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Substitute resolution relative to a rate increase strategy for Milwaukee Water Works.

Introduction

This resolution grants authority to the Milwaukee Water Works to apply to the Public
Service Commission of Wisconsin “PSC” to increase water rates to a level which will
result in a 5.4% blended rate of return for the Water Works. Specifically, Water Works
will petition the PSC to set water rates for City of Milwaukee customers to provide a rate
of return of 5% and to set water rates for suburban wholesale to provide a 6.5% rate of
return.

Differentiated pricing — setting different water rates for City of Milwaukee customers and
suburban wholesale customers — is a new pricing strategy for the Milwaukee Water
Works. In the past, Water Works has charged one rate for both City and suburban
customers. This new pricing policy will charge a higher water rate to suburban wholesale
customers and a lower rate for City of Milwaukee customers.

Background

The PSC indirectly sets the rates for water sold by Water Works by authorizing rates of
return for the utility based on what it costs Water Works to provide water services. PSC’s
current benchmark rate of return is 7.5% for municipal water utilities.

Water Works may petition the PSC for 2 types of rate increases; a Simplified Rate Case
(“SRC”) for changes in cost of living as determined by the PSC which is somewhat easier
to apply for, and a Conventional Rate Case (“CRC”) for which Water Works must submit
a lengthy and complex application for a specifically requested rate of return and be
audited and studied by the PSC. New CRC’s can be submitted at the 1-year anniversary
of the last CRC, while SRC increases can be sought at any time, but only 5 SRC
increases can be obtained before the PSC must audit operations before granting a new
rate increase.

Water Works was granted a 3.4% SRC rate increase effective September, 2006 and a 6%
CRC rate increase effective June, 2007.
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Resolution File #090142 authorized the Water Works on June 25, 2009, to seek a 3.8%
SRC increase. Water Works expects this rate increase to take effect on September 1,
2009, and generate an estimated $850,000 revenue in 2009 and $2.5 million annually in
subsequent years.

Water sales volume has been decreasing approximately 2% annually in recent years.
Water sales to new suburban wholesale customers such as the middle third of New
Berlin, which began receiving water services from the Milwaukee Water Works on July
14, 2009, and potential sales to Waukesha, will lessen this decline somewhat. Water
Works expects the general trend to continue for the foreseeable future. In theory, a
baseline per capita consumption level will be eventually reached and volume sales per
capita should stop declining, but no one at Water Works can predict when, or if, this will
occur.

The Water Works has not been profitable in recent years (2007 & 2008) after factoring in
the cost of capital projects as an expense. Expenses, including capital projects, exceeded
revenues in 2007 by $2.6 million when capital projects ran $14.3 million, and the deficit
of expenses exceeding revenues in 2008 was $9.6 million after spending $19.7 million on
capital projects.

Expenses for 2009 which include $14.0 million in capital projects are projected to exceed
revenues in 2009 — including the $850,000 increase from the SRC rate increase and water
sales to the middle third of New Berlin — by $4.8 million.

The Water Works is required at intervals to service and replace its Automatic Meter
Reading (“AMR”) equipment and will be embarking on a 7-year program in 2010 to
replace all its AMR equipment. The project is projected to cost $3.5 million in 2010 and
$5 million annually from 2011-2016. Roughly half the cost is for equipment and the other
half for installation and service.

Discussion

Water Works predicts authorization by the PSC for a 5.4% blended rate of return will
allow the utility to increase water rates by a blended 30% - 28.5% for the City of
Milwaukee customers accounting for 80% of the Water Works’ revenues, and 36% for
the suburban wholesale customers who make up the other 20% of revenues.

Water Works expects these higher revenues to enable the utility to pay the City of
Milwaukee an annual dividend of $3,000,000 beginning in 2010 in addition to its annual
PILOT (“Payment in Lieu of Taxes”) which is $10.4 million in 2009 and projected for
$11.4 million in 2010.

Payment of such a dividend, at least in the early years, will require a Charter Ordinance
change. Section 14-08 of the city charter requires Water Works to maintain 2 years of
debt service in cash reserves. Water Works’ projects cash reserves in years 2010-2013
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will be less than twice the debt service as a result of paying the City a dividend of $3
million and recommends that this be changed so only one year of debt service will be
required in cash reserves. Even with this recommended change, cash reserves in 2011
will dip below the one year debt service threshold. Either the dividend in 2010 would
have to be foregone, or the provision would have to be changed further if possible.

Notwithstanding the city charter, Water Works is bound by covenants that require a cash
reserve of 110% of debt service for the utility’s Revenue Bonds. Even in 2011, when
Water Works predicts cash reserves will be at their nadir, Revenue Bond debt service is
approximately $1.2 million while cash reserves after dividend are projected at $3.1 or
258% of debt service.

At year end 2007, 36% of Water Works’ total bond debt of $31.1 million was in Revenue
Bonds while the remaining 64% came from General Obligation Bonds secured by the full
faith and unlimited taxing power of the City of Milwaukee.

Water Works has prepared preliminary projections through 2016 predicated on a blended
30% CRC rate increase beginning April 1, 2010 and follow-up CRC rate increases of
14%, 6% and 7% in years 2012, 2014 and 2016. These projections assume an annual $3
million dividend paid to the City and capital projects expenditures to maintain the
utility’s infrastructure of $14 million in 2009 and $18 million for years 2010-2016. AMR
expenditures are also included as is a switchover from quarterly to monthly customer
billing beginning in 2011 to take some of the sticker-shock out of the increased water bill.
The switchover to monthly billing is expected to increase costs by approximately $2
million annually.

Following are highlights of Water Works’ 2009-2016 preliminary projections:

Water Works Projection Highlights 2009-2016
Projected Net Revenue Ending
Year Total Revenues Change Earnings * Cash Reserves
2009 $ 73,159,000 0.12% $ (4,755,716) $ 14,797,096
2010 $ 88,283,570 20.67% $ 5991,538) $ 8,805,558
2011 $ 94,136,584 6.63% $ (5,721,007) $ 3,084,550
2012 (a) $ 106,239,706 12.86% $ 5,424,239 $ 8,508,790
2013 $ 104,284,912 -1.84% $ 2,213,157 $ 10,721,947
2014 (b)  $ 110,032,007 5.51% $ 6,083,842 $ 16,805,788
2015 $ 108,001,366 -1.85% $ 2,952,433 $ 19,758,222
2016 (c) $ 115,066,462 6.54% $ 10,457,374 $ 30,215,596
* Revenues minus expenses - includes capital projects & dividend payments
(@) 14% CRCrate increase
(b) 6% CRC rate increase
(c) 7% CRC rate increase
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The Water Works prepared analysis indicating authorization by the PSC for a 5.4% rate
of return will accommodate the 30% blended water rate increase beginning in April,
2010, used in its projections. No such analysis has been done for CRC rate increases
proposed for years 2012, 2014 and 2016 which are needed to ensure the utility’s financial
strength and its ability to continue paying the City a $3 million annual dividend., but the
Water Works is confident authority for such future water rate increase will be granted the
utility based on Water Works’ average investment.

The Water Works, like most publically regulated utilities, is assured a rate of return based
on investment regardless of declining sales or increasing costs. The key to gaining
authority from the PSC to raise water rates is to maintain a high level of reinvestment
which the Water Works does through its capital projects and by operating at a profit. As
long as the utility’s investment remains high, its return on investment remains high,
regardless of deteriorating water sales volume or increasing costs, and as long as the
utility is granted the authority for a fixed rate of return based on its investment, the Water
Works can raise water rates to compensate for declining sales or rising costs or both.

Fiscal Impact

It is estimated the City will receive additional annual revenue beginning in 2010 of $3
million through a dividend from the Water Works as a result of this resolution, and
annual revenue increases to the Milwaukee Water Works are projected as follows:

Water Works Predicted
Annual Revenue
Year Changes
2009 $ 84,212
2010 $ 15,124,570
2011 % 5,853,014
2012 3 12,103,122
2013 $ (1,954,794)
2014 $ 5,747,095
2015 $ (2,030,640)
2016 $ 7,065,096




