy group (i.e., Water

ctively traded common stocks.

Summary Return on Equity

The cost of equity is determined in this r
methods/models.
Premium approach, Capital Asset Pricing Mo
Earnings method. The common stock shares of
Company is a wholly-owned subsidiary of Aqua A

prices for Aqua Texas, the cost of equity for the (

from a proxy group of nine water companies that
Market data on the common stock of water utilit
equity using DCF, Risk Premium, and CAPM.

Rather than rely upon the market-detern

These include: the Discoun%

eport from the application of a variety of

ed Cash Flow ("DCF") model, Risk
del ("CAPM"), and the Comparable
Aqua Texas are not traded because the
ymerica. As a stand-in for stock market
Company has been measured using data
are identified on page 2 of Schedule 3.
es are required to calculate the cost of

ined cost of equity for an individual

company, this report has employed the stock market prices for the Water Group. The

determination of the cost of equity for an individ
problematic in recent years due to the effect of af

ual company has become increasingly
ny anomalies in the market data for an




individual company. The group of water u
following common characteristics: (i) they aj
section (basic and expanded editions) of The ]

ilities that has been assembled has the
e listed in the “Water Utility Industry”
Value Line Investment Survey, (ii) their

stock is publicly traded, and (iii) they are not cu
merger or acquisition. It would be inappropriate
takeover in a proxy group even prior to its ac
company usually disconnects from its underlying

The following table provides a summat
each of the approaches for the Water Group.
DCF

Premium C/

\PM

rrently the target of a publicly-announced
to include a company that is a target of a
juisition because the stock price of that
» fundamentals.

y of the indicated costs of equity using

Eamings

10.58% 11.00% 12

From these measures of the cost of equity, a
reasonable representation of the Company’s co
12.00% for this case, which is within the range o

Fundamental Ris}

91%

11.90%

range of 10.6% to 12.9% provides a

t of equity. The Company has selected

results indicated above.

£ Analysis

Prior to undertaking an analysis of the Cq
Group data, it is first necessary to assess the relat
the Water Group. The business risk of the water
water quality concerns. The Safe Drinking Watd
which re-authorized the SDWA for the second
instituted policies and procedures governing w4
1996 Act provide that the federal Environm
conjunction with other interested parties, will dey
regulation and must update that list every 5 years.

The Company must conform its operations
comply with the lead and copper rule, the

(“DDBP”) rule, and other contaminant standar

received heightened attention out of concern ove
which is often threatened by changing land use
contaminants established by state and federal ag
terrorists. Moreover, water companies have exp
monitoring requirements and escalating costs in
stringent regulatory requirements noted above.

mpany's cost of equity using the Water

ve risk position of Aqua Texas vis-a-vis
utilities has been strongly influenced by
r Act Amendments of 1996 (“SDWA”),
ime since its original passage, in 1974
ter quality. Significant aspects of the
ental Protection Agency (“EPA”), in
relop a list of contaminants for possible

to the requirements of the SDWA, and
Disinfectants/Disinfection By-Products
ds. Drinking water quality has also
r the integrity of the source of supply
ind the permissible level of discharged
encies, and now potential threats from
erienced increased water treatment and
order to comply with the increasingly

The high fixed costs of water utilities makes earnings vulnerable to significant

variations when usage fluctuates with weather, th
efforts. Conservation efforts can take the form

toilets and shower heads, and other reductions du

use of water is always the objective, the business

e economy, and customer conservation
of low water usage clothes washers,
£ to changes in usage. While the wise
risk of the water utility industry can be




affected by increased customer awareness of ¢
standards have mandated the use of fixtures \
water use requirements.

Being the sole purveyor of potable wates
not insulate a water utility's operations from
policy, the influence of weather, and customej
recognize that water companies face higher
utilities, more costly waste disposal requiremen
Notably, the Company’s investment in net plant
the Water Group’s investment in net plant |
Company’s lower level of capital intensity can b
providing service to customers.

S

c

The Company's financial condition has bee
and the S&P Public Utilities, an industry-wide gf
comparison includes financial data for the year
Company did not record any long-term debt, t
interest coverage comparisons for 2006 were n
indicators were compared which generally can }
market ratios, common equity ratios, return on
quality of earnings, and internally generated fi
provided on Schedules 2, 3 and 4.

D

Size. In terms of capitalization, Aqua Tex
size of the Water Group. The average S&P Publ
Texas and the average Water Group company.
company is riskier than a larger company becausg

h
L

pnservation. Moreover, current building
which must comply with more stringent

from an established infrastructure does
general business conditions, regulatory

* usage habits. It is also important to

degrees of capital intensity than other
s, and threats to their sources of supply.
is 3.26 times its revenue, as compared to
vhich is 3.57 times its revenue.

The

traced to the role of purchased water in

n compared to that of the Water Group

roup of electric and gas companies. This

2006 through 2010. Prior to 2007, the

hus indicating that capital structure and

t meaningful. A broad variety of risk

e classified as those consisting of: size,
book equity, operating ratios, coverage,
inds.

The results of this analysis are

as is very much smaller than the average
¢ Utility is many times the size of Aqua
All other things being equal, a smaller

a given change in revenue and expense

has a proportionately greater impact on a small firm. As demonstrated later, the size of a

firm can impact its cost of equity.

Market Ratios. There are no market ratio
stock is owned by Aqua America. The average
the Water Group as compared to the S&P Publi
was lower for the Water Group than for the §
historical market-to-book ratios were higher for tk
Utilities.

Common Equity Ratio. The level of financ
long-term debt and other senior capital that is ¢
Financial risk is also analyzed by comparing con
the ratio of debt and other senior capital). That
equity ratio has low financial risk, while a firm w
financial risk. The five-year average common eq
were 49.1% for the Company, 49.5% for the Wat
Utilities. From a financial risk perspective, the

s available for Aqua Texas because its

price-earnings multiple was higher for

c Utilities. The average dividend yield

&P Public Utilities. On average, the

ic Water Group than for the S&P Public

al risk is measured by the proportion of

bntained in a company's capitalization.

nmon equity ratios (the complement of
is to say, a firm with a high common
ith a low common equity ratio has high
hity ratios, based on permanent capital,
r Group, and 45.3% for the S&P Public
S&P Public Utilities show the highest




financial risk, followed by Aqua Texas and the Water Group.

Return on Book Equity. Greater variabj
returns signifies relative levels of risk, as show}
deviation + mean) of the rate of return on
coefficient of variation, the greater degree of Y
coefficients of variation were 0.162 (1.1%
9.1%) for the Water Group, and 0.096 (1.1% +
earnings variability was highest for Aqua Texas
S&P Public Utilities. Also, the Company’s histg
lower than the Water Group and S&P Public Uti

lity (i.e., uncertainty) of a firm's earned
n by the coefficient of variation (standard
book common equity. The higher the
rariability. For the five-year period, the
6.8%) for the Company, 0.077 (0.7%
11.5%) for the S&P Public Utilities. The
as compared to the Water Group and the
pric returns on book common equity were
lities.

Operating Ratios. Operating ratios (thd
operating expense, depreciation and taxes other
The five-year average operating ratios were 72.1
Group, and 84.1% for the S&P Public Utilities.

percentage of revenues consumed by
than income) have also been compared.
Do for the Company, 72.6% for the Water

Coverage. The level of fixed charge cover
earnings cover fixed charges, such as interest
provides an indication of the earnings protection
and hence earnings protection for fixed chargg
grades of creditworthiness. The five-year averd
AFUDC) was 3.01 times for the Company, 3.3}
times for the S&P Public Utilities. Creditor prots
was weaker for Aqua Texas as compared to the

age (i.c., the multiple by which available
expense and preferred stock dividends)
for creditors. Higher levels of coverage,
ts, are usually associated with superior
)ge pre-tax interest coverage (excluding
1 times for the Water Group, and 3.23
ection, as shown by the interest coverage
Vater Group.

Quality of Earnings. Measures of earnin
percentage of Allowance for Funds Used Durij

lgs quality are usually revealed by the
ng Construction (“AFUDC”) related to

income available for common equity, the effd
deferrals. These measures of earnings quality
generated funds because poor quality of earnings
flow. Quality of earnings has not been a signific
Group and the S&P Utilities in recent years.

Internally Generated Funds. Internally

important source of new investment capital for 4

credit strength. Historically, the five-year a

expenditures was 138.3% for the Company, 56.6
the S&P Public Utilities. Since the Company h
stock historically, its IGF to construction ex

percentage.

Overall Risk Assessment. In certain resp

the Water Group. For example, it is much smalle

its achieved returns have been lower, and its i

positive attributes, its common equity ratio is

ctive income tax rate, and other cost
/ usually influence a firm's internally
would not generate high levels of cash
ant concern for the Company, the Water

generated funds (“IGF”) provide an
utility and represent a key measure of
verage percentage of IGF to capital
% for the Water Group, and 93.7% for
as not paid a dividend on its common
penditures provides a relatively high

ects, the Company has higher risk than
I, the variability of its returns is higher,
nterest coverage has been lower. As
close to the Water Group thereby




displaying similar financial risk and its IGF|to construction expenditures have been
higher than the Water Group. Overall, the fhindamental risk factors indicate that the
Water Group provides a reasonable basis for me asuring the Company’s cost of equity.

Cost of Equity

Highlights of the methods employed td measure the cost of equity with Water

Group data follows:

Discounted Cash Flow ("DCF") providgs a familiar measure of the cost of equity
for the Water Group. The DCF return (i.e., "k")|is the sum of the dividend yield (i.e., "D,
/Po"), the growth rate (i.e., "g"), and the retyrn necessary to recognize the financial
leverage ("lev.") reflected in the book value eqpity ratio used in the ratesetting process.

The resulting DCF cost rate is:

D]/P0+ g

Water Group  3.45% + 6.25%

+  lev. = k

+ 0.88% = 10.58%

The DCF model has been employed with data for the Water Group using a
computed dividend yield (Dy /Py) of 3.34% based upon an average for the 6-months
ended August 2011, as shown on Schedule 5. The dividend yields were calculated with
an ex-dividend adjustment. Using three differemt but generally acceptable formulas, the
3.34% computed dividend yield has been positioned in a forward-looking manner (D,
/Py) to arrive at the 3.45% adjusted dividend yield for the Water Group.

The growth component for the Water Grpup is 6.25%. The elements considered

in reaching this growth rate determination were
book value per share, cash flow per share, and
projected data typically considered by investors.
6 and 7. It is important to recognize that iny
variables and overall market sentiment (i.e.,
economic conditions, etc.) when balancing the
current dividend yield requirements.

Projected earnings per share growth rates

by IBES/First Call, Zacks, and Value Line provid
growth rate. The IBES/First Call and Zacks gro
from a survey of analysts that make projectiong
IBES/First Call and Zacks estimates are obtaij
available to investors free-of-charge. The Value
to investors and can be obtained by subscriptio
collegiate libraries. The IBES/First Call and Za
per share growth, while Value Line makes projec
five-year forecast growth rates shown on Schedj

earnings per share, dividend per share,

nternal growth rate using historical and
These inputs are provided on Schedules
restors consider both company-specific
level of inflation rates, interest rates,
r capital gains expectations with their

taken from analysts’ forecasts provided

€ the primary basis to establish the DCF
wth rates are consensus forecasts taken
5 of growth for these companies. The
ned from the Internet and are widely
Line forecasts are also widely available
n or free-of-charge at most public and
cks, forecasts are restricted to earnings

ions of other financial variables. As to
hle 7, the projected earnings per share




growth rates for the Water Group are 6.74% by IBES/First Call, 7.39% by Zacks, 5.14%
by Morningstar and 5.84% by Value Line. The Value Line projections indicate that
earnings per share will grow prospectively at a more rapid rate (i.e., 5.84%) than
dividends per share (i.e., 4.80%) which indicates a declining payout ratio in the future.
With the constant price-earnings multiple assun ption of the DCF model, growth for these
companies will occur at the higher earnings pgr share, thus producing the capital gains
yield expected by investors. Published forecagts support a 6.25% earnings growth rate
for the Water Group.

It is essential to recognize that the only perspective that is important to investors
is the return that they can realize on the market|value of their investment. In the context
of the DCF, the simple yield (D/P) plus growth g) provides a return applicable strictly to
the price (P) that an investor is willing to pay for a share of stock. The DCF formula is
derived from the standard valuation model: P = D/(k-g), where P = price, D = dividend,
k = the cost of equity, and g = growth in cash flgws. By rearranging the terms, we obtain
the familiar DCF equation: k= D/P + g. All of the terms in the DCF equation represent
nvestors’ assessment of expected future cash flows that they will receive in relation to
the value that they set for a share of stock (P)} The need for the leverage adjustment
arises when the results of the DCF model (k) are(to be applied to a capital structure that is
different than indicated by the market price (P). From the market perspective, the
financial risk of the Water Group is accurately (measured by the capital structure ratios
calculated from the market capitalization of a finm. If the ratesetting process utilized the
market capitalization ratios, then no additional analysis or adjustment would be required,
and the simple yield (D/P) plus growth (g) components of the DCF would satisfy the
financial risk associated with the market value df the equity capitalization. Because the
ratesetting process uses a different set of rgtios calculated from the book value
capitalization, then further analysis is required fo synchronize the financial risk of the
book capitalization with the required return on th¢ book value of the equity.

In pioneering work, Nobel laureates Modigliani and Miller developed several
theories about the role of leverage in a firm's dapital structure. As part of that work,
Modigliani and Miller established that as the borfowing of a firm increases, the expected
return on stockholders' equity also increases. Modigliani and Miller proposed several
approaches to quantify the equity return associated with various degrees of debt leverage
in a firm's capital structure. These formulas point toward an increase in the equity return
associated with the higher financial risk of the bpok value capital structure. This is the
situation for the Water Group where the market Value of its capitalization contains more
equity than is shown by the book capitalization. The following comparison demonstrates
this situation where the market capitalization is developed by taking the "Fair Value of
Financial Instruments" (Disclosures about Faif Value of Financial Instruments --
Statement of Financial Accounting Standards ("FAS"™) No. 107) as shown in the Annual
Report for each company and the market value of the common equity using the price of
stock. The comparison of capital structure ratios i$:




Water Capitalization at Market Value Capitalization at Book Value
Group (Fair Value) (Carrying Amounts)
Long-term Debt 38.06% 50.94%
Preferred Stock 0.15 0.19
Common Equity 61.78 48.87
Total 100.00% 100.00%

The adjustment that has been labeled
convenient way to incorporate into the result o
when it is applied to the capital structure used
book value weights rather than market value
designated to provide identification for this adju
return applicable to the book value common eqy
return for the Water Group applicable to its eq
(i.e., the cost of capital is equal to the cost of eq
compensation for having a 50.94% debt ratio, p
stock ratio. The sum of the parts is 10.58% (8.4
same return in the context of the familiar DCF
yield, the 6.25% growth rate, and the 0.88% for
at the same 10.58% (3.45% + 6.25% +0.88%) re
merely a convenient way to compare the 10.3

Modigliani & Miller formulas to the 9.70% retur

a market-value capital structure.

Risk Premium approach is determined b
as the interest rate on A rated public utility bon

fact that common equity is exposed to greater iny
of equity (i.e., "k") is represented by the sum of

(i.e., "i") and the equity risk premium (i.e.,”"RP")
a cost of equity of:

+

Water Group  5.50% + 5

The interest rate component of the Risk Pi
historical yields on A rated public utility bonds (sd
the Blue Chip Financial Forecasts. To independer
rated public utility bonds, the forecast yields on t}

September 1, 2011 have been combined with

determined from recent data (see page 5 of Scheg
Blue Chip Financial Forecasts yields on Aaa rated

below:

1s a “leverage adjustment” is merely a
[ the simple DCF model (i.e., D/P + g),

in ratesetting, which is computed with
weights. A separate factor has been
stment factor. This is because the equity
lity ratio is equal to 8.43%, which is the
hity with no debt in its capital structure
ity with a 100% equity ratio) plus 2.14%
us 0.01% for having a 0.19% preferred
3% +2.14% + 0.01%). To express this
model, the sum of the 3.45% dividend
the leverage adjustment is used to arrive
turn. The 0.88% leverage adjustment is
8% return computed directly with the
n generated by the DCF model based on

y a corporate bond yield -- here defined
Is -- plus a premium to account for the
estment risk than debt capital. The cost
' the long-term public utility debt yield
The Risk Premium approach provides

RP k

50% 11.00%

emium approach is 5.50% based upon
e Schedule 8) and forecasts based upon
tly project a forecast of the yields on A
nirty-year Treasury bonds published on
the yield spread of 1.50% that was
ule 8). For comparative purposes, the
| and Baa rated corporate bonds shown




Blue Chip Financia

| Forecasts

Corporate 30-Year A-rated Public Utility
Year Quarter Aaa-rated Baa-rated Treasury Spread Yield
2011 3rd 4.5% 5.5% 3.8% 1.50% 5.30%
2011 4th 4.5% 5.4% 3.8% 1.50% 5.30%
2012 Ist 4.6% 5.5% 3.9% 1.50% 5.40%
2012 2nd 4.6% 5.6% 4.0% 1.50% 5.50%
2012 3rd 4.7% 5.7% 4.1% 1.50% 5.60%
2012 4th 4.9% 5.8% 4.2% 1.50% 5.70%

Twice yearly, Blue Chip provides long-term forecasts of interest rates. In its June 1,

2011 publication, Blue Chip published forecasts

of interest rates as follows:

Blue Chip Financial Forecasts

Corporate 30-Year
Averages Aaa-rated Baa-rated Treasury
2013-17 6.3% 7.2% 5.6%
2018-22 6.4% 7.3% 5.7%

Given these forecasts and the historical long-term interest rates, a 5.50% yield on A rated

public utility bonds represents a reasonable expg

ctation.

The financial returns that were used to d¢velop the equity risk premium consisted

of the S&P Public Utilities and corporate bonds
appropriate risk premium, the results were ar

as shown on Schedule 9. To develop an
alyzed for the S&P Public Utilities by

averaging (i) the midpoint of the range shown by the geometric mean and median and (ii)
the arithmetic mean. The indicated risk premiums for the various time periods analyzed

are 5.51% (1928-2007), 6.58% (1952-2007),
2007). The 1928-2007 period provides the Iq
1952-2007 period provides the highest risk pren
these bounds, a common equity risk premium of|
derived by averaging data covering the period
6.23% represents a reasonable risk premium for

The fundamental risk analysis describg
characteristics between the Water Group and th

6.08% (1974-2007), and 6.37% (1979-
west indicated risk premium, while the
tum for the S&P Public Utilities. Within
6.23% (6.08% + 6.37% = 12.45% + 2) is

1974-2007 and 1979-2007. Therefore,
the S&P Public Utilities.

d above established differences in risk
1 S&P Public Utilities. Based on these

differences 5.50% represents a reasonable cominon equity risk premium in this case for

the Water Group. This represents approximately
premium of the S&P Public Utilities, and is rq
compared to the S&P Public Utilities.

88% (5.50% + 6.23% = 0.88) of the risk
flective of the risk of the Water Group
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