STATE OF NEW YORK
PUBLIC SERVICE COMMISSICN

CASE 09-W-0824 — Proceeding on Motion of the Commission as to the
Rates, Charges, Rules and Regulations of United
Water New Rdchelle Inc. for Water Service.

NOTICE OF EVIDENTIARY HEARING

(Issued June 28, 2010)

PLEASE TAKE NOTICE that an evidentiary hearing to
consider a Joint Proposal filed by the New York State Department
of Public Service Staff and United Water New Rochelle Inc. in
this proceeding. The hearing will be held on the record before
Administrative Law Judge Eleanor Stein commencing on Wednesday,
July 21, 2010, at 10:00 a.m., and continuing through Thursday,
July 22, 2010, or as soon as the business of the hearing is
concluded.

The evidentiary hearing will be held at the Public
Service Commission’s Albany offices, Three Empire State Plaza,
Third Floor Hearing Room.

The principal purpose of this hearing is to consider
issues and hear arguments related to the Joint Proposal of the
New York State Department of Public Service Staff and United
Water New Rochelle Inc., and to enter into the record the

evidence proffered in this proceeding.
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INTRODUCTION

PLEASE STATE YOUR NAME, OCCUPATION AND BUSINESS ADDRESS.
My name is Pauline M. Ahern. | am a Principal of AUS Consultants. My
business address is 155 Gaither Drive, Suite A, Mt. Laurel, New Jersey 08054.
PLEASE SUMMARIZE YOUR EDUCATIONAL BACKGROUND AND
PROFESSIONAL EXPERIENCE.
| am a graduate of Clark University, Worcester, MA, where | received a
Bachelor of Arts degree with honors in Economics in 1973. in 1991, | received
a Master of Business Administration with high honors from Rutgers University.

In June 1988, | joined AUS Consultants as a Financial Analyst and am
now a Principal. | am responsible for the preparation of all fair rate of return
and capital structure exhibits for AUS Consultants and offering expert
testimony on behalf of investor-owned utilities before twenty-five state
regulatory commissions. The details of these appearances, as well as details
of my educational background, are shown in Appendix A supplementing this
testimony.

| am also the Publisher of AUS Utility Reports (formerly C.A. Turner),
where 1 am responsible for the production, publication, distribution and
marketing of various reports. AUS Utility Reports provides financial data and
related ratios as well as merger and acquisition activity covering more than 100
public utility companies on a monthly, quarterly, and annual basis. Coverage
includes electric, combination gas and electric, gas distribution, gas

transmission, telephone, water and international utilities.




10
11
12
13
14
15
16
17
18
19
20
21
22

23

| also calculate and maintain the A.G.A. Index under contract with the
American Gas Association (A.G.A.), which serves as the benchmark against
which the performance of the American Gas Index Fund (AGIF) is measured
on a monthly basis. The A.G.A. Index and AGIF are a market capitalization
weighted jndex and fund, respectively, comprised of the common stocks of the
publicly traded corporate members of the A.G.A.
| have co-authored a working paper with Frank J. Hanley, a Principal
and Director of AUS Consultants and Richard A. Michelfelder, Ph.D., a
professor of Finance at The School of Business, Rutgers University entitled
“New Approach to Estimating the Cost of Common Equity for Public Utilities”
which was presented at the Advanced Workshop in Regulation and
Competition at the 28" Annual Eastern Conference of the Center for Research
in Regulated Industries (CRRI) at Rutgers University on May 14, 2009. | have
also co-authored a second article with Frank J. Hanley entitied "Comparable
Earnings: New Life for an Old Precept’ which was published in the American

Gas Association's Financial Quarterly Review, Summer 1994. | also assisted

in the preparation of an article authored by Frank J. Hanley and A. Gerald
Harris entitled "Does Diversification Increase the Cost of Equity Capital?”

published in the July 15, 1991 issue of Public Utilities Fortnightly.

| am a member of the Society of Utility and Regulatory Financial
Analysts (SURFA, formerly the National Society of Rate of Return Analysts)
serving as President since 2006, being reelected in 2008 with a term ending in

2010. Previously, | held the position of Secretary/Treasurer for 2004-2006. In
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1992, | was awarded the professional designation "Certified Rate of Return
Analyst" (CRRA) by SURFA, which is based upon education, experience and
the successful completion of a comprehensive written examination.

| am an associate member of the National Association of Water
Companies, serving on its Finance/Accounting/Taxation Committee, a member
of the Energy Association of Pennsylvania, formerly the Pennsylvania Gas
Association, and a member of the American Finance and Financial
Management Associations.
WHAT IS THE PURPOSE OF YOUR TESTIMONY?
The purpose is to provide testimony on behalf of United Water New Rochelle,
Inc. (UWNR or the Company} relative to the appropriate common equity cost
rate which it should be afforded the opportunity to earn on the common equity
financed portion of its jurisdictional rate base.
WHAT 1S YOUR RECOMMENDED OVERALL RATE OF RETURN?
| recommend that the New York Public Service Commission (NYPSC or the
Commission) authorize the Company the opportunity to earn an overall rate of
return of 8.91% based upon the consolidated capital structure at June 30, 2009
of United Water Works, Inc. (UWW or the Parent), which consisted of 48.87%
long-term debt, customer deposits of 0.02%, and 51.12% common equity at a
long-term debt cost rate of 6.37%, a customer deposit rate of 4.85% and my
recommended common equity cost rate of 11.35%. The overall rate of return

is summarized in Table 1 below:
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Table 1

Type of Capital Ratios Cost Rate Weighted Cost Rate
Long-Term Debt 48.87% 6.37% 3.11%
Customer Deposits 0.02 4.85 0.00
Common Equity 51.12 11.35 5.80

Total 100.01% 8.91%

* Does not add to 100.00% due to rounding.

HAVE YOU PREPARED SCHEDULES WHICH SUPPORT YOUR
RECOMMENDED OVERALL FAIR RATE OF RETURN?

Yes, | have. They have been marked for identification as Schedules PMA-1 to
PMA-15.

SUMMARY

PLEASE SUMMARIZE YOUR RECOMMENDED COMMON EQUITY COST
RATE.

My recommended common equity cost rate of 11.35% is summarized on page
2 of Schedule PMA-1. As a wholly-owned subsidiary of UWW, UWNR's
common stock is not publicly traded. Therefore, a market-based common
equity cost rate cannot be determined directly for UWNR. Consequently, in
arriving at my recommended common equity cost rate of 11.35%, | assessed
the market-based cost rates of companies of relatively similar risk, i.e., proxy
group(s), for insight into a recommended common equity cost rate applicable to
UWNR and suitable for cost of capital purposes. Using other utilities of

relatively comparable risk as proxies is consistent with the principles of fair rate
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of return established in the Hope' and Bluefield? cases and adds reliability to

the informed expert judgment necessary to arrive at a recommended common
equity cost rate. However, no proxy group(s) can be selected to be identical in
risk to UWNR. Therefore, the proxy group(s) results must be adjusted if
necessary, to reflect the greater relative business and/or financial risk of
UWNR, will be subsequently discussed in detail.

Consistent with the Efficient Market Hypothesis (EMH) which will be
discussed in more detail below, my recommendation results from the
application of four well-tested market-based cost of common equity models, the
Discounted Cash Flow ("DCF"} approach, the Risk Premium Model (“RPM”),
the Capital Asset Pricing Model ("CAPM"), and the Comparable Earnings
Model (“CEM").

The results derived from each are as follows:

Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 5§91 (1944},

Bluefield Water Works Improvement Co. v. Public Serv. Comm'n, 262 U.S. 679 (1922).
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Table 2
Proxy Group
of Six Proxy Group
AUS Utility of Eight
Reports AUS Utility Rpts.
Water Gas Distribution
Companies Companies
Discounted Cash Flow Model 11.76% 8.71%
Risk Premium Model 11.06 10.74
Capital Asset Pricing Mode! 11.58 10.49
Comparable Earnings Model 13.50 NMF
Indicated Common Equity Cost
Rate Before Adjustment for
Business Risk 12.15% 10.00%
Business Risk Adjustment 0.25 0.30
Indicated Common Equity
Cost Rate After Adjustment
for Business Risk 12.40% 10.30%
Recommended Common Equity
Cost Rate 1,359

After reviewing the cost rates based upon the four models, | conclude that
common equity cost rates of 12.15% and 10.00% are indicated based upon the
application of all four models to the market data of the proxy groups of six AUS
Utility Reports water companies and eight AUS Utility Reports natural gas
distribution companies, (L.DCs), respectively before any adjustments for
business and/or financialfcredit risk. These indicated common equity cost
rates were then adjusted upward by 25 basis points (0.25%) and 30 basis
points (0.30%), respectively, to reflect UWNR's increased business risk, due to
its smaller size relative to both proxy groups as will be discussed in detail
subsequently. After adjustment, the risk-adjusted common equity cost rates
are 12.40% for the water company proxy group and 10.30% for the LDCs. The

midpoint of the risk-adjusted common equity cost rates for both proxy groups is

6
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11.35% ((12.40% + 10.30%)/2), which is my recommended common equity
cost rate.

GENERAL PRINCIPLES

WHAT GENERAL PRINCIPLES HAVE YOU CONSIDERED IN ARRIVING AT
YOUR RECOMMENDED COMMON EQUITY COST RATE OF 11.35%7

In unregulated industries, the competition of the marketplace is the principal
determinant of the price of a product or service. In the case of regulated public
utilities, regulation must act as a substitute for marketplace competition.
Therefore, marketplace data must be relied upon in assessing a common
equity cost rate appropriate for ratemaking purposes in order to assure that the
utility can fulfill its obligations to the public and provide safe and adequate
service at all times. This requires a level of earnings sufficient to maintain the
integrity of presently invested capital and to permit the attraction of needed
new capital at a reasonable cost in competition with other firms of comparable
risk, consistent with the fair rate of return standards established by the U.S.
Supreme Court in the Hope and Bluefield cases cited previously.
Consequently, in my determination of common equity cost rate, | have
evaluated data gathered from the marketplace for utilities as similar in risk as
possible to UWNR.

BUSINESS RISK

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

Business risk is the riskiness of a company’s common stock without the use of
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debt. Examples of business risk inciude the quality of management, the
regulatory environment, customer mix and concentration of customers, service
territory growth and the like, which have a direct bearing on earnings.

Business risk is important to the determination of a fair rate of return
because the greater the level of risk, the greater the rate of return investors
demand, consistent with the basic financial precept of risk and retum.

PLEASE DISCUSS THE BUSINESS RISKS FACING THE WATER
INDUSTRY IN GENERAL.

One of the major risks facing the water and wastewater utility industry is related
to replacing aging transmission and distribution systems. Although Value Line

investment Survey® (Value Line) observes the following about the water utility

industry, it applies equally to the wastewater utility industry as many of the
water companies followed by Value Line also have wastewater operations:

These stocks, although up, have lost some of their luster since our
April report. Indeed, the group, as a whole, has fallen from the
upper echelon of the Value Line Investment universe for
Timeliness, as the broader market showed some glimpses of
rallying, and now sports an average rank.

Financing issues raise some concerns, longer-term, however, and
limit the group’s 3- to 5-year appeal. In fact, not a single stock in
this industry stands out for 3- to 5-year appreciation potential, as
rising infrastructure costs threaten to erase the bulk of future profit
advances.

The water utilities is {sic] an increasingly capital intensive industry.
Many infrastructures are outdated and will require heavy
investment in order to make the necessary repairs. Greater EPA
requirements only make things more difficult, as infrastructure costs
are estimated at hundreds of millions of dollars over the next
decade.

k]

Value Line Investmen{ Survey, July 24, 2009.
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Cash is at a premium in this space, however, with most companies

sporting highly leveraged balance sheets and nominal cash

reserves. That said, debt and stock issuances have become, and

are likely to remain, commonplace as providers struggle to foot the

bill.  Unfortunately, the increased costs associated with such

financial undertakings, i.e., steeper interest rates and higher share

counts, are likely to dilute share earnings growth as well as

shareholder gains.
Also in its 2009 infrastructure Fact Sheet* published by the American
Society of Civil Engineers (ASCE) they state:

America’s drinking water systems face an annual shortfall of at

least $11 billion to replace aging facilities that are near the end of

their useful lives and to comply with existing and future federal

water regulations. This does not account for growth in the demand

for drinking water over the next 20 years. Leaking pipes lose an

estimated 7 billion gallons of clean drinking water a day.
In addition, because the water and wastewater industry is much more capital-
intensive than the electric, natural gas or telephone industries, the investment
required to produce a dollar of revenue is greater. For example, it took $3.44
of net utility plant on average to produce $1.00 in operating revenues in 2008
for the water utility industry as a whole. In contrast, for the electric,
combination electric and gas, natural gas or telephone utility industries, on
average it took only $1.87, $1.36, $0.89 and $0.87, respectively, to produce
$1.00 in operating revenues in 2008. For UWNR specifically it took $3.79 of
net utility plant to produce $1.00 in operating revenues in 2008. And, because
investor-owned water and wastewater utilities typically do not receive federal
funds for infrastructure replacement, the challenge to investor-owned water

and wastewater utilities is exacerbated and their access to financing is

2009 American Society of Civil Engineers, Report Card for American’s Infrastructure 2009,

9




restricted, thus increasing risk.

The National Association of Regulatory Commissioners (NARUC) has
also highlighted the challenges facing the water and wastewater industry
stemming from its capital intensity. NARUC’s Board of Directors adopted a
resolution in July 2008, taking the position that”:

WHEREAS, To meet the challenges of the water and wastewater
industry which may face a combined capital investment
requirement nearing one trillion dollars over a 20-year period, the
following policies and mechanisms were identified to help ensure
sustainable practices in promoting needed capital investment and
cost-effective rates: a) the use of prospectively relevant test years;
b) the distribution system improvement charge; ¢) construction work
in progress; d) pass-through adjustments; e) staff-assisted rate
cases; f) consolidation to achieve economies of scale; g)
acquisition adjustment policies to promote consolidation and
elimination of non-viable systems; h) a streamlined rate case
process; i) mediation and seftlement procedures; j) defined
timeframes for rate cases; k) integrated water resource
management; I} a fair return on capital investment, and m)
improved communications with ratepayers and stakeholders; and

WHEREAS, Due to the massive capital investment required to
meet current and future water quality and infrastructure
requirements, adequately adjusting allowed equity returns to
recognize industry risk in order to provide a fair return on invested
capital was recognized as crucial. ..

RESOLVED, That the National Association of Regulatory Utility
Commissions (NARUC), convened in its July 2006 Summer
Meetings in Austin, Texas, conceptually supports review and
consideration of the innovative regulatory policies and practices
identified herein as "best practices;” and be it further

RESOLVED, That NARUC recommends that economic regulators
consider and adopt as many as appropriate of the regulatory
mechanisms identified herein as best practices...

The water and wastewater utility industry also experiences lower relative

5 “Resolution Supporting Consideration of Reguiatory Policies Deemed as ‘Best Practices”, Sponsored by the
Committee on Water. Adopted by the NARUC Board of Directors, July 27, 2006.

10
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depreciation rates. Lower depreciation rates, as one of the principal sources of
internal cash flows for all utilities, mean that water and wastewater utility
depreciation as a source of internally-generated cash is far less than for
electric, natural gas or telephone utilities. Water and wastewater utilities’
assets have longer lives and, hence, longer capital recovery periods. 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.
Water utilities experienced an average depreciation rate of 2.5% for 2008, with
UWNR experiencing a somewhat lower rate of 1.8%. In contrast, in 2008, the
electric, combination electric and gas, natural gas or telephone industries,
experienced average depreciation rates of 3.7%, 3.7%, 4.0% and 7.7%,
respectively.
{n addition, as noted by Standard & Poor's (S&P)®:
Standard & Poor's expects the already capital-intensive water utility
industry to become even more so over the next several years. Due
to the aging pipeline infrastructure and more stringent quality
standards, the U.S. Environmental Protection Agency's (EPA)
foresees a need for $277 billion to upgrade and maintain U.S. water
utilities through 2022, with about $185 billion going toward
infrastructure improvements. In addition, about $200 billion will be
needed for wastewater applications, which suggests increased
capital spending to be a long-term trend in this industry.
In line with these trends, many companies have announced
aggressive capital spending programs. Forecast capital spending
primarily focuses on infrastructure replacements and growth
initiatives. OQver the past five years, capital spending has been
equivalent to about three times its depreciation expense. However,

companies are now forecasting spending to be at or above four
times depreciation expense over the intermediate term. For

% Standard & Poors, Credit Outlook For U.S. investor-Owned Water Utilties Should Remain Stabte in 2008 (January 31,

2008) 2, 4.
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companies in regulatory jurisdictions that provide timely cost
recovery for capital expenditures, the increased spending is likely to
have a minimal effect on financial metrics and ratings. However,
companies in areas without these mechanisms, earnings, and cash
flow could be negatively affected by the increased spending levels,
which over the longer term could harm a company’s overall credit
profile.

Due to the high level of capital spending, U.S. investor-owned water
utilities do not generate positive free cash flow. This, coupled with
the forecast increase in capital spending over the intermediate term,
will require additional access to capital markets. We expect rated
water companies to have enough financial flexibility to gain that
access. Ratings actions shouldn't result from this increased market
activity because we expect companies to use a balanced financing
approach, which should maintain debt near existing levels.

Moody's’ also notes that:

We expect that the credit quality of the investor-owned U.S. water
utilities will likely deteriorate over the next several years, due to
ongoing large capital spending requirements in the industry.
Larger capital expenditures facing the water utility industry resuit
from the following factors:

o Continued federal and state environmental compliance
requirements;

e Higher capital investments for constructing modern water
treatment and filtration facilities;

e Ongoing improvement of maturing distribution and delivery
infrastructure; and

e Heightened security measures for emergency preparedness
designed to prevent potential terrorist acts.

Given the overwhelming importance of protecting the public health,
the water utility industry remains regulated by the federal and state
regulatory agencies. As a resuit of this importance, the level of
state regulators’ responsiveness is critical in enabling the water
utilities to maintain their financial integrity. In addition, when
utilities are permitted a fair rate of return and timely rate
adjustments to reflect the costs of providing this essential service,
they will be more able to implement the necessary safeguards to
protect the public health.

7

Moody's Investors Service, Global Credit Research, "Credit Risks and Increasing for L.S. Investor Ow
Utilities”, Special Comment (January 2004} 5.

12

ned Water




14

15

16

17
18
19
20
21
22
23
24
25
26
27
28
29
30
31

Also, both the Congressional Budgeting Office (CBO) and the
Environmental Protection Agency (EPA) have addressed the necessary future
growth in water and wastewater utility infrastructure. In November 2002, the
CBO published a study entitied, “"Future Investment in Drinking Water and
Wastewater Infrastructure” in which it concluded that®:

CBO estimates that for the years 2000 to 2019, annual costs for
investment will average between $11.6 billion and $20.1 billion for
drinking water systems and between $13.00 billion and $20.9
billion for wastewater systems.

These estimates, over the ten years ending 2019, total from $116.0 -
$201.0 billion for drinking water systems and between $130.0 - $209.0 billion
for wastewater systems, totaling $246.0 - $410.0 billion for the water and
wastewater industry combined.

Similarly, the EPA states the following®:

The survey found that the total nationwide infrastructure need is
$334.8 billions for the 20-years period from January 2007 through
December 2026. With $200.8 billion in needs over the next 20
years, transmission and distribution projects represent the largest
category of need. This result is consistent with the fact that
transmission and distribution mains account for most of the
nation's water infrastructure. The other categories, in descending
order of need are: treatment, storage, source and a miscellaneous
category of needs called “other’. The large magnitude of the
national need reflects the challenges confronting water systems as
they deal with an infrastructure network that has aged considerably
since these systems were constructed, in many cases, 50 to 100
years ago.

In addition, the water utility industry, as well as the electric and natural gas

*Future Investment in Drinking Water and Wastewater infrastructure”, The Congress of the United States -
Congressional Budget Office (November 2002) ix.

“Fact Sheet: “EPA’s 2007 Drinking Water Infrastructure Needs Survey and Assessment”, United States Environmental
Protection Agency, Office of Water, February 2009, 1.

13
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utility industries, faces the need for increased funds to finance the increasing
security costs required to protect the water supply and infrastructure from
potential terrorist attacks in the post-September 11, 2001 world.

In view of the foregoing, it is clear that the water and wastewater utility
industry’s high degree of capital intensity and low depreciation rates coupled
with the need for substantial infrastructure capital spending and increased anti-
terrorism and anti-bioterrorism security spending, requires regulatory support in
the form of adequate and timely rate relief, as recognized by NARUC, so water
and wastewater utilities will be able to successfully meet the chalienges they
face.

DOES UWNR FACE ADDITIONAL EXTRAORDINARY BUSINESS RISK?
Yes. UWNR faces additional extraordinary business risk due to its smaller size
retative to the proxy groups, because all else equal, size has a bearing on risk.
PLEASE EXPLAIN WHY SIZE HAS A BEARING ON BUSINESS RISK.
Smaller companies are simply less able to cope 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. In
addition, the effect of extreme weather conditions, i.e., prolonged droughts or
extremely wet weather will have a greater affect upon a small operating water
utility than upon the much larger, more geographically diverse holding
companies.

Further evidence of the risk effects of size include the fact that investors

14
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demand greater returns to compensate for a lack of marketability and liquidity
for the securities of smaller firms. Because UWNR is the regulated utility to
whose rate base the Commission’s ultimately allowed overall cost of capital will
be applied, the relevant risk reflected in the cost of capital must be that of
UWNR, including the impact of its small size on common equity cost rate.
UWNR is smaller than the average company in either proxy group based upon
the results of my study of the market capitalization of the six water companies
and eight LDCs as shown on page 3 of Schedule PMA-1 and in Table 3 below

as of October 2, 2008.

Table 3
Times
Market Greater than
Capitalization{1} the Company
($ Millions)
Proxy Group of Six
AUS Utility Reports
Water Companies $740.972 5.3x
Proxy Group of Eight
AUS Utility Reports
Gas Distribution Cos. 1,442.236 12.8x
UWNR 141.137 (2)
112.820 (3)

(1) From page 3 of Schedule PMA-1
(2) Based upon the average market-to-book ratio of the proxy group of six
AUS Utility Reports water companies.
(3) Based upon the average market-to-book ratio of the proxy group of eight
AUS Utility Reports natural gas distribution companies.
Because UWNR’s common stock is not publicly traded, | have assumed
that if it were, its the common shares would be selling at the same market-to-

book ratio as the average market-to-book ratio for each proxy group, 189.4%

and 151.4%, respectively, on October 2, 2009 as shown on page 4 of Schedule

15
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PMA-1. Hence, UWNR’s market capitalization is estimated at $141.137 million
based upon the average market-to-book ratio of the six water companies and
$112.820 million based upon the average market-to-book ratio of the eight
LDCs. In contrast, the market capitalization of the average AUS Utility Reports
water company was $740.972 million on October 2, 2009, or 5.3 times larger
than UWNR's estimated market capitalization and $1.442 billion for the
average AUS Utility Reports LDC, or 12.8 times larger than UWNR's estimated
market capitalization. It is conventional wisdom, supported by actual returns
over time, that smaller companies tend to be more risky causing investors to
expect greater returns as compensation for that risk.
DOES THE FINANCIAL LITERATURE AFFIRM A RELATIONSHIP
BETWEEN SIZE AND COMMON EQUITY COST RATE?
Yes. Brigham' states:

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. (italics added)
FINANCIAL RISK
PLEASE DEFINE FINANCIAL RISK AND EXPLAIN WHY IT IS IMPORTANT
TO THE DETERMINATION OF A FAIR RATE OF RETURN.

Financial risk is the additional risk created by the intreduction of senior capital,

10

Eugene F. Brigham, Fundamentals of Financial Management, Fifth Edition (The Dryden Press, 1989) 623.
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i.e., debt and preferred stock, into the capital structure. in other words, the
higher the proportion of senior capital in the capital structure, the higher the
financial risk.

In November 2007, S&P published its electric, gas, and water utility
ratings rankings in a framework consistent with the manner in which it presents
is rating conclusions across all other corporate sectors. As S&P stated’":

Incorporating utility ratings into a shared framework to

communicate the fundamental credit analysis of a company

furthers the goals of transparency and comparability in the ratings
process.

The utilities rating methodology remains unchanged, and the use

of the corporate risk matrix has not resulted in any changes to

ratings or outlooks. The same five factors that we analyzed to

produce a business risk score in the familiar 10-point scale are

used in determining whether a utility possesses an “Excellent,”

“Strong,” “Satisfactory,” “Weak,” or “Vulnerable” business risk

profile.

S&P expanded its Business Risk / Financial Risk Matrix in May 2009 in an
effort to augment its independence, strengthen the rating process and increase
S&P's transparency to better serve its markets (see page 11 of Schedule PMA-
2).

Pages 1 through 9 of Schedule PMA-2 describe the utility bond rating
process. Pages 10 through 15 describe S&P's May 2009 expansion of its
Business Risk / Financial Risk Matrix with the new business risk/financial risk

matrix shown in Table 1 on page 11 of Schedule PMA-2 and financial risk

Standard & Poor's — Ratings Direct - “U.S. Utilities Ratings Analysis Now Portrayed In The S&P
Corporate Ratings Matrix” (November, 30, 2007) 2.

17
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indicative ratios for utilittes shown in Table 2 on page 13. Notwithstanding the
metrics published in Table 2, S&P states:
The rating matrix indicative outcomes are what we typically
observe — but are not meant to be precise indications or
guarantees of future rating opinions. Positive and negative
nuances in our analysis may lead to a notch higher or lower than
the outcomes indicated in the various cells of the matrix.
As shown on Schedule PMA-10, page 2, the average S&P bond rating (issuer
credit rating), business risk profile and financial risk profile of the six water
companies are A+ (A), Excellent and Intermediate, while the average for the
eight LDCs are A (A), Excellent and Significant.
CAN ONE NEVERTHELESS MEASURE THE COMBINED BUSINESS
RISKS, LE., INVESTMENT RISK OF AN ENTERPRISE USING BOND
RATINGS AND CREDIT RATINGS?
Yes, similar bond ratings/issue credit ratings reflect and are representative of
and financial similar combined business risks, i.e., total risk. Although specific
business or financial risks may differ between companies, the same bond
rating indicates that the combined risks are similar as the bond rating process
reflects acknowledgment of all diversifiable business and financial risks in order
to assess credit quality or credit risk. Risk distinctions within a bond rating
category are recognized by a plus or minus. For example, within the A
category, an S&P rating can be at A+, A or A-. Similarly, Moody's ratings
within the A category are distinguished by rating gradation of A1, A2 and A3.

Moreover, additional risk distinction is reflected by S&P in the assignment of

one of six business risk profiles, as shown in Table 1 on PMA-2, Page 11. For
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example, S&P expressly indicates that the bond rating process encompasses a
qualitative analysis of business and financial risks (see pages 3 through 9 of
Schedule PMA-2). While not a means by which one can specifically quantify
the differential in common equity risk between companies, the bond (credit)
rating provides a useful means to compare/differentiate investment risk
between companies because it is the result of a thorough and comprehensive
analysis of all diversifiable business risks, i.e., investment risk.

UNITED WATER NEW ROCHELLE, INC.

PLEASE DESCRIBE UWNR.

UWNR provides water service to approximately 31,000 customers in the
eleven municipalities in Westchester County. UWNR is a wholly-owned
subsidiary of UWW, which is the sole source of UWNR's external capital.
UWW is a wholly-owned subsidiary of United Water Resources, Inc. (UWR).
Thus, the Company's common stock is not publicly traded.

PROXY GROUPS

PLEASE EXPLAIN HOW YOU CHOSE THE PROXY GROUP OF SIX AUS
UTILITY REPORTS WATER COMPANIES.

The basis of selection for the proxy group of six AUS Utility Reports water
companies was to select those companies which meet the following criteria: 1)
they are included in the Water Company Group of AUS Utility Reports (October
2009); 2) they have Value Line or Reuters consensus five-year EPS growth
rate projections; 3) they have a positive Value Line five-year DPS growth rate

projection: 4) they have a Value Line adjusted beta; 5) they have not cut or
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omitted their common dividends during the five years ending 2008 or through
the time of the preparation of this testimony; 6) they have 60% or greater of
2008 total net operating income derived from and 60% or greater of 2008 total
assets devoted to regulated water operations; and 7) which, at the time of the
preparation of this testimony, had not publicly announced that they were
involved in any major merger or acquisition activity.

PLEASE DESCRIBE SCHEDULE PMA-3.

Schedule PMA-3 contains comparative capitalization and financial statistics for
the six AUS Utility Reports water companies for the years 2004 - 2008. Page 1
contains a summary of the comparative data for the years 2004-2008. Page 2
contains notes relevant to page 1, as well as the basis of selection and names
of the individual companies in the proxy group, while page 3 contains capital
structure ratios based upon total permanent capital (excluding short-term debt)
by company and on average for the years 2004-2008.

During the five-year period ending 2008, the historically achieved average
earnings rate on book common equity for the group averaged 9.91%. The
average common equity ratio based upon total permanent capital was 50.60%,
and the average dividend payout ratio was 69.21%.

Total debt as a percent of EBITDA for the years 2004-2008 ranged
between 2.04 and 3.78 times, averaging 3.32 times, while funds from
operations relative to total debt ranged from 16.80% to 21.00%, averaging
19.21%.

PLEASE EXPLAIN HOW YOU CHOSE THE PROXY GROUP OF EIGHT AUS
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UTILITY REPORTS NATURAL GAS DISTRIBUTION COMPANIES.

Because of the small number of publicly traded water companies available for
use as proxies for UWNR as well as the limited availability of comprehensive
investment analyst coverage for those companies, | have also utilized a proxy
group of gas distribution companies. Like water companies, these gas
distribution companies deliver a commodity, i.e., natural gas to customers
through a similar distribution system whose service rates of return are set by
the regulatory ratemaking process. The basis of selection for the proxy group
of eight AUS Utility Reports natural gas distribution companies was to include
those companies which meet the following criteria: 1) they are included in the
Natural Gas Distribution and Integrated Gas Company Group of AUS Utility
Reports {October 2009); 2) they have Value Line or Reuters consensus five-
year EPS growth rate projections; 3) they have positive Value Line five-year
DPS growth rate projections; 4) they have a Value Line adjusted beta; 5) they
have not cut or omitted their common dividends during the five years ending
2008 or to the time of the preparation of this testimony; 6) they have 60% or
greater of 2008 total net operating income derived from and 60% or greater of
2008 total assets devoted to regulated gas distribution operations and 7)
which, at the time of the preparation of this testimony, had not publicly
announced that they were involved in any major merger or acquisition activity.
PLEASE DESCRIBE SCHEDULE PMA-4.

Schedule PMA-4 contains comparative capitalization and financial statistics for

the eight AUS Utility Reports natural gas distribution companies for the years
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2004 - 2008. Page 1 contains a summary of the comparative data for the
years 2004-2008. Page 2 contains notes relevant to page 1, as well as the
basis of selection and names of the individual companies in the proxy group,
while page 3 contains capital structure ratios based upon total permanent
capital (excluding short-term debt) by company and on average for the years
2004-2008.

During the five-year period ending 2008, the historically achieved average
earnings rate on book common equity for this group averaged 10.90%. The
average common equity ratio based upon total permanent capital was 49.87%,
and the average dividend payout ratic was 64.07%.

Total debt as a percent of EBITDA for the years 2004-2008 ranged
between 3.41 and 3.67 timeé, averaging 3.59 times during the five-year period,
while funds from operations relative to total debt ranged from 16.41% to

21.24%, and averaging 19.13% during the five-year period.

Vill. COMMON EQUITY COST RATE MODELS

A.

Q.

The Efficient Market Hypothesis (EMH)

ARE THE COST OF COMMON EQUITY MODELS YOU USE MARKET-
BASED MODELS, AND HENCE BASED UPON THE EMH?

Yes. The DCF model is market-based in that market prices are utilized in
developing the dividend yield component of the model. The RPM is market-
based in that the bond ratings and expected bond yields used in the application
of the RPM reflect the market's assessment of bond/credit risk. In addition, the

use of betas to determine the equity risk premium also reflects the market's
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assessment of market/systematic risk as betas are derived from regression
analyses of market prices. The CAPM is market-based for many of the same
reasons that the RPM is market-based i.e., the use of expected bond (Treasury
bond) yields and betas. The CEM is market-based in that the process of
selecting the comparable risk non-utility companies is based upon statistics
which result from regression analyses of market prices and reflect the market's
assessment of total risk. Therefore, all the cost of common equity models |
utilize are market-based models, and hence based upon the EMH.
PLEASE DESCRIBE THE CONCEPTUAL BASIS OF THE EMH.
The EMH, which is the foundation of modern investment theory, was pioneered
by Eugene F. Fama'® in 1970. An efficient market is one in which security
prices reflect all relevant information all the time, with the implication that prices
adjust instantaneously to new information, thus reflecting the intrinsic
fundamental economic value of a security.™

As noted by Brealey and Myers', the generally accepted “semistrong”
form of the EMH, which asserts that all publicly available information is fully
reflected in securities prices, i.e., that fundamental analysis cannot enable an
investor to “out-perform the market,” is generally held to be true because the
use of insider information often enables investors to earn excessive returns by

“outperforming the market”. This means that all perceived risks are taken into

12

13

14

Eugene F. Fama, "Efficient Capital Markets: A Review of Theory and Empirical Work™ (Joumal of Finance, May 1970}
383-417.

Roger A. Morin, New Requlatory Finance (Public Ulility Reports, Inc., 2006) 279-281.

Brealey, Richard A. and Myers, Stewart C., Principles of Corporate Finance 1% Ed., (McGraw-Hill, 1996) 329.
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account by investors in the prices they pay for securities. Investors are aware
of all publicly-available information, including bond ratings, discussions about
companies by bond rating agencies and investment analysts as well as the
discussions of the various common equity cost rate methodologies (models) in
the financial literature. In an attempt to emulate investor behavior, no single
common equity cost rate model should be relied upon exclusively in
determining a cost rate of common equity and the results of muitiple costs of
common equity models should be taken into account.

Furthermore, there is substantial support in the academic literature for the
need to rely upon more than one cost of common equity model in arriving at a
recommended common equity cost rate.

PLEASE DESCRIBE THE ACADEMIC LITERATURE SUPPORTING THE

USE OF MORE THAN ONE COST OF COMMON EQUITY MODEL.

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 shoricomings 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. (italics added)
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’

" Morin 428, 430 - 431,
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market data. (Morin, p. 428)

The financial literature supports the use of multiple methods.
Professor Eugene Brigham, a widely respected scholar and
finance academician, asserts; '(footnote omifted)

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 methed
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:2otete

omitted)

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) (Morin, p. 430)

* k k

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
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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. (italics added)
{Morin, p. 431)

In view of all of the foregoing, it is clear that investors are or should be
aware of all of the models available for use in determining a common equity
cost rate. Thus EMH requires the assumption that, collectively, investors
consider them all.

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 the cash flows at the cost of capital, or the investors’
capitalization rate. DCF theory indicates 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).
Thus, 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.

PLEASE COMMENT UPON THE APPLICABILITY OF THE DCF MODEL IN
ESTABLISHING A COST OF COMMON EQUITY FOR UWNR.

The DCF model has a tendency to mis-specify investors' required common

equity return rate when the market value of common stock differs significantly

from its book value. Mathematically, because the "simplified” DCF model
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traditionally used in rate regulation assumes a market-to-book ratio of one, it
understates/overstates investors' required return rate when market value
exceeds or is less than book value. It does so because, in many instances,
market prices reflect investors' assessments of long-range market price growth
potentials (consistent with the infinite investment horizon implicit in the
standard regulatory version of the DCF model) not fully reflected in analysts'
shorter range forecasts of future growth in earnings per share (EPS) and
dividends per share (DPS), both accounting proxies. Thus, the market-based
DCF model will result in a total annua! dollar return on book common equity
equal to the total annual dollar return expected by investors only when market
and book values are equal, a rare and unlikely situation. In recent years, the
market values of utilites’ common stocks have been well in excess of their
book values as shown on page 1 of Schedules PMA-3 and PMA-4 ranging
between 205.16% and 276.96% for the six AUS Utility Reports water
companies and 159.78% and 173.69% for of eight LDCs.

Under DCF theory, the rate of return investors require is related to the
market price paid for a security. Thus, market prices form the basis of
investment decisions and investors’ expected rates of return. In contrast, a
regulated utility is generally limited to earning on its net book value
(depreciated original cost) rate base. Market values can diverge from book
values for a myriad of macroeconomic reasons including, but not limited to,
EPS and DPS expectations, merger or acquisition expectations, interest rates,

investor sentiment, unemployment leveis, monetary policy etc.
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Q.

Traditional rate basefrate of return regulation, where a market-based
common equity cost rate is applied to a book value rate base, presumes that
market-to-book ratios are at unity or 1.00. However, there is ample empirical
evidence over sustained periods which demonstrate that this is an incorrect
presumption. Since market-to-book ratios of unity or 1.00 are rarely the case
as discussed above, regulatory allowed ROEs, i.e., earnings, have a limited
effect on utilities' market/book ratios as the market prices of utility common
stocks are also influenced by factors beyond the direct influence of the
regulatory process.

As noted by Phillips:'®

Many question the assumption that market price should equal book
value, believing that 'the earnings of utilities should be sufficiently
high to achieve market-to-book ratios which are consistent with
those prevailing for stocks of unregulated companies.’

t'7 states:

In addition, Bonbrigh
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)

IS IT REASONABLE TO EXPECT THE MARKET VALUES OF UTILITIES'

16

17

Phillips 395.

James C. Bonbright, Albert L. Danielsen and David R. Kamerschen, Principles of Public Utility Rates (Public
Utilities Reports, Inc., 1988) 334.
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COMMON STOCKS TO CONTINUE TO SELL WELL ABOVE THEIR BOOK
VALUES?

Yes. Although the market-to-book ratios of regulated utilities have been
vacillating recently due to the current and continuing economic and capital
market turmoil, | believe that the common stocks of utilities will continue to sell
substantially above their book values, on average, because many investors,
especially individuals who traditionally committed less capital to the equity
markets, will likely continue to commit a greater percentage of their available
capital to common stocks in view of lower interest rate alternative investment
opportunities and to provide for retirement. The recent past and current capital
market environment is in stark contrast to the late 1970's and early 1980's
when very high (by historical standards) yields on secured debt instruments in
public utilities were available. Despite the fact that the market declined
significantly during late 2001 through 2003, following the September 11, 2001
tragedy and despite recent and continuing market volatility due to energy
prices, the stressed housing market, the credit crunch in the currently fragile
U.S. economy, the current crisis in the capital markets, and agreement among
economists that the U.S. has endured an economic recession of an as yet-to-
be determined length, the majority of utility stocks, on average, have continued
to sell at market prices well above their book value. In addition, as previously
discussed, the sustained high market-to-book ratios have been influenced by
factors other than fundamentals such as actual and reported growth in EPS

and DPS.
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Q.

HAVE ANY REGULATORY COMMISSIONS RECOGNIZED THIS
TENDENCY OF THE DCF MODEL TO UNDERSTATE/OVERSTATE
INVESTORS’ REQUIRED RETURN RATE WHEN MARKET-TO-BOOK
RATIOS ARE GREATER/LESS THAN UNITY?

Yes. The Pennsylvania Public Utilities Commission { PA PUC) recognized this
tendency in its order of August 26, 2005 in Docket No. R-00049862, et al re:
The City of Lancaster — Sewer Fund when it adopted the Administrative Law
Judge's market-to-book adjustment of 65 basis points (0.65%) because such
an adjustment was “consistent with our recent orders in PAWC, Aqua, and

PPL" and “as in PPL, we find that adjustment is necessary because the DCF

method produces the investor required return based on the current market

price, not the return on the book value capitalization.” With the MTB

adjustment, the equity return allowance is 10.75 percent. (emphasis added)
Similarly, in 1994, the Indiana Utility Regulatory Commission (IlURC)

recognized the tendency of the DCF model to understate the cost of equity

when market value exceeds book value noting that':

[ujnder the traditional DCF model . . . the appropriate earnings
level of the utility would not be derived by applying the DCF resuit
to the market price of the Company's stock . . . it would be applied
to the utility's net original cost rate base. /f the market price of the
stock exceeds its book value, . . . the investor will not achieve the
return which the model finds is necessary. (italics added)

More recently, the PA PUC affirmed the tendency of the DCF model to mis-
specify investors’ required return in its Order of February 8, 2007 in Docket No.

R-00061398, et al re: PPL Gas Utilities Corporation when it stated:

2

Re: Indiana-American Water Company, Inc. 150 PUR4th 141, 167-168 {IN URC 1994).
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The ALJ stated that the OTS and the OCA are correct that the

Commission favors the DCF method to determine the cost of

equity. However, the ALJ concluded, based on recent precedent,

that the Commission consistently has adopted a leverage

adjustment to compensate for the difference between market

prices and book value (used in ratemaking). (See, Aqua

Pennsylvania, 204, 234 (2004), Pa. PUC v. PPL Electric Utilities

Corp., Docket No. R-00049255, at 70-71 (2004); Pa. PUC v.

Pennsylvania American Water Co., 2002 Pa. PUC LEXIS 1; Pa.

PUC v. Phila. Suburban Water Co., 219 PUR4TH 272 (2002); Pa.

PUC v. Pennsylvania American Water Co., 231 PUR4TH 277

(2004)). According to the ALJ, these cases are persuasive that a

leverage adjustment should be employed with the DCF analysis.

(R.D. at 62-63).
CAN THE UNDER- OR OVERSTATEMENT OF THE INVESTORS’
REQUIRED RATE OF RETURN ON THE MARKET BY THE DCF MODEL BE
DEMONSTRATED MATHEMATICALLY?
Yes. Schedule PMA-5 demonstrates how a market-based DCF cost rate
applied to a book value which is either below or above market value will either
understate or overstate the investors’ required return on market value. As
shown, there is no realistic opportunity to earn the expected market-based rate
of return on book value. in Column 1, investors expect a 10.00% return on a
market price of $24.00. Column 2 shows that when the 10.00% return rate on
market value is applied to book value which is approximately 55.5% of market
value, the total annual return opportunity is just $1.333 on book value. With an
annual dividend of $0.840, there is an opportunity for growth of $0.493 which is
just 2.05% in contrast to the 6.50% growth in market price expected by
investors.

Conversely, in Column 3, where the market-to-book ratio is 80%, when

the 10.00% return rate on market value is applied to a book value which is
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approximately 25.0% greater than market value, the total annual return
opportunity is $3.000 on book value with an annual dividend of $0.840, there is
an opportunity for growth of $2.160 which is 9.00% in contrast to the 6.50%
growth in market price expected by investors.

Hence, it is clear that the DCF model either understates/overstates
investors’ required cost of common equity capital when market values
exceed/are less than their underlying book values and thus multiple cost of
common equity modeis should be relied upon, rather than exclusive reliance
upon the DCF model, when estimating investors’ expectations.

HAVE ANY COMMISSIONS EXPLICITLY STATED THAT THE DCF MODEL
SHOULD NOT BE RELIED UPON EXCLUSIVELY?

Yes. In my experience, the majority of regulatory commissions rely upon a
combination of the various cost of common equity models available.

Specifically, the lowa Utilities Board (IUB) has recognized the tendency of
the DCF model to understate investors' expected cost of common equity capital
when market values are significantly above their book values. In its June 17,

1994 Final Decision and Order in Re U.S. West Communications, Docket No.

RPU-93-g the |UB stated:'®

While the Board has relied in the past on the DCF model, in lowa
Electric Light and Power Company, Docket No. RPU-89-9, "Final
Decision and Order" (October 15, 1990), the Board stated: '[T]he
DCF model may understate the return on equity in some
circumstances. This is particularly true when the market is
reiatively volatile and the company in question has a market-to-
book ratio in excess of one." Those conditions exist in this case
and the Board will not rely on the DCF return. (Consumer

19

Re: U.S. West Communications, Inc. 152 PURA4th 446, 459 (1A UB 1994).
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Also,

phen

Advocate Ex. 367, See Tr. 2208, 2250, 2277, 2283-2284). The
DCF approach underestimates the cost of equity needed fo assure
capital attraction during this time of market uncertainty and
volatility. The board will, therefore, give preference to the risk
prernium approach. (italics added)

the Hawaii Public Utilities Commission (HPUC) recognized this

omenon in a decision dated June 30, 1992%° in a case regarding Hawaiian

Electric Company, Inc., when it stated:

DO

In this docket, as in other rate proceedings, experts disagree on
the relative merits of the various methods of determining the cost
of common equity. In this docket, HECO is particularly criticai of
the use of the constant growth DCF methodology. It asserts that
method is imbued with downward bias and, thus, its use will
understate common equity cost. We are cognizant of the
shortcomings of the DCF method. There are, however,
shortcomings to be found with the use of CAPM and the RP
methods as well. We reiterate that, despite the problems with the
use of any methodolegy, all methods should be considered and
that the DCF method and the combined CAPM and RP methods
should be given equal weight. (italics added)

OTHER COST OF COMMON EQUITY MODELS CONTAIN

UNREALISTIC ASSUMPTIONS AND HAVE SHORTCOMINGS?

Yes.
upon

beca

reliance upon it. Although the DCF model is useful, as noted previously, it is
not a superior methodology that supplants financial theory and market

evidence based upon other valid cost of common equity models. For these

That is why | am not recommending that any of the models be relied
exclusively, but | have focused on the shortcomings of the DCF model

use some regulatory commissions still place excessive or exclusive

reasons, no model, including the DCF, should be relied upon exclusively.

20

Re:

Hawaiian Electric Company, Inc., 134 PUR4th 418, 479 (HI PUC 1992}
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WHICH VERSION OF THE DCF MODEL DO YOU USE?

| utilize the single-stage constant growth DCF model because, in my
experience, it is the most widely utilized version of the DCF used in public utility
rate regulation. In my opinion, it is widely utilized because utilities are
generally in the mature stage of their lifecycles and not transitioning from one
growth stage to another. This is especially true for water utilities.

All companies, including utilities, go through typical life cycles in their
development, initially progressing through a growth stage, moving onto a
transition stage and finally assuming a steady-state or constant growth state.
However, the U.S. public utility industry is a long-standing industry in the U.S.,
dating back to approximately 18822'. The standards of rate of return regulation
of public utilities date back to the previously discussed principles of fair rate of
return established in the Hope? and Bluefield® decisions of 1944 and 1923,
respectively. Hence, the public utility industry in the U.S. is a stable and mature
industry characterized by the steady-state or constant-growth stage of a multi-
stage DCF model. The economics of the utility industry reflect the features of
this relative stability and demand maturity. As regulated businesses, their
returns on capital investment, i.e., rate base, are set through a ratemaking
process and not determined in the competitive markets. This characteristic,
taken together with the longevity of the public utility industry, all contribute to

the stability and maturity of the industry, inciuding the water utility industry.

2l

rd

23

Bonbright, Danielsen and Kamerschen 334.
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 (1923).
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Since there is no basis for applying multi-stage growth versions of the
DCF model to determine the common equity cost rates of mature public utility
companies the constant growth model is most appropriate.

PLEASE DESCRIBE THE DIVIDEND YIELD YOU USED IN YOUR
APPLICATION OF THE DCF MODEL.

The unadjusted dividend yields are based upon an average of a recent spot
date (October 2, 2009) as well as an average of the three months ended
September 30, 2009, respectively, which are derived on Schedule PMA-7. The
average unadjusted dividend yield is 3.38% and the median is 3.12% for the
six water companies and 4.52% and 4.65%, respectively, for the eight LDCs.
PLEASE EXPLAIN THE DIVIDEND GROWTH COMPONENT SHOWN ON
SCHEDULE PMA-7, COLUMN 2.

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

Since the various companies in the proxy groups 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, or
Din. This is a conservative approach which 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 on Schedule PMA-6

have been adjusted upward to reflect one-half the growth rates shown in
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Column 4.
PLEASE EXPLAIN THE BASIS OF THE GROWTH RATES OF THE PROXY
GROUPS WHICH YOU USE IN YOUR APPLICATION OF THE DCF MODEL.
Schedule PMA-8 shows that approximately 58% of the common shares of the
six water companies and 47% of the common shares of the eight LDCs are
held by individuals as opposed to institutional investors. Individual investors
are particularly likely to place great significance on the opinions expressed by
financial information services, such as Value Line and Reuters, which are
easily accessible and/or available on the Internet and through public libraries.
Investors realize that analysts have significant insight into the dynamics of the
industries and they analyze individual companies as well as companies'
abilities to effectively manage the effects of changing laws and regulations and
ever changing economic and market conditions.

Over the long run, there can be no growth in DPS without growth in
EPS. Earnings expectations have a more significant, but not sole, influence on
market prices than dividend expectations. Thus, the use of 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.
Earnings expectations have a significant influence on market prices and their
appreciation or “growth” experienced by investors. This should be evident
even to relatively unsophisticated investors just by listening to financial new

reports on radio, TV or reading the newspapers. In fact, Dr. Morin in his book,
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New Regulatory Finance, (2006) states on page 298%*:

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 invesiors who do not possess the
resources to make their own forecasts, that is, they are a cause
of g. The accuracy of these forecasts in the sense of whether
they turn out to be correct is not at issue here, as long as they
reflect widely held expectations. As long as the forecasts are
typical and/or influential in that they are consistent with current
stock price levels, they are relevant. The use of analysts’
forecasts in the DCF model is sometimes denounced on the
grounds that it is difficult to forecast earnings and dividends for
only one year, let alone for longer time periods. This objection is
unfounded, however, because it is present investor expectations
that are being priced; it is the consensus forecast that is
embedded in price and therefore in required return, and not the
future as it will turn out to be.

* k&

Published studies in the academic literature demonstrate that
growth forecasts made by security analysts represent an
appropriate source of DCF growth rates, are reasonable
indicators of investor expectations and are more accurate than
forecasts based on historical growth. These studies show that
investors rely on analysts’ forecasts to a greater extent than on
historic data only.

In addition, Myron Gordon, the “father” of the standard reguiatory
version of the DCF model widely utilized throughout the United States in rate
basefrate of return regulation has recognized the significance of analysts’
forecasts of growth in EPS in a speech he gave in March 1990 before the

Institute for Quantitative Research and Finance. He said:

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

24

Morin 298.
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variation in price among common stocks. . . estimates by

security analysts available from sources such as IBES are far

superior to the data available to Malkiel and Cragg. Eq (7) is not

as elegant as Eq (4), but it has a good deal more intuitive

appeal. |t says that investors buy earnings, but what they will

pay for a dollar of earnings increases with the extent to which the

earnings are reflected in the dividend or in appreciation through

growth.

Professor Gordon recognized that total return is largely affected by the
terminal price which is mostly affected by earnings (hence price / eamings
multiples). However, while EPS is the most significant factor influencing
market prices, it is by no means the only factor that affects market prices, a
fact recognized by Bonbright with regard to public utilities as discussed
previously.

Studies performed by Cragg and Malkief®®

demonstrate that analysts’
forecasts are superior to historical growth rate extrapolations. Some question
the accuracy of analysts’ forecast of EPS growth, however, it does not really
matter what the level of accuracy of those analysts’ forecasts is well after the
fact. What is important is that they influence investors and hence the market
prices they pay. Moreover, there is no empirical evidence that investors
consistent with the EMH, would discount or disregard analysts’ estimates of
growth in earnings per share. The “semistrong” form of the EMH which is
generally held to be true indicates that all perceived risks are taken into
account by investors in the prices they pay for securities and investors are

aware of all publicly-available information, including bond ratings, discussions

about companies by bond rating agencies and investment analysts, as well as

John G. Cragg and Burion G. Malkiel, Expectations and the Structure of Share Prices {University of Chicago Press,
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the many analysts earnings growth forecasts available. Investors are aiso
aware of the accuracy of past forecasts, whether for EPS or DPS growth or for
interest rates levels. Investors have no prior knowledge of the accuracy of any
forecasts available at the time they make their investment decisions, as that
accuracy only becomes known after some future period of time has elapsed.
Therefore, consistent with the EMH upon which the cost of common equity
models | utilize are based, since investors have such analysts’ earnings growth
rate projections available to them and investors are aware of the accuracy of
such projections, analysts earnings projections shouid be relied upon in a cost

of common equity analysis.

In addition to the empirical and academic support discussed previously
regarding the superiority of analysts’ EPS growth forecasts in response to
concern about the use of analysts' forecasts, Dr. Burton G. Malkiel, the
Chemical Bank Chairman’'s Professor of Economics at Princeton University
and author of the widely read national bestseller book on investing entitied, A
Random Walk Down Wall Street,” Professor Malkiel affirmed his belief in the
superiority of analysts’ earnings forecasts when he testified before the Public

Service Commission of South Carolina, in November 2002:

With all the publicity given to tainted analysts’ forecasts and
investigations instituted by the New York Attorney General, the
National Association of Securities Dealers, and the Securities &
Exchange Commission, | believe the upward bias that existed in
the late 1990s has indeed diminished. In summary, | believe that
current analysts' forecasts are more reliable than they were
during the late 1990s. Therefore, analysts’ forecasts remain the
proper tool to use in performing a Gordon Model DCF analysis.

1982) Chapter 4.
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(Rebuttal testimony, South Carolina Electric and Gas Co., pp. 16-
17, Docket No. 2002-223-E)

Further confirmation that Professor Malkiel's view is correct can be
found in the steps taken by the U.S. Securities and Exchange Commission
(SEC) to remove any conflict of interest regarding security analysts” EPS
forecasts. In her speech given on May 8, 2002, Lori Richards, Director, Office

of Compliance Inspections and Examinations noted that:

. .. the SEC.approved rule changes proposed by the National
Association of Securities Dealers, Inc. and the new York Stock
Exchange, Inc. regarding analyst conflicts of interest. These
rules reflect a dramatic change in the way analysts are
regulated.

The new rules include:

1) Limitations on the Relationships and Communications Between
investment Banking and Research Analysts.

2) Analyst Compensation Prohibitions.

3) Firm Compensation.

4) Promises of Favorable Research are Prohibited.

5) Restrictions on Personal Trading by Analysts.

6) Disclosures of Financial Interests in Covered Companies.

7) Disclosures in Research Reports Regarding the Firm’s Ratings.
8) Disclosures During Public Appearances by Analysts.

Ms. Richards concluded her speech with:

This is a time of change for research analysts. In some quarters,
they have been vilified. It's important to remember that they
perform an important service - - - and they need to do their work
in an environment free from conflicts and biases. Investor trust is
too critical to their work to allow them to be compromised. The
new SRO rules approved by the SEC today, and the other steps
we are taking, go a long way to helping analysts regain their
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independence.

In addition, on April 28, 2003, the U.S. Securities & Exchange
Commission issued the following: “Statement Regarding Global Settlement

Related to Analyst Conflicts of Interest’, which stated, in part:

The settlements include important structural requirements

designed to insulate research analysts from pressures by

investment banking...

Considering that April 2003 was more than six years ago, investors have been
fully aware since then of the steps that have been taken to eliminate and
prevent analysts’ conflict of interest. In view of the foregoing, it is apparent that
analysts’ forecasts of earnings remain the best predictor of growth for use in
the DCF model.

Consequently, | have reviewed analysts' projected growth in EPS, as
well as Value Line's projected five-year compound growth rates in EPS for
each company in the proxy groups which are summarized on page 1, Schedule
PMA-9. As shown in Column 1 on page 1 of Schedule PMA-9, the average
projected five-year growth rate in EPS is 8.13% and the median is 8.33% for
the six water companies and 4.39% and 4.38%, respectively for the eight
LDCs.

PLEASE SUMMARIZE THE DCF MODEL RESULTS.
As shown on Schedule PMA-6, the results of the application of the single-stage
DCF model are 11.64% using the average and 11.76% when using the median

value of the six water company's results. As also shown on Schedule PMA-6,

the results of the application of the single-stage DCF model are 9.01% using
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the average and 8.71% when using the median value of the eight LDCs’ result.
In arriving at conclusions of indicated common equity cost rate for the proxy
groups, | have relied upon the median of the results of the DCF, due to the
wide range of DCF results as well as the currently extremely volatile capital
market conditions. In my opinion, the median is a more accurate and reliable
measure of central tendency, and provides recognition to all the DCF results.

In view of the foregoing, as shown on Schedule PMA-9 the indicated
common equity cost rate based upon the application of the DCF model is
11.76% for the six water companies and 8.71% for the eight LDCs.

The Risk Premium Model (RPM}

PLEASE DESCRIBE THE THEORETICAL BASIS OF THE RPM.

The RPM is based upon the basic financial principle of risk and return, namely,
that investors require a greater return for bearing greater risk. The RPM
recognizes that common equity capital has greater investment risk, than debt
capital, as common equity shareholders are last in line in any claim on a
company’s earnings and assets, with debt holders being first in line. Therefore,
investors require higher returns from common stocks than from investment in
bonds to compensate them for bearing the additional risk.

While the investors’ required common equity return cannot be directly
determined or observed, bond returns and yields can. According to RPM
theory one can assess a common equity risk premium over bonds, either
historically or prospectively, one can use that premium to derive a cost rate of

common equity.
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In summary with RPM theory, the cost of common equity equals the
expected cost rate for long-term debt capital pilus a risk premium to
compensate common shareholders for the added risk of being unsecured and
last-in-line for any claim on the corporation’s assets and earnings.

SOME ANALYSTS STATE THAT THE RPM IS ANOTHER FORM OF THE
CAPM. DO YOU AGREE?

While there are some similarities, there is a very significant distinction between
the two models. The RPM and CAPM both add a "risk premium” to an interest
rate. However, the beta approach to the determination of an equity risk

premium in the RPM should not be confused with the CAPM. Beta is a

measure of systematic, or market, risk, a relatively small percentage of total
risk (the sum of both non-diversifiable systematic and diversifiable
unsystematic risk). Unsystematic risk is fully captured in the RPM through the
use of the long-term public utility bond yield as can be shown by reference to
pages 3 through 9 of Schedule PMA-2 which confirm that the bond rating
process involves an assessment of business risks. In contrast, the use of a
risk-free rate of return in the CAPM does not, and by definition cannot, reflect a
company's specific i.e., unsystematic risk. Consequently, a much larger
portion of the total common equity cost rate is reflected in the company- or
proxy group-specific bond yield {a product of the bond rating) than is reflected
in the risk-free rate in the CAPM, or indeed even by the dividend yield
employed in the DCF model. Moreover, the financial literature recognizes the

RPM and CAPM as two separate and distinct cost of common equity models.
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HAVE YOU PERFORMED RPM ANALYSES OF COMMON EQUITY COST
RATE FOR THE PROXY GROUPS?

Yes. The results of my application of the RPM are summarized on page 1 of
Schedule PMA-10 and detailed on pages 2 through 9. The first step is to
determine the expected bond yield.

PLEASE EXPLAIN THE BASIS OF THE EXPECTED BOND YIELDS OF
6.00% AND 6.24% APPLICABLE TO THE PROXY GROUPS OF WATER
AND GAS COMPANIES, RESPECTIVELY.

Because both ratemaking and the cost of common equity are prospective, a
prospective yield on similarly-rated long-term debt is essential. As shown on
Schedule PMA-10, page 2, although based upon only one water company, the
average Moody's bond rating is A2 for the six water companies while the
average Moody's bond rating is A3 for the eight LDCs. | relied upon a
consensus forecast of about 50 economists of the expected yield on Aaa rated
corporate bonds for the six calendar quarters ending with the first calendar
quarter of 2011 as derived from the October 1, 2009 Blue Chip Financial
Forecasts (shown on page 7 of Schedule PMA-10). As shown on Line No. 1 of
page 1 of Schedule PMA-10, the average expected yield on Moody’s Aaa rated
corporate bonds is 5.53%. It is necessary to adjust that average vyield to be
equivalent to a Moody’s A2 rated public utility bond. Requiring the adjustment
of 0.47%, shown on Line No. 2 and explained in Note 2. After adjustment, the
expected bond yield applicable to a Moody's A rated public utility bond is

6.00% as shown on Line No. 3.
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The six water companies average Moody’s bond rating is A2, therefore,
no adjustment is necessary to make the prospective bond yield applicable to
an A2 public utility bond. However, because the average Moody's bond rating
of the eight LDCs is A3, an adjustment of 24 basis points (0.24%) is necessary
to make the prospective bond yield applicable to an A3 public utility bond as
shown on line No. 5. Therefore, the expected specific bond yields are 6.00%
for the six water companies and 6.24% for the eight LDCs as shown on line
No. 6.

PLEASE EXPLAIN THE METHOD UTILIZED TO ESTIMATE THE EQUITY
RISK PREMIUM.

| evaluated the results of two different historical equity risk premium studies, as
well as Value Line's forecasted total annual market return in excess of the
prospective yield on high grade corporate bonds, as detailed on pages 95, 6 and
8 of Schedule PMA-10. As shown on Line No.3, page 5, the mean equity risk
premium is 5.06% applicable to the of six water companies and 4.50%
applicable to the of eight LDCs. These estimates are the result of an average
of a beta-derived historical equity risk premium as well as the mean historical
equity risk premium applicable to public utilities with bonds rated A,
respectively, based upon holding period returns.

The basis of the beta-derived equity risk premiums applicable to the proxy
groups is shown on page 6 of Schedule PMA-10. The beta-determined equity
risk premium should receive substantial weight because betas are derived from

the market prices of common stocks over a recent five-year period. Beta is a
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meaningful measure of prospective relative risk to the market as a whole and is
a logical means by which to allocate a relative share of the market's total equity
risk premium.

The total market equity risk premium utilized is 7.46% and is based upon
an average of the long-term historical market risk premium and forecasted
market risk premium as well as an equity risk premium based upon a study of
the holding period returns of the S&P Public Utility Index relative to A rated
public utility bond yields. To derive the historical market equity risk premium, |
used the most recent Morningstar®® data on holding period returns for the S&P
500 Composite Index and the average historical yield on Moody's Aaa and A
rated corporate bonds for the period 1926-2008. The use of holding period
returns over a very long period of time is useful in the beta approach because it
is.consistent with the long-term investment horizon presumed by the DCF

model. As the |bbotson SBBI — 2009 Valuation Yearbook — Market Results for

Stocks. Bonds. Bills and inflation — 1926-2008, ({Ibbotson SBBI) states?’:

The estimate of the equity risk premium depends on the length of
the data series studied. A proper estimate of the equity risk
premium requires a data series long enough to give a reliable
average without being unduly influenced by very good and very
poor short-term returns. When calculated using a long data
series, the historical equity risk premium is relatively stable.’
Furthermore, because an average of the realized equity risk
premium is quite volatile when calculated using a short history,
using a long series makes it less likely that the analyst can justify
any number he or she wants. The magnitude of how shorter
periods can affect the result will be explored later in this chapter.

2%

27

Momingstar, Inc. acquired Ibbotson Associates in 2006.

ibbotson SBBI — 2009 Valuation Yearbook — Market Results for Stocks, Bonds, Bills and Inflation — 1926 — 2008
(Morningstar, Inc., 2009) 61.

46




[N JE N VL N W W VN W G N |
COR~NOORARWLUN_L2OOCONIIOARWN-

[
e

WWWWWNRNRNONNNRNODND
BLOUON_2OOOCO~NOOOAW

W W
O

37
38
39

40

Some analysts estimate the expected equity risk premium using a
shorter, more recent time period on the basis that recent events
are more likely to be repeated in the near future; furthermore, they
believe that the 1920s, 1930s and 1940s contain too many
unusual events. This view is suspect because all periods contain
"unusual” events. Some of the most unusual events this century
took place quite recently, including the inflation of the late 1970s
and early 1980s, the October 1887 stock market crash, the
collapse of the high-yield bond market, the major contraction and
consolidation of the thrift industry, the collapse of the Soviet
Union, the development of the European Economic Community,
and the attacks of September 11, 2001.

It is even difficult for economists to predict the economic
environment of the future. For example, if one were analyzing the
stock market in 1987 before the crash, it would be statistically
improbable to predict the impending short-term volatility without
considering the stock market crash and market volatility of the
1929-1931 period.

Without an appreciation of the 1920s and 1930s, no one would
believe that such events could happen. The 83-year period
starting with 1926 is representative of what can happen: it
includes high and low returns, volatile and quiet markets, war and
peace, inflation and deflation, and prosperity and depression.
Restricting attention to a shorter historical period underestimates
the amount of change that could occur in a long future period.
Finally, because historical event-types (not specific events) tend to
repeat themselves, long-run capital market return studies can
reveal a great deal about the future. Investors probably expect
“‘unusual” events to occur from time to time, and their return
expectations reflect this. (footnote omitted)

WHICH EQUITY RISK PREMIUM IS APPROPRIATE FOR COST OF
CAPITAL PURPOSES, ONE BASED UPON ARITHMETIC MEAN
HISTORICAL RETURNS OR ONE BASED UPON GEOMETRIC MEAN
HISTORICAL RETURNS?

An equity risk premium based upon arithmetic mean historical returns over a
very long period of time is appropriate because it captures the effect of

changing economic conditions on equity risk premia over time.
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The financial literature is quite clear that risk is measured by the variability
of expected returns, i.e., the probability distribution of returns. Weston and
Brigham?® provide the standard financial textbook definition of the riskiness of
an asset when they state;

The riskiness of an asset is defined in terms of the likely variability
of future returns from the asset. (emphasis added)

In addition, Morin states?®:

The geometric mean answers the question of what constant return
you would have had to achieve in each year to have your
investment growth match the return achieved by the stock market.
The arithmetic mean answers the question of what growth rate is
the best estimate of the future amount of money that will be
produced by continually reinvesting in the stock market, It is the
rate of return which, compounded over multiple periods, gives the
mean of the probability distribution of ending wealth. (emphasis
added)

And, Brealey and Myers*® note:

The proper uses of arithmetic and compound rates of return from

past investments are often misunderstood. . . Thus the arithmetic

average of the returns correctly measures the opportunity cost of

capital for investments. . . Moral. If the cost of capital is estimated

from historical returns or risk premiums, use arithmetic averages,

not compound annual rates of return. (italics in original)

Ibbotson Associates explains in detail, in pages 59 through 62 of |bbotson
SBBI, and shown in Schedule PMA-11, why the arithmetic mean calculated
over a very long period of time is the correct mean to use when estimating the

cost of capital.

As Ibbotson SBBI states®':

g8 8

J. Fred Weston and Eugene F. Brigham, Essentials of Managerial Finance, 3" Ed., (The Dryden Press, 1974) 272,
Marin 133.

Brealey, R.A. and Myers, S.C., Principles of Corporate Finance, 5™ Ed., (McGraw-Hill Publications,

inc., 1996) 146-147.

48




—h
OOO~-NOO AN

BAWWWWWWWWWWRNNDRNRRPNDNNNND - - a2
200 NTONMBEON2OOOO~NNONAEWUN2O0O0O0OO~NOOBAWN=

-9
3%}

The equity risk premium data presented in this book are arithmetic
average risk premia as opposed to geometric average risk premia.
The arithmetic average equity risk premium can be demonstrated
to be most appropriate when discounting future cash flows. For
use as the expected equity risk premium in either the CAPM or the
building block approach, the arithmetic mean or the simple
difference of the arithmetic means of stock market returns and
riskless rates is the relevant number. This is because both the
CAPM and the building block approach are additive modeis, in
which the cost of capital is the sum of its parts. The geometric
average is more appropriate for reporting past performance, since
it represents the compound average return.

The argument for using the arithmetic average is quite
straightforward. In looking at projected cash flows, the equity risk
premium that should be employed is the equity risk premium that
is expected to actually be incurred over the future time periods.
Graph 5-3 shows the realized equity risk premium for each year
based on the returns of the S&P 500 and the income return on
long-term government bonds. (The actual, observed difference
between the return on the stock market and the riskless rate is
known as the realized equity risk premium.) There is considerable
volatility in the year-by-year statistics. At times the realized equity
risk premium is even negative.

As Ibbotson Associates® state in their 1999 Yearbook:

The expected equity risk premium should always be calculated
using the arithmetic mean. The arithmetic mean is the rate of
return which, when compounded over multiple periods, gives the
mean of the probability distribution of ending wealth
values....Stated another way, the arithmetic mean is correct
because an investment with uncertain returns will have a higher
expected ending wealth value than an investment which earns,
with certainty, its compound or geometric rate of return every
year....Therefore, in the investment markets, where returns are
described by a probability distribution, the arithmetic mean is the
measure that accounts for uncertainty, and is the appropriate one
for estimating discount rates and the cost of capital. (italics added)

As previously discussed, investors gain insight into relative riskiness by

analyzing expected future variability. Ex-post (historical) total returns and

k2l

ibbotson SBBI §9.
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equity risk premium spreads differ in size and direction over time. This is

precisely why the arithmetic mean is important as it provides insight into the

variance and standard deviation of returns. This prospect for variance, as

captured in the arithmetic mean, provides the valuable insight needed by
investors and rate of return analysts alike to estimate expected risk of common
stocks. Absent such valuable insight into the potential variance of returns,
investors and rate of réturn analysts cannot meaningfully evaluate prospective
risk. As discussed previously, all of the cost of common equity models,
including the DCF, are premised upon the EMH, that all publicly available
information is reflected in the market prices paid. If investors relied upon the
geometric mean of ex-post spreads, 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, critical o risk analysis. To put it even

more simply, using the geometric mean to estimate the equity risk premium is
tantamount to reading the first and last page of a complete history of the Civil
War and presuming to know what occurred during the Civil War.

CAN IT BE DEMONSTRATED THAT THE ARITHMETIC MEAN TAKES INTO
ACCOUNT ALL OF THE RETURNS AND THEREFORE IS THE

APPROPRIATE MEAN TO USE WHEN ESTIMATING THE OPPORTUNITY

COST OF CAPITAL?

Ibbotson Associates, Stocks, Bonds, Bills and Inflation - 1993 Yearbook 157-158.

A e e
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Yes. Schedule PMA-12, which consists of three pages, graphically
demonstrates this premise. Page 1 charts the returns on large company
stocks for each and every year, 1926 through 2008 from Morningstar's

Ibhbotson SBBI. It is clear from the variation of these returns that stock market

returns, and hence, equity risk premia, vary for the entire period from 1926
through 2008, as shown on page 2.

The clear bell-shaped pattern to the probability distribution of returns,
shown on page 2 indicates that they are randomly generated. Because the
arithmetic mean of this distribution of returns considers each and every return
in the distribution, it takes into account the standard deviation or likely variance
which may be experienced in the future when estimating the rate of return
based upon such historical returns. In contrast, page 3 of Schedule PMA-12
Rebuttal demonstrates that when the geometric mean is calculated, only two of
the returns are considered, namely those for the initial and terminal years,
which, in this case, are 1926 and 2008. Based upon only those two years, a
constant rate of return is calculated by the geometric average. That constant
return, when represented graphically, would be a flat line over the entire 1926
to 2008 time period which is obviously far different from reality, based upon the
probability distribution of returns shown on page 2 and demonstrated on page
1.

In view of all the foregoing, it should be clear that the arithmetic mean
long-term historical risk premium takes the standard deviation of returns which

is critical to risk analysis into account. The geometric mean is appropriate only
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when measuring historical performance and should not be used to estimate the
investors’ required rate of return.

Consequently, the long-term historical arithmetic mean total return rates
on the market as a whole of 11.70% and the long-term arithmetic mean yield
on corporate bonds of 6.10% were used, as shown at Line Nos. 1 and 2 of
page 6 of Schedule PMA-10. As shown on Line No. 3 of page 6, the resultant
long-term historical equity risk premium on the market as a whole is 5.60%.

In addition, | used arithmetic mean return rates and yields (income
returns) because they are appropriate for cost of capital purposes as noted in

the Ibbotson SBBI = 2009 Valuation Yearbook.

Arithmetic mean return rates and yields are appropriate because
ex-post (historical} total returns and equity risk premiums differ in
size and direction over time, providing insight into the variance
and standard deviation of returns. Because the arithmetic mean
captures the prospect for variance in returns and equity risk
premiums, it provides the valuable insight needed by investors in
estimating future risk when making a current investment. Absent
such valuable insight into the potential variance of returns,
investors cannot meaningfully evaluate prospective risk. If
investors alternatively relied upon the geometric mean of ex-post
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, critical to risk analysis.

HOW DID YOU INCORPORATE VALUE LINE'S FORECASTED TOTAL
ANNUAL MARKET RETURN IN EXCESS OF THE PROSPECTIVE YIELD
ON HIGH RATED CORPORATE BONDS IN YOUR DEVELOPMENT OF AN
EQUITY RISK PREMIUM FOR YOUR RPM ANALYSIS?

The basis of the forecasted market equity risk premium can be found on Line
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Nos. 4 through 6 on page 6 of Schedule PMA-10. It is derived from an average
of the most recent 3-month (using the months of July 2009 through September
2009) and a recent spot (October 9, 2009) 3-5 year median market price
appreciation potentials by Value Line 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 as explained in detail in Note 1 on page 3 of Schedule PMA-
14.

The average median expected price appreciation is 61% which translates
to 12.64% per annum and, when added to the average (similarly calculated)
median dividend yield of 2.20% equates to a forecasted annual total return rate
on the market as a whole of 14.84%. Thus, this methodology is consistent with
the use of the 3-month and spot dividend yields in my application of the DCF
model. To derive the forecasted total market equity risk premium of 9.31%
shown on Scheduie PMA-10, page 6, Line No. 6, the September 1, 2009
forecast of about 50 economists of the expected yield on Moody’'s Aaa rated
corporate bonds for the six calendar quarters ending with the first calendar

quarter 2011 of 5.53% from Blue Chip Financial Forecasts was deducted from

the forecasted total market return of 14.84%. The calculation resulted in an
expected market risk premium of 9.31%.

WHY DO YOU GIVE EQUAL WEIGHT TO THE HISTORICAL AND
FORECASTED EQUITY RISK PREMIUM?

Both the cost of capital and ratemaking are expectational. As such investors’

expectations are, in large measure, influenced by forecasts of the future
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performance of the market as well as specific companies and industries.

The recent recession, which may or may not yet be over, and capital
market crisis resulted in a substantial decline in market values with a
concurrent flight to quality, i.e., greater investment in U.S. government
securities and better quality debt such as that rated Aaa and/or Aa in the
corporate and utility sectors. Schedule PMA-13 shows that the yield spreads
between Moody’s A and Baa rated utility bonds from October 1989 through
September 2009 have averaged 34 basis points which is in contrast to more
recent spreads attributable to the recent global recession which were
significantly greater than 100 basis points. Currently, the cost of debt capital is
stabilizing somewhat to levels experienced prior to the beginning of the
recession in late 2007. The potential for market price appreciation is still
significant despite a huge increase in the Dow Jones Industrial Average (DJI)
between March 9, 2009 (the low) and October 2, 2009. Over that time, the DJI
increased by nearly 45% from 6,547.05 to 9,487.67. Nonetheless, there is still
considerable upside potential, considering that the DJI's all-time high was
14,164.53 on October 9, 2007, or approximately 50% above levels just prior to
the beginning of the current recession. Exclusive reliance upon historical data
will not properly reflect the significant increase in risk which has affected both
debt and common equity capital due to the recent turmoil in the capital
markets. Thus, it is appropriate to give equal weight to the current level of

expected market appreciation as well as historical market retumns.

In an interview at the height of the crisis, Roger lbbotson, the founder of
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Ibbotson Associates, now a wholly-owned subsidiary of Morningstar, Inc. and
Professor of Finance at the Yale School of Management, stated that reliance
upon historical statistics including the standard deviation of returns are not

reflective of current and prospective risk.

The following exchange occurred between Paul D. Kaplan of Morningstar

and Professor Ibbotson on December 17, 2008%:

Kaplan: Dr. Ibbotson, is the economy fundamentally unstable or
does it self-stabilize? It is curious that economists of every stripe
right now are calling for aggressive government action regardless
of what theory they normally subscribe to.

Ibbotson: The economy has lots of self-stabilizing features, and it
has other features that are destabilizing. Most of the time the
economy is stabilizing, but certainly, | won't argue that the
situation is stable now; instead, we have discontinuities here of an
extreme sort.

But there are also behavioral aspects of this. [/ think the risks are
definitely much higher than you might think of just looking at
standard deviation, not only from the mathematical aspects of
other measures of risk, but also from the way people react when
they have the bad result. People often have the bad result at the
same time they are losing their human capital income. Theyre
losing all of their wealth at the same time, so they tend to be much
more risk-averse than standard economics would show them to
be. There is a lot of risk, and there’s more risk than we think.
(Emphasis added)

Kaplan: Our readers are getting a lot of questions from their
clients about what they should do. What kinds of things should
advisors be discussing with their clients?

Ibbotson: | would be saying that when markets pull out of

Morningstar Adviser, February 2, 2009.
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calamities, they often have their highest returns. We had the

highest return ever in 1933 in the midst of a severe depression.

You get the extreme pullout when things start to get a bit better.

The markets in general move ahead of what's actually happening

in the economy. The risk premium on stocks has gone way up

because of the fact that investors now recognize that there is

much more risk in the market than they had recognized. Stocks

may not be done dropping, especially in light of what's happened

to the financial system, and | don't know when it's going to start to

straighten out, but ultimately, in the long run, stocks are a good

investment. (Emphasis added)

Thus, since we are still in the recession, or just now beginning to emerge
from the recession, and the market, while recovering from the lows of early
2009, stili has not recovered to its pre-recession high, there is still greater
current and prospective risk for investors. This requires an equity risk premium
commensurate with the greater perceived risk, certainly exceeding an equity
risk premium based exclusively on historical indicators. Therefore, | have
given equal weight to the historical equity risk premium and the forecasted
equity risk premium.

Consequently, in arriving at my conclusion of equity risk premium of on
Line No. 7 on page 6 of Schedule PMA-10, | have given equal weight to the
historical equity risk premium of 5.60% and the forecasted equity risk premium
of 9.31% shown on Line Nos. 3 and 6, respectively {(7.46% = (5.60% +
9.31%)/2).

WHAT IS YOUR CONCLUSION OF AN EQUITY RISK PREMIUM FOR USE
IN YOUR RPM ANALYSIS?
On page 9 of Schedule PMA-10, the most current Value Line betas for the

companies in the proxy groups are shown. Applying the median beta of the
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proxy groups, consistent with my reliance upon the median DCF results as
previously discussed, to the market equity risk premium of results in a beta
adjusted equity risk premium of 5.96% for the proxy group of six water
companies and 4.85% for the proxy group of eight LDCs as shown on page 6,
Line No. 9.

A mean equity risk premium of 4.15% applicable to utilities with A rated
public utility bonds such as the proxy group of six water companies and the
proxy group of eight LDCs was caiculated based upon holding period returns
from a study using public utilities, as shown on Line No. 2, page 5 of Schedule
PMA-10 and is detailed on page 8.

The equity risk premiums applicable to the proxy group of six water
companies and eight LDCs are the averages of the beta-derived premiums and
those based upon the holding period returns of public utilities with A rated
bonds, as summarized on Schedule PMA-10, page 5, i.e., 5.06% and 4.50%,
respectively.

WHAT ARE THE INDICATED RPM COMMON EQUITY COST RATES?

They are 11.06% for the six water companies and 10.74% for the eight LDCs
as shown on Schedule PMA-10, page 1.

SOME CRITICS OF THE RPM MODEL CLAIM THAT ITS WEAKNESS IS
THAT IT PRESUMES A CONSTANT EQUITY RISK PREMIUM. IS SUCH A
CLAIM VALID?

No. The equity risk premium varies inversely with interest rate changes,

although not in tandem with those changes. The presumption of a constant
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equity risk premium is no different than the presumption of a constant "g", or
growth component, in the DCF model. If one calculates a DCF cost rate today,
the absolute result "k", as well as the growth component "g", would invariably
differ from a calculation made just one or several months earlier or later. This
implies that "g" does change, although in the application of the standard DCF
model, "g" is presumed to be constant. Hence, there is no difference between
the RPM and DCF models in that both models assume a constant component,
but in reality, these components, "g" and the equity risk premium both change.

As Morin™ states with respect to the DCF model:

It is not necessary that g be constant year after year to make the

model valid. The growth rate may vary randomly around some

average expected value. Random variations around trend are

perfectly acceptable, as long as the mean expected growth is
constant. The growth rate must be 'expectationally constant' to

use formal statistical jargon. (italics added)

The foregoing confirms that the RPM is similar to the DCF model. Both
assume an ‘“expectationally constant’ risk premium and growth rate,
respectively, but in reality both vary {change) randomly around an arithmetic
mean. Consequently, the use of the arithmetic mean, and not the geometric
mean is confirmed as appropriate in the determination of an equity risk

premium as discussed previously.

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. This covariability is measured by beta ("g"), an index

Maorin 256.
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measure of an individual security's variability relative to the market. 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 for
these systematic risks which are caused by macroeconomic and other events
that affect the returns on ali 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 market as
measured by beta. The traditional CAPM model is expressed as:

Rs = Re+ B(Rm - Ry)

Where: R+ = Return rate on the common stock
R¢ = Risk-free rate of return
Rmn = Return rate on the market as a whole
B = 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 and have confirmed its
validity. However, Morin observes that while the results of these tests support
the notion that beta is related to security returns, the empirical Security Market

Line (SML) described by the CAPM formula is not as steeply sloped as the
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predicted SML. Morin™ 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= Rr+xB(Rm- Rr) +(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 = Rr + 0.25(Rm - Re) + 0.75 B(Rm - Rp)*®
In view of theory and practical research, | have applied both the traditional
CAPM and the empirical CAPM/ECAPM to the companies in the proxy groups
and averaged the results.
PLEASE DESCRIBE YOUR SELECTION OF A RISK-FREE RATE OF
RETURN.
As shown at the top of column 3 on page 2 of Schedule PMA-14, the risk-free
rate adopted for both applications of the CAPM is 4.72%. It is based upon the

average consensus forecast of the reporting economists in the October 1, 2009

Blue Chip Financial Forecasts as shown in Note 2, page 3, of the expected

yields on 30-year U.S. Treasury bonds for the six quarters ending with the first

calendar quarter 2011 of 4.72% as derived in Note 2 on page 3.

35
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WHY 1S THE PROSPECTIVE YIELD ON LONG-TERM U.S. TREASURY
BONDS APPROPRIATE FOR USE AS THE RISK-FREE RATE?

The yield on long-term U.S. Treasury T-Bonds is almost risk-free and its term is
consistent with the long-term cost of capital to public utilities measured by the
yields on A rated public utility bonds. Hence, it is consistent with the long-term
investment horizon inherent in utilities’ common stocks, as well as the long-
term investment horizon presumed in the standard DCF model employed in
regulatory ratemaking. Moreover, it is also consistent with 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. Morin® discusses several reasons why the yield on
long-term U.S. Treasury T-bonds is appropriate as the risk-free rate:

« Common stock is a long-term investment with the dividend cash flows to
investors lasting indefinitely. Hence, the yield on very long-term
government bonds, such as, the yield on 30-year Treasury bonds, is the
best measure of the risk-free rate for use in the CAPM.

e The expected common stock return is based on long-term cash flows,
regardless of an individual's holding time period.

« Stability and consistency, i.e., the yields on long-term Treasury bonds
match more closely with expected common stock returns.

e Yields on 90-day Treasury Bills typically do not match the investor's
planning horizons. Investors in common stocks, typically, have an
investment horizon greater than 90 days.

e Short-term rates are volatile, fluctuating widely, and subject to more
random disturbances than are long-term rates, resulting in volatile and
unreliable common equity return estimates.

» Short-term rates are also largely “administered” rates, and used by the
Federal Reserve as a policy vehicle for economic stimulation and money
supply control. Foreign governments, companies, and individuals also
use them as a temporary safe harbor for money.

In addition, as noted in the Ibbotson SBBI®:

38

Morin 151,
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Although the equity risk premia of several horizons are
available, the long-horizon equity risk premium is preferable for
use in most business-valuation settings, even if an investor has
a shorter time horizon. Companies are entities that generally
have no defined life span; when determining a company’s
value, it is important to use a long-term discount rate because
the life of the company is assumed to be infinite. For this
reason, it is appropriate in most cases to use the long-horizon
equity risk premium for business valuation.

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

The basis of the market equity risk premium is explained in detail in Note 1 on
page 3 of Schedule PMA-14. It is derived from an average of the most recent
30month (using the months of July 2009 through September 2009) and a
recent spot (October 9, 2009) 3-5 years median total market price appreciation
projects from Value Line, of total return of 14.84%, discussed previously, and
the long-term historical arithmetic mean total returns for the years 1926 — 2008

on large company stocks from [bbotson — SBBI of 11.70%. From these

returns, | then subtracted the appropriate projected and historical risk-free rates
to arrive at a projected and historical equity risk premium for the market.

For example, from the Value Line projected total market return of 14.84%,
the forecasted average risk-free rate of 4.72% was deducted indicating a
forecasted market risk premium of 10.12%. From the |bbotson — SBB!
historical total market return of 11.70%, the long-term income return on U.S.
Government Securities of 5.20% was deducted indicating, an historical equity
risk premium of 6.50%. Thus, the projected and historical total market risk

premiums are 10.12% and 6.50%, averaging 8.31%. As a measure of risk
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relative to the market as a whole, it is appropriate to use beta to apportion the
market risk premium to a specific company or group. Therefore, | applied the
proxy groups' respective hetas to the average 8.31% market risk premium to
arrive at proxy group specific risk premiums.

WHAT ARE THE RESULTS OF YOUR APPLICATION OF THE
TRADITIONAL AND EMPIRICAL CAPM TO THE PROXY GROUPS?

As shown on Schedule PMA-14, Line No. 1 of page 1, the traditionai CAPM
cost rates are 11.37% for the proxy group of six water companies and 10.12%
for the proxy group of eight LDCs. And, as shown on Line No. 2 of page 1, the
empirical CAPM cost rates are 11.78% for the six water companies and
10.85% for the eight LDCs. The traditional and empirical CAPM cost rates are
shown individually by company on page 2. As with the DCF results discussed
previously, and for the same reasons, namely the range of results and the
current extremely volatile capital markets, | rely upon the median results of the
traditional CAPM and ECAPM for the proxy groups. As shown on Line No. 3
on page 1, the CAPM cost rate applicable to the proxy group of six water
companies is 11.58%, and the CAPM cost rate applicable to the proxy group of
eight LDCs is 10.49% based upon the traditional and empirical CAPM.

SOME CRITICS OF THE ECAPM MODEL CLAIM THAT USING ADJUSTED
BETAS IN A TRADITIONAL CAPM AMOUNTS TO USING AN ECAPM. IS
SUCH A CLAIM VALID?

No. Using adjusted betas in a CAPM analysis is not equivalent to the ECAPM.

Betas are adjusted because of the regression tendency of betas to converge
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toward 1.0 over time, i.e., over successive calculations of beta. As discussed
previously, numerous studies have determined that the Security Market Line

(SML) described by the CAPM formula at any given moment in time is not as

steeply sloped as the predicted SML. Morin®® states:

Some have argued that the use of the ECAPM is inconsistent with
the use of adjusted betas, such as those supplied by Value Line
and Bloomberg. This is because the reason for using the ECAPM
is to allow for the tendency of betas to regress toward the mean
value of 1.00 over time, and, since Value Line betas are already
adjusted for such trend [sic], an ECAPM analysis results in
double-counting. This argument is erroneous. Fundamentally, the
ECAPM is not an adjustment, increase or decrease, in beta. This
is obvious from the fact that the expected return on high beta
securities is actually lower than that produced by the CAPM
estimate. The ECAPM is a formal recognition that the observed
risk-return tradeoff is flatter than predicted by the CAPM based on
myriad empirical evidence. The ECAPM and the use of adjusted
betas comprised two separate features of asset pricing. Evenifa
company’'s beta is estimated accurately, the CAPM sitill
understates the return for low-beta stocks. Even if the ECAPM is
used, the return for low-beta securities is understated if the betas
are understated. Referring back to Figure 6-1, the ECAPM is a
return (vertical axis) adjustment and not a beta (horizontal axis)
adjustment. Both adjustments are necessary.

Moreover, the slope of the Security Market Line (SML) should not be
confused with beta. As Eugene F. Brigham, finance professor emeritus and
the author of many financial textbooks states™ :

The slope of the SML reflects the degree of risk aversion in the

economy — the greater the average investor's aversion to risk, then

(1) the steeper is the slope of the line, (2) the greater is the risk

premium for any risky asset, and (3) the higher is the required rate

of return on risky assets."

2gtudents sometimes confuse beta with the slope of the SML.
This is a mistake. As we saw earlier in connection with Figure 6-8,

i)

490

Morin 191,

Eugene F. Brigham, Financiat Management — Theory and Praclice, 4% Ed. (The Dryden Press, 1985) 203.
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and as is developed further in Appendix 6A, beta does represent

the slope of a line, but not the Security Market Line. This confusion

arises partly because the SML equation is generally written, in this

book and throughout the finance literature, as ki = Re + bi{km — Rg),

and in this form b; looks like the slope coefficient and (ky — Rg) the

variable. It would perhaps be less confusing if the second term

were written (km — Rr)b;, but this is not generally done.

In addition, regulatory support for the ECAPM can be found in the New
York Public Service Commission’s Generic Financing Docket, Case 91-M-
0508. Also, the Regulatory Commission of Alaska (RCA) in its Order No. 151
in Docket No. P-97-4 (Order entered 11/27/02) re: In the Matter of the Correct
Calculation and Use of Acceptable Input Data to Calculate the 1997, 1998,
1999, 2000, 2001 and 2002 Tariff Rates for the Intrastate Transportation of
Petroleum over the TransAlaska Pipeline System, noted:

Although we primarily rely upon Tesoro's recommendation, we are

concerned, however, about Tesoro's CAPM analysis. Tesoro

averaged the results it obtained from CAPM and ECAPM while at

the same time providing empirical testimony®™ (footnote omitted)

that the ECAPM results are more accurate then [sic] traditional

CAPM results. The reasonable investor would be aware of these

empirical results. Therefore, we adjust Tesoro’s recommendation

to reflect only the ECAPM resuilt.

Thus, using adjusted betas in an ECAPM analysis is not incorrect, nor
inconsistent with either their financial literature or regulatory precedent.
Notwithstanding empirical regulatory and support for the use of only the
ECAPM, my CAPM analysis, which includes both the traditional CAPM and the
ECAPM, is a conservative approach resulting in a reasonable estimate of the

cost of common equity.
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Comparable Earnings Model (CEM)

PLEASE DESCRIBE YOUR APPLICATION OF THE COMPARABLE
EARNINGS MODEL AND HOW IT IS USED TO DETERMINE COMMON
EQUITY COST RATE.

My application of the CEM is summarized on Schedule PMA-13 which consists
of four pages. Pages 1 through 2 show the CEM results for the proxy group of
six water companies and page 3 shows the CEM resuits for the proxy group of
eight LDCs. Page 4 contains notes related to pages 1 through 3.

The comparable earnings approach is derived from the "corresponding
risk” standard of the landmark cases of the U.S. Supreme Court. Therefore, it
is consistent with the Hope doctrine that the return to the equity investor should
be commensurate with returns on investments in other firms having
corresponding risks.

The CEM is based upon the fundamental economic concept of opportunity
cost which maintains that the true cost of an investment is equal to the cost of
the best available alternative use of the funds to be invested. The opportunity
cost principle is also consistent with one of the fundamental principles upon
which regulation rests: that regulation is intended to act as a surrogate for
competition and to provide a fair rate of return to investors.

The CEM is designed to measure the returns expected to be earned on
the book common equity, net worth, or partners’ capital of similar risk
enterprises. Thus, it provides a direct measure of retumn, since it translates into

practice the competitive principle upon which regulation rests. In my opinion, it

66




10
11
12
13
14
15
16
17
18
19
20
21
22
23

is inappropriate to use the achieved returns of regulated utilities of similar risk
because to do so would be circular as achieved returns are a function of
authorized ROEs and inconsistent with the principle of equality of risk with non-
price regulated firms.

Consequently, the first step in determining a cost of common equity using
the comparable earnings model is to choose an appropriate proxy group or
groups of non-price regulated firms similar in risk to the proxy group of price
regulated utilities. The proxy group(s) should be broad-based in order to
obviate any company-specific aberrations. As stated previously, utilities need
to be eliminated to avoid circularity since the returns on book common equity of
utilities are substantially influenced by regulatory awards and are therefore not
representative of the returns that could be earned in a truly competitive market.
PLEASE DESCRIBE YOUR APPLICATION OF THE CEM.

As stated previously, my application of the CEM is market-based in that the
selection criteria for the non-price regulated firms of comparable risk are based
upon statistics derived from the market prices paid by investors.

i have chosen two proxy groups of domestic, non-price regulated firms to
reflect both the systematic and unsystematic risks, equaling total risk, of the
proxy groups of six water companies and eight LDCs, respectively. The proxy
group of one hundred sixteen non-utility companies similar in risk to the proxy
group of six water companies and twenty-eight non-utility companies similar in
total investment risk to the proxy group of eight LDCs are listed on pages 1

through 3, Schedute PMA-15. The criteria used in the selection of these proxy
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companies were that they be domestic non-utility companies and have a
meaningful rate of return on common equity, net worth, or partners' capital
reported in Value Line (Std. Ed.) projected for 2012-2014. Value Line betas
were used as a measure of systematic risk. The standard error of the
regression was used as a measure of each firm's unsystematic or specific risk
with the standard error of the regression reflecting the extent to which events
specific to a company's operations will affect its stock price. In essence,
companies which have similar betas and standard errors of the regressions,
have similar investment risk, i.e., the sum of systematic (market) risk as
reflected by beta and unsystematic (business and financial) risk, as reflected
by the standard error of the regression. Those statistics are derived from
regression analyses using market prices which, under the EMH, reflect all
relevant risks. The application of these criteria results in proxy groups of non-
price regulated firms similar in risk to the average company in each proxy
group.

Using a Value Line, Inc. proprietary database dated September 15, 2008,
proxy groups of one hundred sixteen and twenty-eight non-price regulated
companies were chosen based upon ranges of unadjusted beta and standard
error of the regression. The ranges were based upon the standard deviations
of the unadjusted beta and the average standard error of the regression for the
proxy group of six water companies and the proxy group of eight LDCs as
explained in Notes 1 and 7 on page 4 of Schedule PMA-15.

In my opinion this selection methodology is meaningful and effectively
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responds to the criticisms normally associated with the selection of non-
regulated firms presumed to be comparable in total risk. This is because the
selection of non-price regulated companies comparable in total risk is based
upon regression analyses of market prices which reflect investors' assessment
of all risks, diversifiable and non-diversifiable. Thus, the empirical selection
process results in companies comparable in total risk, (i.e.) both systematic
and unsystematic risks.

Once proxy groups of non-price regulated companies are selected, it is
then necessary to derive returns on book common equity, net worth or
partners’ capital for the companies in the group. These are measured using
the rate of return on common equity, net worth or partners’ capital by Value
Line (Std. Ed.) projected for the next five years consistent with the use of five-
year projected EPS growth rates in the DCF model.

WHAT ARE YOUR CONCLUSIONS OF CEM COST RATE?

For the proxy group of six water companies, my conclusion. based upon the
average of the median of all of the five-year projected returns on book common
equity, net worth or partners’ capital is 14.25% as shown on page 2 of
Schedule PMA-15. And my conclusion for the proxy group of eight LDCs
based upon the median of all of the five-year projected returns on book
common equity, net worth or partners’ capital is 22.50% as shown on page 3.

As with the DCF and CAPM resuits discussed previously, | have again
relied upon median and for the same reasons, namely, the wide range of

returns and the extreme volatility of the current capital markets. After | apply a
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IX.

test of significance (Student's t-statistic) to determine whether any of the
projected returns are significantly different from their respective means at the
95% confidence level, the projected means of several companies have been
excluded. After excluding these outliers, my conclusion of CEM cost rate is
13.50% for the six water companies and 22.00% for the eight gas distribution
companies. In my opinion, the 22.00% CEM result for the eight LDCs is an
outlier when compared with the six water companies’ 13.50% CEM result and
with the results of the other cost of common equity models for the eight LDCs.
Therefore, | will not rely upon it in determining a common equity cost rate
based upon the eight LDCs.

CONCLUSION OF COMMON EQUITY COST RATE
WHAT IS YOUR OF RECOMMENDED COMMON EQUITY COST RATE?

It is 11.35% based upon the common equity cost rates resulting from all four
cost of common equity models consistent with the EMH, which logically
mandates the use of multiple cost of common equity models as adjusted for
UWNR's greater business risk.

Moreover, absent empirical evidence to the contrary, it is reasonable to
assume that investors rely equally upon multiple cost of common equity models
in arriving at their required returns on common equity. Therefore, in formuiating
my recommended common equity cost rate of 11.35%, | reviewed the results of
the application of four different cost of common equity models, namely, the
DCF, RPM, CAPM, and CEM for the two proxy groups. | employ all four cost

of common equity models as primary tools in arriving at my recommended
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common equity cost rate because; 1) no single model is so inherently precise
that it can be relied upon solely, to the exclusion of other theoretically sound
models; 2) all four models have application problems associated with them; 3)
all four models are based upon the Efficient Market Hypothesis (EMH), which
as previously discussed, requires the assumption that investors rely upon
multiple cost of common equity models; and 4) as demonstrated previously, the
prudence of using multiple cost of common equity models is supported in the
financial literature. Therefore, none should be relied upon exclusively to
estimate investors' required rate of return on common equity.

The results of the four cost of common equity models applied to the proxy
groups of six water companies and the proxy group of eight LDCs are shown

on Schedule PMA-1, page 2 and summarized below:
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Table 4
Proxy Group
of Six Proxy Group
AUS Utility of Eight
Reports AUS Utility Rpts.
Water Gas Distribution
Companies Companies
Discounted Cash Fiow Model 11.76% 8.71%
Risk Premium Model 11.06 10.74
Capital Asset Pricing Model 11.58 10.49
Comparable Earnings Model 13.50 NMF
Indicated Common Equity Cost
Rate Before Adjustment for
Business Risk 12.15% 10.00%
Business Risk Adjustment 0.25 0.30
Indicated Common Equity
Cost Rate After Adjustment
for Business Risk 12.40% 10.30%
Recommended Common Equity
Cost Rate 11,35%

Based upon these common equity cost rate results, | conclude that
common equity cost rates of 12.15% and 10.00% are indicated for the water
and gas distribution proxy groups, respectively before the business risk
adjustments as shown on Line No. 5, page 2 of Schedule PMA-1. However,
these indicated common equity cost rates are applicable to the larger, less
business risky proxy groups and less financial/credit risk.

IS THERE A WAY TO QUANTIFY A BUSINESS RISK ADJUSTMENT DUE
TO UWNR’S SMALL SIZE RELATIVE TO THE PROXY GROUPS?

Yes. As discussed previously, UWNR has greater business risk than the
average proxy group company because of its smaller size relative to the proxy

groups, whether measured by book capitalization or the market capitalization of
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common equity (estimated market value for UWNR, whose common stock is
not traded). Therefore, it is necessary to upwardly adjust the common equity
cost rates of 12.15% and 10.00% based upon the two proxy groups. The
adjustments are based upon data contained in |bbotson - SBBf. The
determinations are based on the size premiums for decile portfolios of New
York Stock Exchange (NYSE), American Stock Exchange (AMEX) and
NASDAQ listed companies for the 1926-2008 period and related data shown
on pages 3 through 14 of Schedule PMA-1. The average size premium for the
decile in which each proxy group falls has been compared to the average size
premium for the 9" and 10" and 10" deciles in and between which UWNR
would fall if its stock were traded and sold at the October 2, 2009 average
market/book ratio of 189.4% and 151.4% experienced by each proxy group,
respectively. As shown on page 4, the size premium spread between UWNR
and the six AUS Utility Reports water companies is 2.28% (228 basis points)
and between UWNR and the eight AUS Utility Reports natural gas distribution
companies is 4.18% (418 basis points).

Although business risk adjustments of 2.28% and 4.18% are indicated
based upon the six water companies, and the eight LDCs, respectively, | will
make conservatively reasonable business risk adjustments of 0.256% (25 basis
points) relative to the six water companies and 0.30% (30 basis points) relative
to the eight LDCs as shown on Line No. 6 on page 2 of Schedule PMA-1 to the
indicated common equity cost rates for each group to reflect UWNR's greater

relative business risk as discussed previously.
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Therefore, as shown on Line No. 7 page 2 and in Table 4 above, the
business risk-adjusted indicated common equity cost rates are 12.40% for the
six water companies and 10.30% for the eight LDCs, with a midpoint of 11.35%
which is my recommendation.

A common equity cost rate of 11.35%, when applied to the consolidated
common equity ratio of 51.12% at June 30, 2009 results in an overall rate of
return of 8.91%, which, in my opinion, is both reasonable and conservative and
will provide UWNR with sufficient earnings to enable it to attract necessary new
capital.

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?

Yes.
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PROFESSIONAL QUALIFICATIONS
OF
PAULINE M. AHERN, CRRA
PRINCIPAL
AUS CONSULTANTS

PROFESSIONAL EXPERIENCE
1994-Present

In 1996, | became a Principal of AUS Consultants, continuing to offer testimony as an expert
witness on the subjects of fair rate of retumn and cost of capital before state public utility commissions. |
provide assistance and support to clients throughout the entire ratemaking litigation process.

As the Publisher of AUS Utility Reports (formerly C. A. Turner Utility Reports), | am responsible
for the production, publishing, and distribution of the reports. AUS Utility Reports provides financial data
and related ratios for about 125 public utilities, i.e., electric, combination gas and electric, natural gas
distribution, natural gas transmission, telephone, and water utilities, on a monthly, quarterty and annual
basis. Among the subscribers of AUS Utility Reports are utilities, many state reguiatory commissions,
federal agencies, individuals, brokerage firms, attorneys, as well as public and academic libraries. The
publication has continuously provided financial statistics on the utility industry since 1930.

As the Publisher of AUS Utility Reports, | supervise the production, publishing, and distribution of
the AGA Rate Service publications under license from the American Gas Asscciation. | am also
responsible for maintaining and calculating the performance of the AGA Index, a market capitalization
weighted index of the common stocks of the approximately 70 corporate members of the AGA. In
addition, | supervise the production of a quarterly survey of investor-owned water company rate case
activity on behalf of the National Association of Water Companies.

As an Assistant Vice President from 1994 - 1996, | prepared fair rate of retumn and cost of capital
exhibits which are filed along with expert testimony before various state and federal public utility
regulatory bodies. These supporting exhibits include the determination of an appropriate ratemaking
capital structure and the development of embedded cost rates of senior capital. The exhibits also support
the determination of a recommended return on common equity through the use of vartious market models,
such as, but not limited to, Discounted Cash Flow analysis, Capital Asset Pricing Model and Risk
Premium Methodology, as well as an assessment of the risk characteristics of the client utility. 1 also
assisted in the preparation of responses to any interrogatories received regarding such testimonies filed
on behalf of client utilities. Following the filing of fair rate of return testimonies, | assisted in the evaluation
of opposition testimony in order to prepare interrogatory questions, areas of cross-examination, and
rebuttal testimony. | also evaluated and assisted in the preparation of briefs and exceptions following the
hearing process. | have submitted testimony before state public utility commissions regarding
appropriate capital structure ratios and fixed capital cost rates.

1590-1994

As a Senior Financial Analyst, | supervised two analysts in the preparation of fair rate of retum
and cost of capital exhibits which are filed along with expert testimony before various state and federal
public utility regulatory bodies. The team also assisted in the preparation of interrogatory responses.

| evaluated the final orders and decisions of various commissions to determine whether further
actions are warranted and to gain insight which may assist in the preparation of future rate of retum
studies.

| assisted in the preparation of an article authored by Frank J. Hanley and A. Gerald Harris
entitted "Does Diversification Increase the Cost of Equity Capital?" published in the July 15, 1991 issue of

Public Utilities Fortnightly.




| co-authored an article with Frank J. Hanley entitled "Comparable Earnings: New Life for an Old
Precept" which was published in the American Gas Association's Financial Quarterly Review, Summer
1994.

| was awarded the professional designation "Certified Rate of Return Analyst" (CRRA) by the
National Society of Rate of Return Analysts (now the Society of Utility and Regulatory Financial Analysts
(SURFA)). This designation is based upon education, experience and the successful completion of a
comprehensive examination.

As Administrator of Financial Analysis for AUS Utility Reports, which reports financial data for
over 200 utility companies and has approximately 1,000 subscribers, ! oversee the preparation of this
monthly publication, as well as the annual publication, Financial Statistics - Public Utilities.

1988-1990

As a Financial Analyst, | assisted in the preparation of fair rate of return studies including capital
structure determination, development of senior capital cost rates, as well as the determination of an
appropriate rate of return on equity. | also assisted in the preparation of interrogatory responses,
interrogatory questions of the opposition, areas of cross-examination and rebuttal testimony. | also
assisted in the preparation of the annual publication C. A. Turner Utility Reports - Financial Statistics -
Public Utilities.

1973-1975

As a research assistant in the Research Department of the Regional Economics Division of the
Federal Reserve Bank of Boston, | was involved in the development and maintenance of econometric
models to simulate regional economic conditions in New England in order to study the effects of, among
other things, the energy crisis of the early 1970's and property tax revaluations on the economy of New
England. | was also involved in the statistical analysis and preparation of articles for the New England
Economic Review. Also, | acted as assistant editor for New England Business Indicators.

1972

As a research assistant in the Office of the Assistant Secretary for International Affairs, U.S.
Treasury Department, Washington, D.C., | developed and maintained econometric models which
simulated the economy of the United States in order to study the results of various alternate foreign trade
policies so that national trade policy could be formulated and recommended.

| am also a member of the Society of Utility and Regutatory Financial Analysts (formerly the
National Society of Rate of Return Analysts).

Clients Served

| have offered expert testimony before the following commissions:

Arkansas Marytand
California iMichigan
Connecticut Missouri
Delaware Nevada
Florida New Jersey
Hawaii New York
ldaho North Carolina
lllinois Chio

Indiana Pennsylvania
lowa South Carolina
Kentucky Virginia
Louisiana Washington

Maine




| have sponscred testimony on the rate of return and capital structure effects of merger and

acquisition issues for:

California-American Water Company

New Jersey-American Water Company

| have sponsored testimony on fair rate of return and related issues for:

Alpena Power Company

Applied Wastewater Management, inc.
Aqua lllinois, Inc,

Aqua New Jersey, Inc.

Aqua Virginia, Inc.

Artesian Water Company

The Atlantic City Sewerage Company
Audubon Water Company

The Borough of Hanover, PA
Carolina Pines Utilities, Inc.

Carolina Water Service, Inc. of NC
Carolina Water Service, inc. of SC
The Columbia Water Company
Consumers lllinois Water Company
Consumers Maine Water Company
Consumers New Jersey Water Company
City of DuBois, Pennsylvania
Elizabethtown Water Company
Emporium Water Company

GTE Hawaiian Telephone Inc.
Greenridge Utilities, Inc. .
llinois American Water Company
lowa American Water Company
Land'Or Utility Company

Long Neck Water Company

Louisiana Water Service, Inc.
Massanutten Public Service Company
Middlesex Water Company
Missouri-American Water Company
fvit. Holly Water Company

Nero Utility Services, Inc.

New Jersey-American Water Company
The Newtown Artesian Water Company
NRG Energy Center Pittsburgh LLC
NRG Energy Center Harrisburg LLC
Ohio-American Water Company

Penn Estates Utilities

Pinelands Water Company

Pinelands Waste Water Company
Pittsburgh Thermal

San Jose Water Company

Southland Utilities, Inc.

Spring Creek Utilities, Inc.

Sussex Shores Water Company

Tega Cay Water Service, Inc.

Total Environmenta) Services, Inc.
Treasure Lake Water & Sewer Divisions

Thames Water Americas

Tidewater Utilities, Inc.

Transylvania Utilities, Inc

Trigen-Philadelphia Energy Corporation

Twin Lakes Utilities, Inc.

United Utility Comparies

United Water Arkansas, Inc.

United Water Arlington Hills Sewerage, Inc.

United Water Connecticut, Inc.

United Water Delaware, Inc.

United Water Idaho, Inc.

United Water Indiana, inc.

United Water New Jersey, Inc.

United Water New Rochelle, Inc.

United Water New York, Inc.

United Water Owego / Nichols, Inc,

United Water Pennsylvania, Inc.

United Water South County, Inc.

United Water Toms River, Inc.

United Water Virginia, Inc.

United Water West Lafayette, Inc.

United Water West Milford, Inc.

Utilities, Inc.

Utilities Inc. of Central Nevada

Utilities, Inc. of Florida

Utilities, Inc. of Louisiana

Utilities Inc. of Nevada

Utilities, Inc. of Pennsylvania

Utilities, Inc. - Westgate

Utilities Services of South Carolina

Utility Center, Inc.

Valley Energy, Inc.

Water Services Corp. of Kentucky

Wellsboro Electric Company

Western Utilities, Inc.

} have sponsored testimony on capital structure and senior capital cost rates for the following

clients:

Alpena Power Company
Arkansas-Western Gas Company
Associated Natural Gas Company

PG Energy Inc.
United Water Delaware, Inc.
Washington Natural Gas Company

I have assisted in the preparation of rate of return studies on behalf of the foilowing clients:




Algonquin Gas Transmission Company
Anadarko Petroleum Corporation
Arkansas-Louisiana Gas Company
Arkansas Western Gas Company
Artesian Water Company

Associated Natural Gas Company
Atlantic City Electric Company
Bridgeport-Hydraulic Company
Cambridge Electric Light Company
Carolina Power & Light Company
Citizens Gas and Coke Utility

City of Vernon, CA

Columbia Gas/Gulf Transmission Cos.
Commonwealth Electric Company
Commonwealth Telephone Company
Conestoga Telephone & Telegraph Co.
Connecticut Natural Gas Corporation
Consolidated Gas Transmission Company
Consumers Power Company

CWS Systems, Inc.

Delmarva Power & Light Company
East Honolulu Community Services, Inc.
Equitable Gas Company

Equitrans, Inc.

Flerida Power & Light Company

Gary Hobart Water Company

Gasco, Inc.

GTE Arkansas, Inc.

GTE California, Inc.

GTE Florida, Inc.

GTE Hawaiian Telephone

GTE North, Inc.

GTE Northwest, Inc.

GTE Southwest, inc.

Great Lakes Gas Transmission L.P.
Hawaiian Electric Company

Hawaiian Electric Light Company

IES Utilities Inc.

lllinois Power Company

Interstate Power Company

Interstate Power & Light Co.

iowa Electric Light and Power Company
lowa Southern Utilities Company
Kentucky-West Virginia Gas Company
Lockhart Power Company

Middlesex Water Company

Milwaukee Metropolitan Sewer District
Mountaineer Gas Company

EDUCATION:

1973 — Clark University — B.A. — Honors in Economics
1991 — Rutgers University - M.B.A. — High Honors

National Fuef Gas Distribution Corp.

National Fuel Gas Supply Corp.

Newco Waste Systems of NJ, Inc.

New Jersey Natural Gas Company

New Jersey-American Water Company

New York-American Water Company

North Carolina Natural Gas Corp.

Northumbrian Water Company

Ohio-American Water Company

Oklahoma Natural Gas Company

Orange and Rockiand Utilities

Paiute Pipeline Company

PECO Energy Company

Penn Estates Utilities, Inc

Penn-York Energy Corporation

Pennsyilvania-American Water Co.

PG Energy inc.

Phitadelphia Electric Company

Providence Gas Company

South Carolina Pipeline Company

Southwest Gas Corporation

Stamford Water Company

Tesoro Alaska Petroleum Company

Tesoro Refining & Marketing Co.

United Telephone of New Jersey

United Utility Companies

United Water Arkansas, [nc.

United Water Delaware, Inc.

United Water ldaho, Inc.

United Water indiana, Inc.

United Water New Jersey, Inc.

United Water New York, Inc.

United Water Pennsylvania, Inc.

United Water Virginia, Inc.

United Water West Lafayette, Inc.

Utilities, Inc of Pennsylvania

Utilities, Inc - Westgate

Vista-United Telecommunications Corp.

Washington Gas Light Company

Washington Natural Gas Company

Washington Water Power Corporation

Waste Management of New Jersey -
Transfer Station A

Wellsbaro Electric Company

Western Reserve Telephone Company

Westemn Utilities, Inc.

Wisconsin Power and Light Company




PROFESSIONAL AFFILIATIONS:

American Finance Association
Financial Management Association
Society of Utility and Regulatory Financial Analysts
President - 2006-2008 and 2008-2010
Secretary/Treasurer — 2004-2006
Energy Association of Pennsylvania
National Association of Water Companies — Member of the Finance Committee

SPEAKING ENGAGEMENT:

“New Approach to Estimating the Cost of Commaon Equity Capital for Public Utilities™ (co:Eresenter with
Richard A. Michelfelder, Ph.D. - Advanced Workshop in Regulation and Competition, 28" Annual Eastern
Conference of the Center for Research in Regulated Industries (CRRI) at Rutgers University, May 14,
2009.

Moderator: Society of Utility and Regulatory Financial Analysis: 41* Financial Forum — “Estimating the
Cost of Capital in Today’s Economic and Capital Market Environment” April 16-17, 2009, Washington,
bc

AWWA Pre-Conference Workshop — Water Utility Ratemaking — March 25, 2008, Atlantic City, NJ
Topic: “Water Utility Financing: Where Does All That Cash Come From?”

PAPERS:

“New Approach to Estimating the Cost of Common Equity Capital for Public Utilities", co-authored with
Frank J. Hanley and Richard A. Micheifelder, forthcoming.

“Comparable Earnings: New Life for an Old Precept’ co-authored with Frank J. Hanley, Financial
Quarterly Review, (American Gas Association), Summer 1994.
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Exhibit No.__
Schedule PMA-1
Page 1 of 14

United Water New Rochelle, Inc.
Summary of Cost of Capital and Fair Rate of Return
Based upon the Consolidated Capital Structure of United Waterworks at June 30, 2008

Weighted

Type of Capital Ratios (1) Cost Rate Cost Rate
Long-Term Debt 48.87% 6.37% (1) 311%
Customer Deposits 0.02% 4.85% (1) 0.00%
Common Equity 51.12% 11.35% (2) 5.80%
Total 100.01% * 8.81%

* Does not add to 100% due to rounding.
(1) Company-provided.

(2) Based upon informed expert judgment from the entire study, the principal resuits of which are
summarized on Page 2 of this Schedule.




United Water New Rochelle, Ine.
Brief Summary of Common Equlty Cosl Rate

Proxy Group of Six
ALS Utility Reports
Water Companics

11.76 %
11.08
11.58

13.50

1215 %

0.25

1240 %

No. Principa!l Methods
1. Discounted Cash Flow Model {DCF) (1)
2. Risk Premium Model (RPM) (2) .
3. Capital Asset Pricing Model (CAPM} (3)
4, Comparable Eamings Mode! (CEM} (4)
5. Indicated Common Equity Cost Rate
before Adjustment for Business Risk
6. Business Risk Adjustment (5}
7. Range of Indicated Common Equity
Cost Rate After Adjustment for
Business Risk
8 Recommended Common Equity Cost
Rate
Notes: (1} From Schedule PMA-6.
{2) From page 1 of Schedule PMA-10.
{3) From page 1 Schedule PMA-14.
(4) From pages 2 and 3 of Schedule PMA-15 of this Exhibit,

(5)

11.35%

Exhibit No.__
Schedule PMA-1
Page 2 of 14

Proxy Group of Eight AUS
Utility Reports Gas
Distribution Companies

87 %
10.74
10.49

NMF

10.00 %

0.30

10.30 %

Business risk adjustment to reflect United Water New Rochelle Inc.'s greater business risk due to its
small size relative to the proxy groups as detailed in Ms. Ahemn's accompanying direct testimony.




Ling No.

Ibbotsa

Unitad Water New Rochelle, Inc.

a. Based Upon the Proxy Group of Six AUS Utiity Reports Water
Lompanies

b. Basad Upon the Praxy Group of Eight AUS Utility Raports Gas
Distribution Companies

Proxy Group of Six AUS Utility Reports Watar C

Proxy Group of Eight AUS Utility Reports Gas Distribution
Companies

Notes:

United Wat elle, Inc,

Derivation of Investmemt Risk Adjustment Based upan

iates: Si I ecile P i the NYS i D
1 2 3 4
Applicable Daclle of Spread from
Market Capitalization on October 2, the NYSE/AMEX/ Applicable Size Applicable Size
- 2008 (1) NASDAQ (2} Pramium (3) Premium for {4}
{ mifitons ) {times targer)

3 141137 9-10 4.26%

5 112.820 10 5.81%

s 740.972 53 x 7-8 1.99% 2.28%

$ 1442236 128 x B8 1.83% 4.18%

(G By < (0] (E}
Size Premium
Recent Average {Retum in
Number of Recent Total Market Market Excess of |
Decile Companies Capitalization Capitallzation CAPM} (2) !
{ millions ) ( milltions } { millions |

1. Largest 165 s 8,530,554.000 $ 51,700327 -0.36%
2 175 1,682,132.000 $ 9,612.183 0.62%
3 183 804,806.000 s 4,397.847 0.74%
4 189 540,900.000 S 2,861.905 0.97%
S 211 409,557.000 s 1,941.028 1.54%
[ 243 342,820.000 $ 1410782 1.63%
7 319 283,476.000 S 88B.639 1.62%
8 393 241,137.000 - 613.580 2.35%
9 603 181,013.000 s 300.187 2N%
10 - smallest 1626 128,780.000 5 79.200 5.81%

(1) From Page 4 of this Schedute.

{2) Gleanad from Column (D) on the bottem of this page. The appropriato decile (Calumn {A)) comesponds to the
market capitalization of the proxy aroup. which is found in Column 1.

{3) Comespanding risk premium ta the dedie is provided on Column (E} on the boftom of this page.

{4) Line No. 1a Column 3 - Line No. 2 Column 3 and Line Ne. tb, Column 3 - Line No. 3 of Column 3 etc.. For
example, the 2.28% in Column 4, Line No. 2 is derived as follows 2 28% = 4.26% - 1.89%.

*From pages 7 and 11 of this Schedule
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Exibl No.__

Scheduis PMA-1
Pagad ol 14
L
Markal Capliatizetion of United Watar Now Rochells, Inc.
ha Pruw Ginup ufsh AU Ulim Reporis Wu:-rccmpnnln
1 2 | 4 S g
Book Valus par ‘Talal Common Warkat
Gammnn Slock sham Ehars 0t Equity at Clazing Btock Marksko-Eook Copltatization on
atD X 3, Ducurnblr A, Mporket Price on Raile on Oclobet Oclobar 2, 2009
Gompany Exchange 31, 2008 2008 {1} 200 Drtobar 2, 3000 24,2000
( rrdmwu) { mlllnns) { mions )

LUn2nd Wainr Naw Rochalta, bnc, NA & 5 14.518 (4) N=A=
Based Upan the Proxy Grolp of Six AUS Lty
Reposts Waler Compantes 1004 %) 8 141137 {5}
Based Upan Iha Proxy Graup of Eight AUS
Uiy Reperty Gaa Disidbartian Cumwn 1594 % B 112820 (8)
Proxy Gioup of & ALIS Uty Roports Watsr
Cornpanias
American Stotes Water Co. NYEE 17.301 13 17.847 ] 316,503 § 35320 186.8 % 3 611,073
Aqua Amerce, inc. NYBE 135.08 T.780 1,058,448 18.770 21586 22801817
Catfllenta Watr Service Group NYSR w7 18445 402,949 38610 198.6 800.118
Middlusex Walsr Company NASDAQ 13.404 1020 137803 14870 14458 82217
5JW Carporadon NYEE 10.452 12.13 254325 21500 1560 % 388,728
York Walst Gortpany NABDAG 11,307 8137 £0.768 13810 7359 156.853
Average 35217 $ Alﬂ 5 72289 5 23,480 1804 % 5 "ﬂﬂ_
Proxy Grap of Elghl AUS uumy Reporty Gas
Distibuticn Companiey
AGL Resources, inc, NYSE ¥8.800 5 2482 5 1.652.000 1] 34.840 122 % & 2579150
Almas Energy Corp, NYSE 80.815 .60 20652492 27,580 125 2513750
Deltn Nahtial Gas Company NYSE 1285 174755 57594 26,500 1518 67.338
Lacleds Groug, Ine. NYSE 21.03 212 485479 e 1442 T01.582
Narthwes! Natura) Gea Company NYGE 2850 polo] 620373 40,840 173 1,080 158
Pledmond Matural Ges Co., tne. NYBE 13248 12113 887244 axnn 1930 LMz
Bouthwes) Ges Corparation NYGE Him 23485 1,037.844 2510 1072 1,110.480
‘WGL Mottfings, Inz NYEE 40.017 20,086 1,047 564 31.780 156.2 1430278
Averagz 48.369 H 20488 H pmage § 418, Elas 5 1442238

NA = Nol Avallable

Notas:  (§) Column 3/Cadumn 1,
@ Column 4§ Columren 2,
[@) Columa 4 * Column 1.

L]
Basad upon allocoting Uniled Watar New Rochelin, ino,'s (otal copltal of $145.743 et Decembar 31,2008 and by Lintad Weter Works, lno.'s commen
eqully ratio based vpon \nt=) {ivaster provided eapliz! Bt June 30, 2068 of 51,13% o3 dorhed betow, S74.518 = 5145.743 * 51.13%.

Type of Capite) Amount Ratio
Long-tarn Detit § 203015000 <aors
Comman Equity $05,518,315 51.13%
Totai $ 595,531,215 100.00%

(5) The merkehto-hook rain of Unliac Waist Naw Rechalla, tnc, an Octaber 2, 2008 ¥ sssumad to ba eque to the sverage marksto-book rato st Oclobar
2, 2008 of ths praxy group of ebx AUS ity Repois waler compantes.

{5} Unhed YWates Kaw Rochalls, inc.'s common stock, I baded, woukd trado el & markat-tnbeok mlio equst 10 (he svaraga markat-lo-book rato at Octobar
2, 2009 of tha prery group of sy AUS ULty Reprorts weler companiss, 207.0%, and Unlted Watsr Now Rochalla, Inc.'s markal expitaiizaion on Oclober
2, 2009 wartd therafore have besn 5112770 milkon. (SH2.778 = 554482 * 207.0%).

{7} The market-to-book ratio of United Wats New Rozhalls, Inc. en October 2 2009 Is pxnpmed to be equal to tha averags markeHo-book (alo & October
2, 2009 of the praxy group of elght AUS Wity gas

By Urdtod Wiater New Rochallo, tnc's commen ctock, I biaded, would brads at a maskatdoboak ralo aquel ta tha everzge markodto-heok mtto ol Octobar
L:BnQa!mnpmlywuupcfoUﬂwsumxfmpcfh distriution companiys, 151.4%, and Unitad Wotsr Naw Rochale, inc.'s marksl capitaleation
on October 2, 2009 mmmnmmsltmm $12m0=574518" !5145}-

8ource of Informatlion: 20058 Anntral Farms 80X
yehoo.finence.com
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Chapter 7

Firm Size and Return

The Firm Size Phenomenon

One of the most remarkable discoveries of modem finance
is that of a relatienship between firm size and return.
The relationship cuts across the entlre size spectrum but
{s most evident amang smaller companies, which have
higher retums on average than larger ones. Many swdias
have looked at the effect of fim size on retum.! In this
chapter, the rtums across the entire range of fim she
are pxamined.

Size and Liguidity .

Capitalization i not necessarily the underdying cause of
the higher retums for smatler companies. While smaller
compantes are usually {ass figuid, with tewer shares traded
on any given day, not sl companies of the same siza have
the same liquidity. Stocks that are more liquid have higher
valustions for the same cash flows because they have B
{ower cost of capitsl and commensurataly lower returns on
average, Stocks that are fess iiquid have 8 higher cost of
capital and higher retumns on average.?

Whila 7t would be very useful 1o estimate the equity cost
of capital of companies that are nat publicly traded, thera
is not @ direct measure of fiquidity for these companias

» because there are no public trades. Thus, there is usu-

ally no share turnover, no bid/ask spreads, etc. in which
to measure liquidity. Even though liquidity is not directly
observable, capiteiization is; thus the size premium can
serve as a partial measure of the increased eost of capital
of 8 less liquid stock.

Size premiums presented in this book are measured from
publicly traded compantes of various sizes and therefore do
not represent tha full cost of capitel for non-traded com-
panies. The valuatlon for & non-publicly treded company
should also raflect a discount for the very faut that it i not
traded. This would ba an illiquidity discount and could be
epplied o the valuation directly, or altematively reflected
a3 an illiquidity premium in tha cost of capital.

This chapter does nat tell you how to estimate this incre-
mental illiquidity valuation discount (or cost of cepital
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Wiquidity premium) that is not covered by the siza premium.
At the end of this chapter, wa show soma empirical results
an the impact of liquidity on stock retums,

Construction of the Decile Portfolins

The portfolios used In this chapter are those created by
tha Center for Research in Security Prices [CRSP) at the
University of Chicago's Braduate Schoo! of Business,
CRSP has refined the methodology of creating skze-based
portfolios end has applied this methodology to the entira
universe of NYSE/AMEX/NASDAO-listed securities golng
back to 1928

The New York Stock Exchange universe excludes closed-
end mutual funds, preferred stocks, real estate invastment
trusts, foreign stacks, American Depository Receipts, unit
Investment tyusts, and Americus Trusts, All companies on
the NYSE are renked by the combinad market capitaliza-
1ion of their efigible equity securities. The companies are
then split into 10" equally populated groups, or deciles.
Fligible companies tradad on the American Stock Exchange
{AMEX) and the Nasdag National Market (NASDAD) ere
then assigned to the approprizte daciles aceording to thelr
capltalization in refatlon to the NYSE breskpoints. The
nartfolios are rebatanced, using closing prices for the last
trading day of March, Juns, September, and Decembsar.
Securities added during the quarter are essigned to the
appmpriate portfollo when two consecutive month-and
prices are avaiiable I the final NYSE price of a secu-
rity that becomes delisted is & month-end price, then
that morith's retum is included in the quarterdy retum of
the security’s portfolio, When a month-end NYSE price Is
missing, the month-end value of the securlty is derived
frem merger terms, quotations on regional exchanges, and
other sources. If a month-end value still is not determined,
tha last evailabla daily price is used.

Base security returns are monthly halding pertod retums,
All distributions are added to the month-end prices, end
appropriate price adjustments are made to account for
stock splits end dividands. The retum on e portfolio for one
month is caleutated as the weighted evarage of the retums
for its individual stotks. Anmual partfolio returns are calcu-
1ated by compounding the manthly portfolio retums.

Momingstar
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Tablp 7-1: Sie-Oecile Partfolios of tha NYSE/AMEX/NASDAD

Botinds, Site, and Compasltion
Historiest Averags Recent Decin focant
Pexcemiaga Regent IMarket Perentagn
of Tata) Nethar of Caghalizaiion of Total
Dezlle Capitiyntio Campanlzs XL ds) Ceplatiztion
li-lr;&ast §3.22 165 30,530,554 £4.09
2 1388 175 1£82,132 1280
3 156 B 804,806 6,12
4 4.72 18, 540,800 411
B 324 P 403,567 312
] 239 213 342,820 261
7 1,75 19 283,478 218
8 130 383 261,137 183
] 102 - 603 1819013 1.38
10-Smallest 0.83 -+ 1626 128,780 0.98
Mid-Cap 35 15,52 583 - 1,755,263 13,36
Low-Gap 6-8 6.44 865 867,434 B0
Micro-Cap 9-10 185 fr 71 309,793 235

Dala from 1926-2008, Seuree: Catertzied (or Crerlyed) based en data (rom CASP US Stork Datstase and CASP US Indlces Detabese
D109 Centar o+ Resezrch In Szourlly Ptes {CRSP™], The Unhverlty of Chicago Booth Schon ol Bustesa, Used with permissitn.

Historleal average percentage of total capdtaliratlen chows the avasege, over the axt B3 yars, of the declie madet
valus o8 @ pascemiage of the 1otal NYSE/AMEX/NASDAD caitrutated exdmonth, Number of compandns In declles,
racent maiket capiialietlon of declizs and recent percemizga of 1otal capltalitation Bre o ol September 30, 1008,

Tabte 7-2: Size-Oecile Portiolins of the NYSE/AMEY/NASDAL,
Largest Company and [tz Market Capliaiietion by Decila

Rezent Matket

Copltzliatlon
Decth {in Thog=mdh} Compzay Namg
14argast 405,651,838 Exon Mohll Corp,
1 16,603,487 Waste Management Ing, Del
3 7360211 Reflant Energy bnc.
4 4275152 IMS Heglth tnz.
§ 2,785,538 Femily Dollar Steres .
[ 1,848,961 Bally Technplogizs I,
7 1,197,133 Temglo inland Ing,
8 753448 Kronos Worldwita Inc,
[ 453,254 SWS Browp Inc.
10-5maflest 218,533 Beazer Homos USA Ino.

Eeyres: Calealated (or Derbved) based en data frem CFSPUS Stock Datsbase and CRSPUS buflcas Datatare G009 Canter for
Rasearch b Seourity Pses (CRSPY), The Universtty of Chitzga Baoth Srhool of Business, tsed with permission,
Market eapitalizoion and rome of (zrgest comgzny i wach dozilo as of September 30, 215,

Size of the Deciles

Table 7-1 reveals that the top thran declles of the NYSE/
AMBY/NASDAG account for most of the totel markst value
of its stocks, Nearly two-thirds of the market value is rep-
resemed by the first decile, which currently cansists of 165
stocks, while the smallest decils accounts for just over one
percent of tha markat value, The data in the secand column
of Table 7-1 are averages atross aif 83 years. Of course,
the proportion of market valus represented by the verious
deciles varies from year to year.
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Columns thres and four give recent figuras on the number of
companles and theirmarkatcapitalization, presentinga snap-
shot of the structure of the deciles near the and of 2008,

Table 7-2 gives the cument breskpoints that define the
compasttion of the NYSE/AMEX/NASDAQ size deciles.
The lergest company end Its marksl capitelization are
presented for aach decile. Table 7-3 shows the historical
breakpoints for gach of the three size groupings presented
thraughout this chapter. Mid-cap stocks are defined here
as the aggrepate of deciles 3-5. Based an the most recent
date [Tshle 7-2}, companies within this midcap range
have market capitafizations at or below $7,360,271,000
but greater than $1,848,951,000. Low-cap stocks include
deciles 6~8 and cunently include all companies in the
NYSEFAMEX/NASDAD with market capitalizations at or
below $1,848,851,000 but greater than $463,254,000.
Micro-cap stocks includa deciles 3-10 and includs compa-
nies with market capitalizations at or balow $453,254,000.
The market capitalization of the smallest company included
In the micro-capitalization group is cutrently $1,575,000.

Presentation of the Decile Dats

Summary statistics of annual retums of the 10 deciles
over 1925-2008 are presented in Tabls 7-4. Note from
this exhibit that bath the average return and the total risk,
or standard deviation of annual retums, tend to Increase
as one moves from the largest decile to the smallest.
Furthermore, the serlal correlations of etums are near
zerp for afl but the smallest declles. Serial comelations
and their significance will ba discussad in datall fater in
this chgpter.
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Table 7-3
Size-Decite Portfolios of tha NYSE/AMEX/NASDAQ
Lergest and Smallest Company by Size Group
19261855

Cepiizliallon of Lesgas) Company fin Thovszrds) Capitalization of 8malizst Compeny [y Thoxteands)
Dam Mid-Cag LowLap Mizo-Gap Mid-Cap iow-Cap wiern-Lep
[Sepa 301 5 ] 9-10 35 [ ai] 10 —
g8 360,103 $13.78 23 $13800 $4.283 $3
1077 64,620 13401 4418 1452 4,450 55
1820 #0810 18,761 BN 18,768 5119 i%
182 15,054 20,558 (7 24,080 5873 118
180 EG,150 2518 3,359 13,050 3359 0
1931 42507 8142 1527 827 189 15
12 2217 218 & 223 % 1
1533 40,288 7210 1.5 7.280 1875 [
LT 38,018 B33 IE] 5,689 16 &
1835 753 6.509 1,350 805 1309 E]
1835 45363 11,505 2,754 11,528 2,800 7]
1537 61,150 13538 3,833 13,78 358 [N
1838 018 832 2,18 8,400 2.200 &
183 08 A7 1818 7,600 1854 75
1840 40803 7880 185 BoT 1872 ]
8y 80,352 8918 205 8,338 2087, i
1882 28,097 [ 1770 8,870 1778 ]
185 42,721 11403 3847 11,475 2809 3%
184 6,221 13,058 4,812 13,058 4,620 30
1845 B125 17,825 8413 17675 8428 F2=3
1648 7118 IR 10,148 24,188 10,168 8
1847 &7,830 17718 6373 1778 B350 (7]
1848 7230 18,692 7,308 18551 7308 683
LI SO and RGN 14577 510 3
1850 58,143 18576 370 8.0 6,203 m
1851 82517 275 159 22,850 7600
182 §5638 40 BAZ 452 BAGD gy
L) a1 25340 B134 B4 8.168 A8
1854 15 28707 1,428 29,781 B512
1855 17088 468 12353 41,691 12444 ]
1gs8 383,752 45,505 1352 28,888 362 13z
£ 184300 7558 13,804 1B5H 13,828 [
1858 185538 6,771 13.768 45,871 13816 =]
1658 . 256,25 64,110 18598 BA.221 18,101 1B
1950 LI b1 485 19,753 61,628 1834 E]
1m 208,261 71888 23582 77,865 23,513 2,885
1867 750,75 .76 18,852 68,858 16,088 1018
1983 05,403 1818 23077 N 24,058 79
1884 343675 73,508 5558 78.837 _258M 7
1855 355676 84500 AR 85,065 54 50

Solrea: Celoulated (ot Darved) based on dste from CASP S Stotk Batabiase and CRSF US Inflces Uetahase 7003 Sentar for Rasearch tn Seewlty Frieas (CASPEL
Tha Unlyssity of Chizage Booth Sehoal of Buslnuss. Used with pervalssion,
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Tahle 7-3 (Continued)
Size-Dacile Portfolios of the NYSE/AMBY/NASDAQ
Largest and Smallest Company by Size Group
19662018

Cepitaffzation of Lorgest o [In Thotrezsds] Cn tion of Smalten Company Bs Theusant
Dt Mid-Cap LowCap MizrnGap Wid-Cap Lew-Cap Mirolap
{530 35 B-0 810 3-8 (X | T
1958 403,137 499,950 $34884 $100,107 $34,856 $35)
1957 8,08 118880 12,18 119635 42257 T
188 £31.308 150853 60,543 15),260 0,718 7]
185 618,485 145,792 54,35 147311 5453 119
1870 ET] BA7EA 20815 84645 prie] ]
18 : SIE - WA 45570 147810 4571 B8 _
L1 857,181 143855 d5.728 144263 ABTE] 106
1973 431,334 8550 ) 85,710 28,430 ]
i) 356,470 79578 23,355 B0260 23400 ]
1575 a7 054 102313 30,353 103,283 3039 &0
17 555,288 121,717 34884 2155 34E0 ()
197 54577 139,188 40700 138570 40,765 513
1978 SR 364,75 [72] 154455 45,8 (=[]
1670 655,13 171378 1,167 172,763 51,274 88
1980 752,185 1837 50,435 160,378 A ]
1581 952,357 A5 2,108 204,783 12450 1445
186 TH517 21030 5533 210620 5,473 1460
158 1708811 353,869 104,382 i 104,508 205
188 1,075,488 315,955 81,004 316,103 81,185 2033
B3 LI I 81,675 570723 84,857 760
] LG 4480l 110617 413,482 110953 ]
1887 259083 X 13419 40682 113,430 V277
1888 1557.928 471340 nMg 471,575 84,573 ]
1989 215847 ABDI75 11,765 453583 100,389 ]
JEL] Linzir 474,055 B.TE ayan 83780 18
] ZIZ88m 457,858 B7,588 458,853 [T Fif]
159 2AZ3A71 E00327 103,35 E00345 103500 31
155 205,182 B3 658 137,105 EI7.420 13749 37
153 247028 Goges VR0 E57,975 876 o]
1856 2788930 647,210 15,288 ] 195,552 5]
1999 3142557 751316 1m0 751,680 183018 i
157 34paAd0 FEEFA] 24300 814355 2905 5
1e38 (Y] 925,688 2,5 526215 =309 il
1658 4251741 B7EAH 2035 75,582 AT ]
P 413582 840,000 152,08 BAL730 182,429 1553
200 5166315 1108224 265734 1,\0B959 265,738 [T}
200Z 49503 111858 308,850 112438 3,248 =N
200 4194550 1163369 320,080 1Ea 329528 E
i) £.241.953 1E07B54 SI57 L] EEA10 138
2005 1124 1,725 585,95 172354 8128 107
2008 A 1,548,588 [T 180,240 5,00 2207
2007 075,713 2417784 prXif] 241358 725261 142
2008 136020 1848851 L)) 1840650 453,300 1975

Source: Caltulated {or Dashved) kasat on dats from RSP US Stack Datatinse end GRSPUS Indlcos Database ©2003 Cantet for Research bn Seeurty Prieas [TRSP),
Tha Uinivarsity of Chiczgo Basth Schoel of Buxiners, Lixed with parmlssion,
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Graph 7-1: Siza-Declia Porttolios of the NYSE/AMBYNASDAQ
Wealth Indices of trvestments In Mid-, Low-, Micro-, and Total Capitalization Stocks
Index{Year-End 1526= $1.00)

| R —

Yesrend o §B,020.43

Sturks B Migro-Cep

Data from 19757018,

B $5451.34

@ LowLap

55 7
o 407750 o SLERER
MigCp Tou3 Caphaliation

Graph 7-1 depicts the growth of ane dollar investad in each
of thres NYSE/AMEX/NASDAQ groups broken down into
mid-cap, low-cap, and micro-cap stocks. The Index value
of the entire NYSE/AMEX/NASDAQD is also included. All
retums presented are value-weighted based on the market
capitalizations of the declles contained in sach subgroup.
The shear magnitude of the size effect in soma ysars Is
noteworthy. While the largest stocks actuaily declined 9
percent in 1977, the smallest stocks rose more than 20
perzent. A more extreme case ocourred in the depression-
recovery year of 1933, when the difference between the
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firstand tenth dacile returns was far more substantial, with
the largest stocks rising 46 percant, and the smallsst stecks |
rising 218 parcent. This divergence In the performance of
small and large company stocks {3 & commen cccurmence,

Tahde 7-4: Siza-Datila Porifolins of the NYSE/AMBINASOAT

Summary Stalitics of Arual Aetirm

Guometde  Adthmetic Stmdmd  Serl
Decll Mozn Mezan Daviatinn  Coralation
1{Lamgast 849 108 19.48 0.09
2 101 125 23 .04
k| 104 13.1 23,69 {01
4 4 134 718 060
] 10.9 14.2 .80 002
6 10,9 Us 06 004
7 10.8 148 7882 0.2
B 11.0 160 3444 008
] 1.1 168 3670 0,05
10-Smallast 125 0.1 .65 0.17
Mid Cap 105 134 2483 0,01
Low Cap 104 148 284 0.04
Micro 118 177 8.6 048
WNYSE/ANIEXS 8.4 14 205 o
NASDAQ Tota! Vatse
Welghted Indax

Data from 126-2000 Baurct: Gatoulated {cr Derlved] bated on data bom
CASP US Stock Patabzse and CASP UG Indices Database @003 Denter
for Reszarch in Security Prdes (CASPS), Tiva tnfverstty of Ghicagn Booth
Schmt] of Bustresy, Used with permission,

Resuty are for quarterly re-fanking for tha decTies, The small compzny stock
summary statisiics prosentad In earfier chapless compise B reaoking of the
yortfollos every fiva year prior 1o 1532

Aspects of the Firm Size Effect

The firm siza phenomanon is remarkabie in several ways.
Fisst, the greater risk of small stocks dees nat, in the con-
text of tha capital asset pricing model {CAPM), fully eccount
for thelr highar retums over the tang term, In the CAPM onfy
systemstie, or beta risk, Is rewarded; small company stecks
have had returms in excess of those implied by thelr batas.

Second, the catendar annual return differences between
small and large companias are serislly comelated. This
supgests that past annual retums may be of some value
in predicting future annual retumns. Such serial correlation,
ot autnesrrelation, is practically unknown in the market for
large stocks and In mast other equity markets but is evident
In the siza premia.

2019 [hbotsen® 5881 Valualiog Yearbook
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Table 7-5; Stra-Declle Portfollos of the NYSE/AMEX/NASDAQ
Long-Teim Rzturns In Excezs of CARM

Aokl CAPM Ebe

At Aol Retum Prastlim
male  WEwsss  bEaess  {Relumin
Mezn  of Qistless  oiRlsklews  Excewaof
Rewmn  Rate™® Rate? CapNg
Declia Bo® R4 1.2] 1% 1%
1-Lamgest 0.91 10.75 556 581 L35
Z 103 125 131 8.69 L82
3 1.0 1306 187 713 0.74
4 1,12 1346 8.25 128 0.57
5 116 1423 803 149 1.54
6 138 1448 928 7.65 163
1 1.24 1484 9.65 B.03 1.62
B 130 1595 10.76 B4 2.35
] 135 1682 11.42 .71 271
10-Smallest 141 2013 1483 812 5.81
Mig-Cep, 3-5 112 1337 218 124 084

Low-Cap, 5-B 1.22
Mixo-Lap, 3~10 1,36

1288 988 782 1.1
1732 128 B.re N

Data from 126-2000
*Balza s1e estimatad from montly et [n exeess of Ove 30-day LS. Treasory HE
total ietem, Janvary 102E-Tecember 200,

**Histouleat rskloss tats myasured by tha B3-yaer athmells piean Incomo calum
cangonenaf 25-4ymar government bogpds {5,201

‘Cafaviated in tha centext of the CAPR by muttintying Mo eqaity rhd gremium by
Ireta, Tho eyotty sk premiom is estinated by e exiihretic mean tota) retom of
fha SEF 500 [11,57 perean) minus the arlt:metle mean teams etum compatiem
of 20year govemment donds (520 peree) fiom 1925-AR0.

Groph 7-2: Security Market Uine Versus Size-Declta Portfoltos of the
NYSE/AMEX/NASDAD?

"8 Rrfthmetic Moan fietum

W D —
]
]
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S&E.500
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Third, the firm size effect is saasonal. For exemple, small
company stocks outperformed farge company stocks in the
month of January in a large majority of the years. Such
predictahility is surprising and suspicious in light of madem
capital markat theory. Thesa threa aspects of the firm size
effsct—long-term retums in excess of systamatic risk,
serial correlation, and seasonality—will be analyzed
thoroughly in the following sections.

Long-Term Returns in Excess of Systematic Risk

The capita! asset pricing model (CAPM) doss not fufly
account for the higher retums of small company stocks.
Table 7-5 shows the returns In excass of systamatic risk
over the past 83 years for each decile of the NYSE/AMEX/
MASDAQ. Recal} that the CAPM s expressed as follows:

kg =1¢ +{B . XEF)

Table 7-6 uses the CAPM to estimate the retum in excess
of the risklass rate and compares this estimate to historical
pesfermance. According to the CAPM, the expected retum
on a security should consist of the riskless rate plus an
additional return to compensete for the systematic risk
of the security. The retum in excess of the riskless rete Is
estimated in the context of the CAPM by multiplying the
equity risk premivm by B (beta). The equity risk premium
ts the return that compensates investors for taking on risk
equal to the risk of the market as a whole {systematic risk).!
Beta measures the extent to which & security or portfolio
Is exposed to systematic risk. The beta of each decile indi-
cates the degree to which the declie’s retum moves with
that of the overall markat. '

A heta greater than one indicates that the security or port-
fotio has greater systematic risk than the market; aceording
to the CAPM equation, investors are compensated for
taking on this additional visk. Yet, Tahls 7-5 lilusirates
that the smaller deciles have had retums thet ere not fully
explzined by thelr higher betas, This retum in excess of
that predicted by GAPM increases as one moves from the
largest companies in decila 1 to the smalisst in decile 10.

Soucce: Cakeidated oy Dedvad based

n data fram CSF US Stock Datebase T T T T T T T T 1 The excess retm is especlally pronounced for mioro-cap
end CASF US tadtoes Catabnsa 62003 D0 0z 04 05 0B 10 12 14 16 giocks {deciles 9-10). This size-related phenomencn has
Careefor foseach n Secully Pees ot prompted a revision to the CAPM, which includes a size
{EASPE, The Urlverslly of Chéragn Dsta fram 1926- 2603 ; ,

Boath Schno! of Boxfenss. Used pramiurn. Chapter 4 prasents this modified CAPM theory
with parmbssion, and its application in mere detail.
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Tahle 7-6: Site-Declle Portfallos 103 end 10b of the

NYSE/AMBYNASDAQ
Rezem Market Cepiiah
Recent Dexfls Merket brotlon of L=
Number of Caphaiiration est Campany Campany
Dedia Lompan {inTh ds) ia Thousnds) Nama
108 403 $77,880,248 $218,533,000 Bearer Homas U.S.A. Inc.
16b 1182 75412545 136,500,000 Great Northem lron Cre

Nate: Thesn numbess may nol sygregate W equal deells §0 Egures.

Souree Coleutated {or Dertver) based on data fram CRSP US Stock Datzbase and CHEP US Indices Databasa 2009 Canter
for Reseesch In Seeurdty Prces {CASPS), Tha Untrevslty of Chirzgo Baoth Schoo) of Business. Used with pemilssion,

Markat capltzlizadan axd name of lzrpest compzny b wach darils os of September 30, 008,

This phenomencn can also bs viewed graphically, &c
depicted in the Graph 7-2.. Fhe security market line is based
on the pure CAPM without adjustment for the size prem}-

“um, Based an tha risk {or beta} of a security, the expected
return lias on the security markat line. Howaver, the actual
historic retums for the smalier deciles of the NYSE/AMEX/
NASDAD lie above the fine, indicating that these decfles
have had retums in excess of that which [s appropriate for
thelr systamatic risk.

Further Analysis of the 10th Decile

The size premia prasented thus far do a great deal to
explain the retumn due solely to size in publicly traded
cumpanies. However, by splitting the 10th decile into two
size graupings we can get & closer lack at-the smaliest
companies. This magnification of the smallest companles
will demonstrate whether the company size to sfza premia
refationship continues to hold true.

As previously discussed, the method for determining the size
groupings for size premia analysis was to take the stocks
traded on the NYSE and break them up into 10 deciles, after
which stacks traded on the AMEX and NASDAQ were allo-
cated into the same size groupings. This same methedology
was used to split the 10th declle into two parts: 102 and
10b, with 10b being the smaller of the two, This is equiva-
let to breaking the stacks down into 20 size groupings,
with portfolios 19 and 20 reprasenting 10a and 10b.

Table 7-7 shows that the pattem cantinubs; as companiss
get smaller their ska pramium increases. There i 8 notice-
able increase in size premium from 10a to 10b, which
can also be demonstrated visually in Graph 7-3. This can
be useful in valuing companies that are extremely small.
Tabla 7-6 presents the size, composition, end breakpeints
of daciles 10a and 1Cb.
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First, the recent number of companies and tote! decils mar-
ket capitalization are presented, Then the largest company
and its market capitalization are prasented,

Breaking the smallest decile down lowers the significance
of the results compared to results for the 10th daclle taken
as & whole, howaver, The same holds true far comparing
the 10th decile with the Micro-Cap aggregation of the Sth
and 10th decilas. The more stocks inctuded in a sampls the
mors significance can be placed on the results. While this
is nat as much of e factor with the recent years of data,
these size premia are construsted with data back to 1926,
By braaking the 10th decife dawn inta smaller componsnts
we heva cut the number of stocks included in each group-
ing. The change over tima of the aumber of stocks included
in the 10th decila for the NYSE/AMBY/NASDAL is present-
ed in Table 7-8. With fawer stocks included in the analysts
early on, thera is a strong possibility that just a faw stocks
can dominate the retums for those early years,

While the number of companias included in the 10th declle
for the early years of our analysls is low, it is not tog low to
still draw meaningful results even when broken dowm into
subdivistans 10a and 10b: Al things considered, size we-
mia developed for deciles 102 and 10b are significant and
can be used In cost of capital analysls. Thess size pramia
should greatly enhance the development of cost of capital
analysis for very smali companles.
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Toblo 7-7: Long-Tarm Ratums In Excess of LAFM Estimation for Dedile
Porlfallos of the NYSE/AMBYNASEAR, with 10th Datile Spiit
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Afternative Methods of Ealcolating the Size Premia
The she premia estimation method presented ebove makes
several assumptions with respect 1o the market bench-
mark and the maasurement of beta, The impact of these
assumptions can best be examined by Inoking st some
alternativas. In this section we wili examina the impact an
thd size premia of using a differsnt market benchmark for
estimating the equity risk premia and beta, We will also
examina the effact on the size premia study of using sum
bata or an annual bota?

Changing the Market Benchmarlk

In the original size premia study, the S&P 500 Is used as
the markat benchmark in the calculation of the realized
historical equity risk premium and of each size group’s
beta. The NYSE tote! value-weighted index is a common
elternative market benchmark used to calculats bata. Table
7-8 uses this market benchmark in tha calcutation of bets.
in order to isolsts tha size effect, wa require an equity risk
premium based on a large company stock benchmark. The
NYSE deciles 1-2 large company index offers a mutually
exclusive set of portfolles for the analysls of the smaller
company groups: mid-cep declles 3-5, low-cap deciles
6-8, and micro-cap decllas 8-10, The sizs premia enalyses
using these benchmarks are summarized in Teble 7-8

depicted graphically in Graph 7-4. ‘
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For the sntira period analyzed, 1928-2008, the betss
obtained vsing the NYSE total value-weighted index are
higher than those chtained wsing the S&P 500. Since
smafler companies had higher betas using the NYSE bench-
mask, ang would expect tha size premia to shrink. Howavar,
a5 was illustrated in Chapter 5, the equity risk premium
caltulated using the NYSE deciles 1-2 benchmark results
in @ value of 5,80, as opposad to 847 when ustng the S&P
500. The effect of the higher betas and luwer equity risk
premium cancel each other out, and the resulting size
premia i Table 7-B are slightly higher then those resulting
from the original study.

Weasyring Beta with Sum Beta

The sum beta method attempts to provide a better measture
of beta for small stacks by taking into account thelr lagged
price reaction to movemants in the market. {See Chapter
6. Teble 7-10 shows that using this method of beta esti-
mation results in larger betas for the smaller size declles
of the NYSE/AMEX/NASDAD while those of the larger
slza deciles remain relatively stable. from these results,
it appears that the sum bete method comects for possible
ermors that are mads when estimating small company betas
without adjusting for the lagged price reaction of small
stocks. Howavar, the sim beta, when applied to the CAPM,
still does not account for sl of the retums in excess of the
riskless rate historically found for small stocks. Table 710
demonstrates that s size premium is still necessary 1o esti-
mate the expected retumns using sum beta in canfunction
with the CAPM, though the premium Is smaller than that
needed whan using the typical calculation of beta.

Braph 7-6 compares the 10 deciles of the NYSE/AMEX/
MASDAQ 1o the security markst line, There ar two sets
of decile portfelins—one set is piotted using the single
vartabla regression method of caleulating beta, as n Graph
7-2, and the sacond st uses the sum bete method. The
porticlios plotted using sum beta mere closely resemble
the security market ling, Again, this demenstratss that the
sum beta method results in the desired effect: a higher
estimate of retums for small companles. Yet the smaller
portfolios still lie abnve the security market tine, Indicating
that an additiona) premium may be reguired.
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Dear Reader,

This volume updates the 1994 edition of
Corporate Finance Criteria. There are several
new chapters, covering our recently introduced
Bank Loan Ratings, criteria for “notching” junior
obligations, and the role of cyclicality in ratings.
Naturally, the ratio medians have been brought
up to date.

Standard & Poor’s criteria publications represent
our endeavor to convey the thought processes and
methodologies employed in determining Standard
& Poor’s ratings. They describe both

the quantitative and qualitative aspects of the
analysis, We believe that our rating product has
the most value if users appreciate all that has
gone into producing the letter symbols.

Bear in mind, though, that 2 rating is, in the end,
an opinion. The rating experience is as much an
art as it is a science.

Solomon B, Samson
Chairman, Corporate Ratings Criteria Committee
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Utilities

The utilitles rating methedolagy encompasses two basic
components: business risk analyss and financial analysis.
Evaluat!on of Industry characteristics, the utility’s position
within that industry, its regulation, and its management
provides the context for assessing & firm’s linande] condl-
ton.

Historical analysis is a tool for identifying strengths and
weaknesses, and provides a starting point for evaluating
financial condition. Business position assessment s the
qualitative measure of a utitity's fundamental creditwor-
thiness, It focuses on the forces that will shape the utllitles'
future.

utilitles are treated less as reguiated monopolies and more
as entitles faced with a host of challengers in a competitive
environment. Marketplace dynamics are supplanting the
power of regulation, making it critically Imnportant to re-
duce costs and/or market new services in order to thwart
competitors’ inrvads.

Markets and service area economy

Assessing service territary begins with the economicand
demographic evaluation of the area in which the utility has
its Franchise, Strength of long-termdemand for the product
1s examined from a macroeconomic perspective. This en-
ables Standard & Poor's to evaluate the affordability of
rates and the staying power of demand.,

Standard & Poor's tries te discern any secular consump-
ton trends and, more importantly, the reasons for them.
Speclfic items examined Incude the size and growth rate
of the market, strength of the franchise, histordeal and
projected sales growth, income levels and trends in popu-
lation, employment, and per capita income. A utility with
a healthy economyy and customer base—as illustrated by
diverse empluyment opportunities, average or above-av-
erage wealth and income statistics, and low unemploy-

ment—will have a greater capasity to support its opara-
tions.

For electric and pas utllides, distribution by customer
class Is scrutinized to assess the depth and diversity of the
utflity's customer mix. For example, heavy industrial con-
centration is viewed cautlously, since a utility may have
significant exposure to cyclical volatility, Alternatively, a
large residential component yields a stable and more pre-
dictable revenue stream. The largest utility customers are
identified to determine thelr importance to the bottomline
and assess the risk of thelr Joss and potential adverse effect
on the udlity's finandal posiion. Credit concerns arise
when Individual customers represent mare than 5% of
revenues. The company or Industcy may play a significant
role in the overall economic base of the service area. More-
over, larga customers may turn to cogeneration or alterna-
tive power suppliesto meet thelr energy needs, poténtially
lzading to reduced cash flow for the utility (even In cases
where a large customer pays discounted rates and i3 nat a
profitable account for the utility). Customer concentration
is less significant for water and telecommunication utili-
ties.

Competitive position

As competitive pressures have intensified In the utilitles
industry, Standard & Poor's analysis has deepened to in-
clude a more thorough review of competitive position.

Eleetrle utility competition

For clectrie utilitles, competitive factors examined in-
clude: percentage of firm wholesale revenues that are most
vulnerable to competition; industrial Joad concentration;
exposure of key customers to alternative suppliers; com-
merclal concentrations; rates for various customer classes;
rate design and flexibllity; production costs, both marg!nal
and fixed; the reglonal capacity situation; and transmission
constratnts, A regional focus is evident, but high costs and
rates retative to national averages are elso of significant
eoncern because of the potential far electricity substitutes
over time.

Mounting competition in the electric udlity industry
derives from excess genevating capadity, lower bartiers to
entering the electric generating business, and marginal
costs that are below embedded costs. Standard & Poor's
has already witnessed declining prices in wholesale mar-
kets, as de faceo retall competition Is already being seen In
several parts of the country. Standard & Poor’s belleves
that over the coming years more and more customers will
want and demand lower prices, Initial concerns focus on
the largest industrial loads, but other customer classes will
be Increasingly vulnerable, Competition will not netessar-
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{ly be driven by lepislation. Other pressures will arise from
global competition and improving technologles, whether
it be the declining cost of incremental generation or ad-
vances In transmission capacity or substitute energy
sources lke the fuel cell, It is iImpossible to say precisely
when wide-open retall competition will occur: this will be
evolutionary. However, significantly greater competition
in retail markets is inevitable.

Gas utllity competition

Similarly, gas utilitles are analyzed with regard to their
competitive standing In the three major areas of demand:
residential, commerdal, and industrial. Although regu-
lated as holders of monopoly power, natural gas utilities
have for some time been actively competing for energy
market share with fuel ofl, electricity, coal, solar, wood, etc.
The long-term staying power of market demand for natu-
ral gas cannot be taken for granted. In fact, as the electric
utility industry restructures and reduces costs, electric
power will become more cost competitive and threaten
certain gas markets. In addition, independent gas market-
ers have made greater inroads behind the city gate and are
competing for large gas users. Moreover, the recent trend
by state regulators to unbundle utllity services Is oeating
opportunities for outsiders to market niche praducts, Dis-
tributors stil have the upper hand, but those who do not
reduce and control costs, and thus rates, could find com-
petition even more difficult.

Natural gas pipelines are judged to carry a somewhat
higher business risk than distribution companies because
they face competttlon In every one of their markets. To the
extenta plpeline serves utllities versusindustrial end users,
its stability is greater. Over the next five years, pipeline
competition will heat up since many service contracts with
customers are expiring. Most distributor or end-use cus-
tomers are looking to reduce pipeline costs and are work-
ing to Improve thelr load factor to do s0. Thus, plpellnes
will likely find it difficult to recontract all capacity in
coming years, Being the plpeline of cholce Is a function of
attractive transportation rates, diversity and quality of
services provided, and capacity available in each particular
market, In all cases though, perdodic discounting of rates
to retain customers will occur and put pressure on profit-
ability.

Water utifity competition

As the last true utility monopoly, water utilitles face very
little competition and there Is currently no challenge to the
continuation of franchise areas, The only exceptions have
been cases where Investor-owned water companles have
been subject to condemnation and munidpalization be-
cause of poor service or political motivations. In that re-
gard, Standard & Poor’s pays close attentian to costs and
rates in relation to nefghboring utilities and natlonal aver-
ages. {In contrast, the privatization of public water facilities
has begun, albeit at a slower pace than anticipated. This Is
occurring mostly In the form of operating contracts and
public/privete partnerships, and not In asset transfers.
This wend should continue as citles look for ways to bal-

80

ance their tight budgets) Also, water utilities are not fully
immune to the forces of competition; in a few Instances
wholesale customers can eccess more than one supplier.

Telephone competition

The Telecommunications Act of 1996 acceleratesthe con-
tinuing challenge to the local exchange compantes’ (LECs)
century-old monopoly in the local loop. Competitive ac-
cess providers (CAPs), both faclities-based and resellers,
are aggressively pursuing customers, generally tarpeting
metropolitan areas, and promising lower rates and better
service.

Most long-distance calls are still originated and terml-
nated on the tocal telephone company network. Te com-
plete such a call, the long-distance provider {Including
ATE&T, MCI, Sprint and a host of smaller interexchange
carriers or "D{Cs") must pay the local telephone company
a steep "access" fee to compensate the local phone com-
pany for the use of its Jocal network. CAPs, in contrast,
build or lease facilities that directly connect customers to
their long-distance carrier, bypassing the local telephone
company and avolding access fees, and thereby can offer
lower long-distance rates. But the LECs are not standing
still; they are combating the loss of business to CAPs by
lowering access fees, thereby reducing the economicincen-
tive for a high usage long-distance customer to use a CAP.
LECs are attempting to make up for the loss of revenues
from lower access fees by increasing basic local service
rates {or at least not lowering them), since basic service Is
far less subject to competition. LECs are improving oper-
ating efficiency and marketing high margin, value-added
new services. Additionally, in the wake of the Telecommu-
nications Act, LECs will capture at least some of the inter-
LATA long-distance market. As aresult of these initiatives,
LECs continue to rebuild themselves—from the traditional
utility monopoly to leaner, more marketing orlented or-
ganizations, -

While LECs, and indeed ell segments of the telecommu-
nications sector, face Increasing compettion, there are fa-
vorable industry factors that tend to offset heightened
business risk and auger for overall ratings stability for most
LECs, Importantly, telecommunications is a declining-cost
business, With increased deplayment of fiber optics, the
cost of transport has fallen dramatically and digltal switch-
Ing hardware and software have ylelded more capable,
trouble-free and cost-efficient netwaorks. As a result, the
cost of network maintenance has dropped sharply, as llus-
trated by the ratio of employees per 10,000 access lines, an
oft cited measuremertt of efficlency. Ratlos as low as 25
emplayees per 10,000 lines are being seen, down from the
typical 40 or mare emplayees per 10,000 ratio of only a few
years ago.

In addition, networls are far more capable. They are
increasingly digitally switched and able to accommodate
high-speed communlcations. The infrastructure fieeded to
accommodate switched broadband services will be hullt
into telephone networks over the next few years. These
advanced netwarks will enable telephone companies to
look to a greater varlety of high-margin, value-added serv-
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ices. In additlon to those current services such as call
waiting or caller ID, the delivery of hundreds of broadeast
and Interactive video channels will be possible. While these
services offer the potential of new revenue streams, they
will simultaneously present a formidable challenge. LECs
will be entering the new (to them) arena of multimedia
entertalnment and will have to develop expertlse in mar-
keting and entertalnment programming acumen; such
skills stand in sharp contrast to LECs’ raditional strengths
in engineering and customer service,

Operations

Standard & Poor's focuses on the nature of operations
from the perspective of cost, reliability, and quality of
service. Here, emphasis {s placed on those areas that re-
quire management attention in terms of time or moneyand
which, if unresolved, may lead to political, regulatory, or
competitive problems.

Operations of electric utilitles

For electrics, the status of utility plant Investrment Is
reviewed with regard to generating plant avallability and
utilization, and also for compliance with existing and con-
templated environmental and other regulatory standards.
The record of plant cutages, equivalent avallability, load
factors, heat rates, and capacity factors are examined. Also
important Is efficiency, as defined by total megawatt hour
per employee and customers per emplayee, Transmission
interconnections are evaluated In terms of the number of
utilities to which the utility in question has access, the cost
structures and avallable generating capadity of these ather
utilities, and the price paid for wholesale power.

Because of mounting competition and the substantial
escalation In decommissioning estimates, significant
weight is given to the operation of nudlear facllitfes. Nu-
clear plants are becoming more vulnerable to high produc-
ton costs that make their rates uneconomic. Significant
asset concentration may expose the utility to poor perform-
ance, unscheduled cutages or premature shutdowns, and
large deferrals or regulatory assets that may need to be
written off for the utility to remain competitive. Also,
nuclear facilities tend to represent significant portions of
their operators” generating capability and assets, The loss
of a preductive nuclear unit from both power supply and
rate base can interrupt the revenue streamn and create sub-
stantlal additfonal costs for repafrs and Improvements and
replacement power. The ability to keep these statlons run-
ning smoothly and economically directly Influences the
ability to meet electric demand, the stability of revenues
and costs, and, by extension, the ability to maintain ade-
quate creditworthiness. Thus, economic operation, safe
operation, and long-term operation are examined in depth,
Specifically, emphasis is placed on operation and mainte-
nance costs, busbar costs, fuel costs, refueling outages,
forced outages, plant statistics, NRC evaluations, the po-
tentlal need for repairs, operating licenses, decommission-
Ing estimates and amounts held in external trusts, spent
fuel storage capaclty, and management's nuclear experi-

ente, In essence, favorable nuclear operations offer signifl-
cant opportunities but, if a nuclear unit runs poorly or not
at all, the attendant risks can be great.

Operations of ges utilities

For gas pipeline and distribution companies, the degres
of plant utilization, the physical condition of the mains and
Iines, adequacy of storage to meet seasonal needs, *lost and
unaccounted for” gas levels, and per-unit nongas operat-
ing and construction costs are important factors, Efficlency
statistics such as load factor, operating costs per customer,
and operating income per employee are also evaluated in
comparison to other utilitles and the Industry as a whole.

Operations of water utilities

As a group, water utilitles are continually upgrading
their physical plant to satisfy regulations and to develop
additional supply. Over the next decade, water systems
will increasingly face the task of maintaining compliance,
as drinking water regulations change and Infrastructure
ages. Given that the Safe Drinking Water Act was author-
ized In 1974, the first generation of treatment plants bullt
to eonform with these rules are almost 20 years old, Addi-
tionally, because the focus during this perlod wes on sat-
isfying environmental standards, deferred matntenance of
distribution systems has been common, espectally In older
urban areas. The increasing cost of supplying treated water
arpues against the high level of unaccounted for water
witnessed In the industry, Consequently, Standard &
Poor's anticipates capital plans for rebullding distribution
lines and major renewal and replacement efforts a{med at
treatment plants.

Operatione of lelaphone companies

For télephone compantes, cost-of-service analysis fo-
cuses on plant capability and measures of effldlency and
quality of service. Plant capability is ascertained by looking
at such paramneters as percentage of digltally switched
lines; ftber optic deployment, in particular in those par-
tions of the plant key to network survival: and the degree
of broadband capacity flber and coaxial deployment and
troadband switching capactty. Efficlency measures in-
clude operating margins, the ratio of employees per 10,080
access lines, and the extent of network and operations
consolidation. Quality of service encompasses examina-
tlon of quantitative measures, such as trouble reparts and
repeat service calls, as well as an assessment of qualitative
factors, that may include service quality goals mandated
by regulators.

Regulation

Regulatory rate-setting actiens are reviewed on a case-
by-case basis with regard to the potential effect on credit-
worthiness. Regulators” authorizing high rates of return is
oflittle value unless the returns are earnable, Furthermore,
allowing high returns based on noncash items does not
beneflt bondholders. Also, to be viewed positively, regula-
tory treatment should allow consistent performance from
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petiod to perlod, glven the Importance of financial stability
as o rating conslderation,

The utility group meets frequently with commission and
staff members, both at Stardard & Poor's offices and at
commission headquarters, demonstrating the importance
Standard & Poor's places on the regulatory erena for aredit
quality evaluation. Input from these meetings and from
review of rate orders and their impact weigh heavily in
Standard & Poor's anelysis.

Standard & Poor's does not “rate” regulatory commis-
sions, State commissions typlcally regulate a numnber of
diverse industries, and regulatory approaches to different
types of cormnpanies often differ within a single regulatary
Jurisdiction. This makes 1t all but impossible to develop
indusive “ratings” for regulators,

Standard & Poor’s evaluation of regulation also encom-
passes the adminlstrative, Judicial, and leglslative proc-
esses involved In state and federal regulation. These can
affect rate-setting activitles and other aspects of the busi-
ness, such as competitive entry, environmental and safety
rules, facility slting, and securfties sales.

As the utility industry faces an Increasingly deregulated
environment, alternatives to traditional rate-making are
becoming more critical to the abflity of utBites to effec-
tively compete, malntain earnings power, and sustain
creditor protection. Thus, Standard & Poor's focuses on
whether regulators, both state and federal, will help or
hinder utilities as they are exposed to greater competition.
There Is much that regulators can do, from allocating costs
to more captive customers to allowing pricing flexibil-
fty—and sometimes just stepping out of the way.

Under traditional rate-making, rates and earnings are
tied to the amount of Invested capital and the cost of
capital, This can sometimes reward companles more for
Justifying costs than for containing themn. Moreover, most
current regulatory policles do not permit utilities to be
flexible when responding to competitive pressures of a
deregulated market. Lack of flexible tariffs for electric uti}-
tles may lure large rustomers to wheel cheaper power from
other sources,

in general, a regulatory jurisdictfon is viewed favorably
if it permits earning a return based on the ability to sustain
rates at competitive levels. In addition to performance-
based rewards or penalties, flexible plans could include
market-based rates, price caps, Index-based prices, and
rates premised on the value of customer service, Such rates
more dosely mitror the competitive environment that uti)f-
ties are confroning.

Electric industry regulation

The abflity to enter into long-term arrangements at ne-
gotlated rates without having to seek regulatory approval
for each contract Is also important in the electric Industry.
(While contracting at reduced rates constrains financlal
performantce, it lessens the potential adverse impact inthe
event of retall wheellng. Since revenue losses associated
with this strategy are not likely to be recovered from rate-
payers, utilitles must control costs well enough to remain
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competitive If they are to sustaln current levels of band-
holder protection.)

Natural gas industry regulation

Inthe gasindustry, too, several state commisslon policles
weigh heavily in the evaluation of regulatory support
Examples Include stabilization mechanlsms to adjust reve-
nues for changes {n weather or the economy, rate and
service unbundling decislons, revenue and cost allacation
between sales and transportation customers, flexible in-
dustrial rates, and the general suppartiveness of construc-
tion costs and gas purchases.

Water industry reguiation

In all water utdlity activitles, federal and state environ-
mental regulations continue to play a critical rale. The
legislative timetable to effect the 1986 amendments to the
Safe Drinking Water Act of 1974 was quite aggressive, But
environmenta) standards-setting has attually slowed over
the past couple of years due largely to Increasing sentiment
that the stringent, costly standards have not been justified
on the basts of public health. A moratorium on the prom-
ulgation of significant new environmental rules is antid-
pated.

Telecommunications industry regulation

Despite the advances in telecommunications deregula-
tion, analysis of regulation of telephone cperators will
continue to be a key rating determinant for the foreseeable
future, The method of regulation may be either classic
rate-based rate of return or some form of price cap mecha-
nism. The most important factor is to assess whether the
regulatory framework—no matter which type~—provides
sufficient financial incentive to encourage the rated com-
pany to maintain its quality of service and to upgrade its
plant to accommeodate new services while facing increasing
competition from wireless operators and cable television
companies.

Where regulators do stll set tar!ffs based on an author-
1zed return, Standard & Poer's sirives to explore with
regulators their view of the rate-of-return components that
can materjally impact reported versus regutatory eamnings.
Specifically these include the allowshble base upon which
the authorized return can be earned, allowsble expenses,
and the authorized return. Since regulatory oversight runs
the gamut from strict, adversarial relationships with the
regulated operating companies to highly supportive pos-
tures, Standard & Poor's probes beyond the apparent regu-
latory environment to ascertaln the actual Impact of
regulation on the rated company.

Management

Evaluating the management of a utility is of paramount
importance to the analytical process since management’s
abilities and decisions affect all areas of a company's op-
erations. While regulation, the economy, and other outside
factors can Influence results, it Is ultimately the quality of
management that determines the success of a company.
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With emerglng competition, uttlity management will be
more dosely scrutinized by Standard & Poor's and will
become an Increasingly critical component of the credit
evaluation. Management strategies can be the key determi-
nant in differentiating utilities and In establishing where
companies lie on the business position spectrum. It is
imperative that managements be adaptable, aggressive,
and proactive {f their ut{litles are to be viable in the future;
this Is especially Irnportant for utilities that ate currently
uncompetitive.

The assessment of management isaccomplished through
meetings, conversations, and reviews of company plans. It
is based on such faclors as tenure, industry experience,
grasp of industry issues, knowledge of customers and thelr
needs, knowledge of competitors, accounting and Ananc-
ing practices, and commitment to credit quality. Manage-
ment's ability and willingness to develop workable
strategies to address thelr systems' needs, to deal with the
competitive pressures of free market, ta execute reasonzhle
and effective long-term plans, and to be proactive in lead-
ing their utilides into the future are assessed. Management
quality Is also Indicated by thoughtful balancing of public
and private priorities, a record of credibility, and effective
communijcation with the public, regulatory bodies, and the
finandal community. Boards of directors will recelve ever
more attention with respect to their role in setting appro-
ptiate management Incentives.

With competition the watchword, Standard & Poor's
also focuses on management's efforts to enhance financlal
condition. Management can bolster bondholder protection
by taking any number of discretionary actons, such as
selling cormmmon equity, lowering the common dividend
payout, and paying down debt. Also important for the
electric Industry will be creativity In entering into strategic
alllances and working partnerships that Improve effl-
clency, such as central dispatching for a number of utilities
or locking up at-risk customers through long-term con-
tracts or expanded flexible pricing agreements. Proactive
management teams will also sesk alternatives to tradi-
tlonal rate-base, rate-of-return rate-making, move to adopt
higher depreciation rates for generating Facilities, segment
customers by Individual market preferences, and attempt
to create superior service organizatians,

In general, management’s ability torespond to mounting
competition and changes In the utllity industry in a swift
and appropriate manner will be necessary to mzintain
credit health.

Fuel, power, and water supply

Assessment of present and prospective fuel and power
supply is critical to every electric utility analysis, while
gauging the long-term natural gas supply position far gas
pipeline and distribution companies and the water re-
sources of a water utllity is equally Important. There is no
similar analytical category for telephone utilitles,

Electric utilities
For electric utilitles emphasis Is placed on generating

reserve margins, fuel mix, fuel contract terms, dernand-
side management techniques, and purchased power ar-
rangernents. The adequacy of generating margins s
examined natfonally, reglonally, and for each Individual
cornpany., However, the reserve margin picture Is mud-
died by the impredise nature of peak-load growth forecast-
ing, and also supply uncertainty relating to such things as
Canadlan eapacity availability and potential plant shut-
downs due to age, new NRC rules, acid rain remedies, fuel
shortages, problems associated with nontraditional tech-
nologles, and so forth. Even apparently ample reserves
may not be what they seem. Moreover, the quality of
capacity is just as Important as the size of reserves, Com-
panles’ reserve requirements differ, depending upon Indi-
vidual operating characteristics.

Fuel diversity provides flexibility In a changing environ-
ment. Supply disruptions and price hikes can raise rates
and ignite political and regulatory pressures that ultd-
mately lead to erosion In financial performance. Thus, the
ability to alter generating sources and take advantage of
lower cost fuels is viewed favorably.

Dependence on any single fuel means exposure to that
fuel's problems: electric utilities that rely on oil or gas face
the potential for shortages and rapid price increases; utili-
tles that own nudlear generating facilities face escalating
costs for decommissioning; and coal-fired capacity entafls
environmental problems stemming from concerns over
acid rain and the "greenhouse effect.”

Buying power from neighboring utilities, qualifying fa-
cllity projects, or independent power producers may be the
best cholce for a utility that faces increasing electricity
demand. There has been a growing rellance on purchased
power arrangements as an alternative to new plant con-
struction. This can be an Important advantage, since the
purchasing utitity avoids potenttal construction cost over-
runs as well as risking substantial capital. Also, utilities can
avoid the financial risks typlca) of a multlyear construction
program that are caused by regulatory lag and prudence
reviews, Furthermore, purchased power may enhance
supply flexibility, fuel resource diversity, and maximize
load factors. Litilities that plan to meet dermnand projections
with a portfollo of supply-side options alsa may be better
able to adapt to future growth uncertainties, Notwith-
standing the benefits of purchasing, such a strategy has
risks associated with it. By entering Into a firm long-term
purchased power contract that contains a fixed-cost com-
ponent, utllities can incur substantial market, operating,
regulatory, and financial dsks, Moreover, regulatory treat-
ment of purchased power removes any upside potential
that might help ofFset the risks. Utiliies &re not compen-
sated through incentive rate-making; rather, purchased
power Is recovered dollar-for-dollar as an operating ex-
pense.

To analyze the financiel impact of purchased power,
Standard & Poor's first calculates the net present vatue of
future annual capacity payments {discounted at 1095). This
represents a potential debt equivalent-—the off-balance-
sheet obligation that a uttlity incurs when it enters into 8
long-term purchased power contract, However, Standard
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& Poor's adds to the utility's balance sheet only a portion
of this amount, recognizing that such a contractual ar-
rangement is not entirely the equivalent of debt. What
percentage is added Is a function of Standard & Poor’s
qualitative analysis of the specific contract and the extent
to which market, operating, and regulatory risks are borne
by the utility (the risk factor). For unconditlonal, take-or-
pay contracts, the risk factor range Is from 40%-80%, with
the average hovering arcund 60%. A lower risk factor s
typically assigned for system purchases from coal-fired
utilities and a higher risk factor is usually designated for
unit-specific nuclear purchases. The range for take-and-
pay performance obligatinns is between 109%-50%.

Gas utilitiea

For gas distributlon utilities, Jong-term supply adequacy
obviously Is critical, but the supply role has become even
more impertant in credit analysis since the Federal Energy
Regulatory Commission’s Order 636 eliminated the inter-
state pipelinre merchant business. This thrust gas supply
responsibilities squarely on local gas distributors. Stand-
ard & Poor's has always believed distributor management
has the expertise and wherewithal to performthe job well,
but the risks are significant since gas costs are such a large
percentage of total utility costs. In that regard, it is impor-
tant for utilitles to get preapprovals of supply plans by state
regulators or at least keep the staff and commissioners well
informed. To minimize risks, a well-run program would
diversify gas sources among different producers or mar-
keters, different gas basins in the U.5. and Canada, and
different pipeline routes. Also, purchase contracts should
be firm, with minimal take-or-pay provisions, and have
prices tied to an Industry index. A modest percentage of
fixed-price gas is not unreasonable. Contracts, whether of
gas purchases or pipeline capacity, should be intermediate
term. Staggering contract explrations (preferably annu-
ally) provides an opportunity to be an active market player,
A modest degree of rellance on spot purchases provides
flexibility, as does the use of market-based storage. Gas
storage and on-property gas resources such as lquefied
natural gas or propane afr are effective peak-day and peak-
season supply management teols.

Since pipeline cornpanies no longer buy and sell natural
gas and are just common carriers, connections with varied
reserve basins and many wells within those basins are of
great Importance. Diversity of sources helps offset therisks
arising from the natural production declines eventually
experienced by all reserve basins and individual wells.
Moreover, such diversity can enhance a pipeline's attrac-
tiveness as a transporter of natural gas to distributors and
end users seeking to buy the most economdcal gas avallable
for thelr needs.

Water utilities

Nearly all water systems throughout the U.S. have ample
long-term water supplies. Yet to galn comfort, Standard &
Poor's assesses the production capabllity of treatment
plants and the ability to pump water from underground
aquifersin relation to the usage demands from consumers.

K]

Having adequate treated water storage facllitles has be-
come important in recent years and has helped many
systems meet demands during peak surnmer perlods. Of
interest {s whether the resources are owned by the utility
or purchased from other utilitles or local authorities. Own-
ing properties with water rights provides more supply
security. This Is especially 50 in states ke California where
water allocations are being reduced, particularly since re-
cent droughts and environmental issues have created
alarm, Since the primary cost for water companles|s treat-
ment, It makes little difference whether raw water is owned
orbought. In fact, compliance with federal and state water
tegulations Is very high, and the overall cost to deliver
treated water to consumers remains relatively affordable.

Asset concentration in the electric
utility industry

In the electric industry, Standard & Poor’s follows the
operations of major generating facilitiesto essessif they are
well managed or troubled. Significant dependence on one
generating facllity or a large financial investment In a
single asset suggests high risk. The size or magnitude of a
particular asset relative to total generation, net plant in
service, and common equity is evaluated. Where substan-
tial asset concentration exists, the financial profile of a
company may experience wide swings depending on the
asset's performance. Heavy asset concentration is most
prevalent among utilities with costly nudear units,

Earnings protection

In this category, pretax cash income coverage of all inter-
est charges is the primary ratio, For this calculation, allow-
ance for funds used during construction (AFUDC} Is
removed from Income and Interest expense. ARUDC and
other such noncash iters do not provide any protection far
bondhalders. To identify total interest expense, the analyst
reclassifies certain operating expenses. The Interest com-
ponent of various off-balance-sheet obligations, such as
leases and some purchased-power contracts, is induded (n
interest expense. This provides the rmost direct indication
of a utllity’s abliity to service its debt burden.

While considerable emphasis in assessing credit protec-
tion is placed on coverage ratios, this measure does not
provide the entire éarmings protection picture. Also {mpar-
tant are a company's earned returns on both equity and
capital, measures that highlight a firm's earnings perform-
ance. Conslderation Is given to the Interaction of embed-
ded costs, financlal leverage, and pretax return on capital.

Capital structure

Analyzing debt Jeverage goes beyond the balance sheet
and covers quasi-debt {tems and elements of hidden finan-
clal leverage. Noncapitalized leases (including sale/lease-
back obligations), debt guarantees, recefvables financing,
and purchased-power contracts are all considered debt
equivalents and are reflected as deht in calculating capital
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structure ratlos. By making debt level adjustments, the
analyst can cornpare the degree of leverage used by each
utility company.

Furthermore, assets are examined to identify underval-
ued or overvalued itemns. Assets of questionable value are
discounted to more accurately evaluate asset protection.

Some firms use short-term debt as a permanent plece of
thelr capital structure. Short-term debt also Is considered
part of permanent capital when It Is used as a bridge to
permanent Ainancing, Seasonal, self-liquldating debt Is ex-
¢luded fromthe permanent debt armnount, but this situation
is rare—with the exception of certaln pas udlitles. Given
the Jong life of almost al) utility assets, short-term debt may
expose these companles to {nterest-rate volatility, remar-
keting risk, bank line backup risk, and regulatory exposure
that cannot be readily offset. The lower cost of shorter-term
obligations {assuming a positively sloped yteld curve) Isa
positive factor that partially mitigates the sk of Interest-
rate varlability. As a rule of thumb, a level of short-term
debt that exceeds 10% of total capltal Is cause for concern.

Similarly, If floating-rate debt and preferred stock con-
stitute over one-third of total debt plus preferred stock, this
Tevel is viewed as unusually high and may be cause for
concern. It might also indicate that munagement is aggres-
sive in its financlal policies.

A layer of preferred stock in the capital structure is
usually viewed as equity—since div..jends are discretion-
ary and the subordinated claim on &ss2ts provides a cush-
ton for providers of debt capiial. A preferred component
of up to 10% is typically viewed as a permanent wedge In
the capttal structure of utilitles. However, as rate-of-return
regulation Is phased out, preferred stock may be viewed
by utilitles—as many Industrial firms would—as a tempo-
rary optlon for companles that are not current taxpayers
that do not benefit from the tax deductibility of interest.
Even now, floating-rate preferred and money market per-
petual preferred are problematic; a rise In the rate due to
deteriorating credit quality tends to induce a company to
take out such preferred stock with debt, Structures that
convey tax deductibility to preferred stock have become
very popular and do generally afford such financings with
equity treatment.

Cash flow adequacy

Cash flow adequacy relates to a company's ability to
generate funds internally relative to its needs. It Is a basic
component of credit analysis because it takes cash to pay
expenses, fund capital spending, pay dividends, and make
Interest and princlpal payments. Since both common and
preferred dividend payments are important to maintaln
capital market access, Standard & Poor'slooks at cash flow
measures both before and after dividends are paid.

To determine cash flow adequacy, several guantitative
relationships are examined. Emphasis s placed on cash
flow relative to debt, debt service requirements, and capital
spending. Cash flow adequacy is evaluated with respectto
afimm'’s ability to meet all fixed charges, Including capacity
payments under purchased-power contracts. Despite the
condfuonal nature of some contracts, the purchaser {s ab-
Hpated to pay a minimum capacity charge. The ratlo used
is funds from operations plus Interest and capacity pay-
ments divided by Interest plus capacity paymnents.

Financial Aexibility/capital attraction

Financing flexibllity Incorporates a utility’s financing
needs, plans, and alternatives, as well as its flexibility to
accomplish its financing program under stress without
demaging creditworthiness. External funding capability
complements internal cash flow. Espedally since utilities
are so capital Intensive, a firm’s ability to tap capital mar-
kets on an ongoing basis snust be considered. Debt capacity
reflects all the earller elements: earnings protection, debt
leverage, and cash flow adequacy. Market access atreason-
able ratesisrestricted if a reasonable capital structure Isnot
maintained and the company's financial prospects dim.
The anelyst also reviews indenture restrictions and the
Impact of additional debt on covenant tests.

Standard & Poor's assesses a company's capacity and
willingness to lssue common equity. This is affected by
various factors, including the market-to-book ratio, divi-
dend policy, and any regulatory restrictions regarding the
compaosition of the capital structure.
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(Editor's Note: In the previous version of this article published on May 26, certain of the rating outcomes in the
table 1 matrix were missated, A corrected version follows.)

Standard 8 Poor's Ratings Services is refining its methodology for corporate ratings related to its business
risk/financial risk matrix, which we published as part of 2008 Corporate Ratings Criteria on April 15, 2008, on
RatingsDirect at www.ratingsdirect.com and Standaed & Poor's Web site at www.standardandpoors.com.

This article amends and supetsedes the criteria as published in Corporate Ratings Criteria, page 21, and the articles
[isted in the "Related Articles® section at the end of this report.

This article is part of & broad sezies of measures announced last year to enhance our governance, analytics,
dissemination of information, and investor education initiatives. These initiatives are aimed at augmenting our
independence, strengthening the rating process, and increasing our transparency to better serve the global markets.

We introduced the business risk/financial risk matrix four years ago. The relationships depicted in the matrix
represent an essential element of our corporate analytical methodology.

We are now expanding the matrix, by adding one category to both business and financial risks {sce table 1). As a
result, the matrix allows for greater differentiation regarding companies rated lower than investment grade (1.e., "BB’
and below).

Table 1

v

Business Risk Profile Financlal Risk Profila

Minimal  Modost _Intecmediato  Significant  Aggressive  Hiphly Leveraged

Excellent AAA AA A A BBB -
Strong AA A A BEB BB 88-
Satisfactory A- BBB+ BBA BB+ [:3:8 B+
Falr - BBB- BB+ BB 88- 8
Wazk - - BB BB- B+ B-
Vulnarable - - - B 8 CCC

These feting outcomas ate shown for guidanes purpasas only, Acteal rting should be within one nolch of indlested raling euteomes.

The rating outcomes refer to issaet credit ratings, The ratings indicated in each cell of the matrix are the midpeints
of a range of likely rating possibilities. This range would erdinarily span one notch abeve and below the indicated

rating,

Standard & Poor’s RatingsDirect | May 27, 2009 2
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Business Risk/Financial Risk Framework

Our corporate analytical methodology organizes the analytical process according to 2 common framework, and it
divides the task into several categories so that all salient issues are considered, The first categories involve
fundamental business analysis; the firancial analysis categories follow.

Qur ratings analysis starts with the assegsment of the business and competitive profile of the company, Two
companies with identical financial metrics can be rated very differently, to the extent that their business challenges
and prospects differ. The categories underlying our business and financial risk assessments are:

Business risk

» Country risk

» Industey risk

+ Competitive position

+ Profitability/Peer group comparisans

Pinancial risk

» Accounting

» Financial governance and policies/risk tolerance
+ Cash Aow adequacy

» Capiral structure/asset protection

« Liquidity/short-term factors

We do not have any predetermined weights for these categories, The significance of specific factors varies from
situation to situation.

Updated Matrix

We developed the matrix to make explicit the rating outcomes that are typical for various business riskffinancial risk
combinations, It illustrates the relationship of business and financial risk profiles to the issuer credit rating.

We tend to weight business risk slightly more than financial risk when differentiating among investment-grade
ratings. Conversely, we place slightly more weight on financial risk for speculative-grade lssuers {see table 1, again).
‘Thete also is a subtle compounding cffect when both business risk and financial risk are aligned at extremes (i.e.,
excellent/minimal and vulnerable/highly leveraged.)

The new, more geanular version of the matrix represents a refinement--not any change in rating criteria or .
standards--and, consequently, holds no implications for any changes to existing ratings. However, the expanded
matrix should enhance the transparency of the analytical process,

Financial Benchmarks

www.standardandpoore.comfratingsdirect 3
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Table 2

FFO/Debt %) Deby/EBITOA (x} Debi/Capital {%}

Mintmal greater than 60 |ess than 1.5 less than 25
Modest 4560 152 2536
fntermediate 30-45 24 3546
Signifleant 20-30 34 4550
Aggressive 12-20 45 5060

Highly Laveraged Jessthan12  greaterthan§ graatar than 60

How To Use The Matrix--And Its Limitations

The rating matrix indicative outcomes are what we typically observe--but are not meant to be precise indications or
guarantees of future rating opinions. Positive and negative nuances in our analysis may lead to a notch higher or
lower than the cutcomes indicated in the various cells of the matrix,

In certain situations thece may be specific, overarching risks that are outside the standard framework, e.g., 2 -
liquidity crisis, major litigation, or large acquisition. This often is the case regarding credits at the lowest end of the
credit spectrum--i.e., the 'CCC' category and lower. These ratings, by definition, reflect some impending crisis or
acute vulnerability, and the balanced approach that underlies the matrix framework just does not lend itself to such
situations.

Similacly, some matrix cells are blank because the underlying combinations ace highly unusual--and presumably
would involve complicated factors and analysis,

The following hypathetical example illustrates how the tables can be used to better understand our rating process
(see tables 1 and 2}.

We believe that Company ABC has a satisfactory business risle profile, typical of a low investment-grade industrial
issuer, If we believed its financial risk wece intermediate, the expected rating outcome should be within one notch of
'BBB', ABC's ratios of cash flow to debt (35%]) and debt leverage (total debt to EBITDA of 2.5x) are indeed
characreristic of intecmediate financial risk.

It enight be possible for Company ABC to be upgraded to the ‘A’ category by, for example, reducing its debt burden
to the point that financial risk is viewed as minimal. Funds from operations {FFO) to debt of more than 60% and
debt to EBITDA of only 1.5x would, in most cases, indicate minimal,

Conversely, ABC may choose to become more financially aggressive--perhaps it decides to reward shareholders by
borrowing to repurchase its stock. It is possible that the company may fall into the 'BB* caregory if we view its
financial risk as significant. FFO to debt of 20% and debt to ERITDA 4x would, in our view, typify the significant
financial risk category.

Still, it is essentiol to realize that the financial benchmarks are guidelines, neither gospel nor guarantees, They can
vary in nonstandard cases: For example, if a company's financial measures exhibit very little volatility, benchmarks
may be somewhat more relaxed.

Standard 8¢ Poor’s RatingsDirect | May 27, 2009 4
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Moreover, our essessment of financial rigk is not as simplistic as Jaoking at a few ratios. It encompasses:

*+ & view of accounting and disclosure practices;

* aview of corporate governance, financial policies, and cisk tolerance;

» the degree of capital intensity, flexibility regarding capital expenditures and other cash needs, including
acquisitions and sharcholder distributions; and

= vatious aspects of liquidity--including the risk of refinancing near-term maturities,

The matrix addresses a company's standalone credit profile, and does not take account of external influences, which
would pertain in the case of government-related entities or subsidiaries that in our view may benefit or suffer from
affiliation with a stronger or weaker group, The matrix refers only to local-currency ratings, rather than
foreign-currency ratings, which incorporate additional transfer and convertibility risks. Finally, the matrix does not
apply to project finance or corporate securitizations.

Related Articles

Industrials’ Business Risk/Financial Risk Matrix--A Fundamental Perspective On Corporate Ratings, published April
7, 2005, on RatingsDirect.

www.standardandpoors.com/ratingsdirect 5
Standasd & Poor's. Allrighis resarved. Na caprlak o disseminatlion withavt S&P's permission, Sen Tams of Uso/Disclzimer an the fas1 paga. 124152 | MNZI5E?
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CAPITALEZATION STATISTICS

AMOUNT OF CAPITAL EMPLOYED
TOTAL PERMANENT CAPITAL
SHORT-TERM DEBT

TOTAL CAPITAL EMPLOYED

INRIGATED AVERAGE CAP(TAL COST BATES (2)
TOTAL DERT

PREFERRED STOCK

CAPIAL STRUCTURE RATIOS
BASED ON TOTAL PERMANENT CAPITAL:
LONG-TERM DEBT
PREFERRED STOCK
COMMON EQUITY
TOTAL

BASED OM TOTAL CAPITAL:
TOTAL DEBT, INCLUDING SHORT-TERM
FREFERRED STOCK

COMMON EQUITY
TOTAL

ENANCIAL STATISTICS
CIAL RATIOS -
EARNINGS / PRICE RATIO
MARIET / AVERAGE BOOK RATIO
OVDEND YIELD
DIVIDEND PAYOUT RATIO
OFR o OGK COMMON EQUI
IOTAL DEST/EBADA(H

5 BY (4
JaTAL PERT TQTAL CAPFAL

Sem Page 2 for notes.

Proxy Group of Shx AUS Utilty Reparts Water Companies

Capitalization and Financts! Statlstics (1)
004 - clus
2008 2006 2005
{MILLIONS OF DOLLARS)
E74B.6BS §T2.911 $553.390 §583.318
$40.928 $18.061 327775 $25.466
§789.613 $739.973 $681.165 §E12.784
5.86 % 624 % 650 % 6.26 %
298 534 5.3 533
4880 % 48.03 % 4738 % 50.03 %
0.22 034 03s 0.40
50.98 Lix 5221 49.97
100,00 % 1p0.09 10000 % 100.00 %
5185 % 5021 % 4859 % 51.69 %
020 034 035 T.40
47.85 4945 509§ 47.91
100,00 % 100,00 % 16000 % 100,09 %
4.39 % AE5 % 385 % 418 %
205156 25337 278.96 261.23
A16 281 2.5 am
71.25 70.28 87.76 6871
898 % .08 % 10.64 % 1053 %
204 X 265 X asax 62 X
18.48 % 16.80 % 21.00 % 1935 %
51.95 % 50.21 % 48.69 % 5169 %

$547.701
$23.519
571.310

628 %
358

5149 %
042

48.09
10000 %

463 %

347
.07

1032 %

T8 X
042 %
5149 %

5 YEAR
AVERAGE

49.05 %
0.38
50.60

100,09 %

5081 %

4885
100,00 %

4,16 %
245.20
284
63.21
991 %
332x
1821 %

50.81 %

£ o | afed

€-viNd SNpPays
‘O Hax3
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Proxy Group of Six AUS Utility Reports Water Companies
Capitalization and Financial Statistics

2004-2008, Inclusive

Notes:

(1) All capitalization and financial statistics for the group are the arithmetic average of the achieved resuits
for each individual company in the group, and are based upon financial statements as originally reported
in each year.

(2) Computed by relating actual total debt interest or preferred stock dividends booked to average of
beginning and ending total debt or preferred stock reported to be outstanding.

(3) Total debt as a percentage of EBITDA (Earnings before Interest, Income Taxes, Depreciation and
Amortization).

{4) Funds from operations (as defined in Note 3) as a percentage of total debt.

Selection Criteria:

The basis of selection was to include those water companies: 1) which are included in the Water
Company Group of AUS Utility Reports (Octaber 2008); 2) which have Value Line five-year EPS growth rate
projections or Reuters consensus five-year EPS growth rate projections; 3) which have positive Value Line five-
year DPS growth rate projections; 4) which have a Vaiue Line adjusted beta as published in Valug Line
Investrment Survey; 5) which have not cut or omitted their common dividends during the five years ending 2008
ar through the time of the preparation of this testimony, 8) which have 60% or greater of 2008 total net
operating income derived from and 60% or greater of 2008 total assets devoted to regulated water operations;
and 7) which at the time of the preparation of Ms. Ahern’s accompanying direct testimony, had not publicly
announced that they were involved in any major merger or acquisition activity.

The following six water companies met the above criteria:

American States Water Co.
Agqua America, Inc.

California Water Service Group
Middlesex Water Company
SJW Corporation

York Water Co.

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus / Research
insight Database
EDGAR Online's I-Metrix Database
Company Annual Forms 10K
AUS Merger and Acquisition Quarterly Report, June 30, 2009




American States Water Co,
tong-Term Debt
Preferred Stock
Common Equity
Total Capital

Aaua Amerdea, Inc,
Long-Term Debt
Preferred Stock
Cemmon Equity
Total Capilal

Californ e G
Long-Term Debt
Preferred Stock
Common Equity

Total Capltal

Middlesex Water Company
Long-Term Debt
Preferred Stock
Common Equity
Total Capital

S:M Corporation
Long-Term Debt
Preferred Stack
Commen Equity
Total Capital

York Water Company

Long-Term Debt

Preferred Stock

Common Equity
Total Capital

Average for the Proxy Group
of Six AUS Utility Reports
Water Companles
Long-Term Debt
Preferred Stock
Carnmon Equity

Total Capital

Source of Infarmation:

the Proxy Group of Six AUS Utility Reports \Water Companies

2008

46.25 %
0.00
5375

100,00 %

54.21 %
0.08
4570

100.00 %

41,88 %
0.00
5812

100.00 %

49.10 %
1.22

49.88

100,00 %

46.08 %
o.00
33.92

100.00 %

5831 %
0.00
4469

100.00 %

48.80 %
022
50,88

10000 %

Capital

cture Ba.

o]

rmanen

2004 - 2008, Inclusive

55.88 %
0.08

100,00 %

42.96 %
0.51
56,63

160,00 %

49.48 %
1.46
49.06

100.00 %

47.79 %
0.01
5220

300.00 %

5117 %
0.00
48,83

100,00 %

49.03 %
0.34

Sn63

100.00 %

20086

4881 %
0.00
8138

10000 %

51.56 %
0.08
48.35

100,00 %

4347 %
0.52
5601

100.00 %

45.98 %
1.49
48.53

100,00 %

41.83 %
0.01
58.16

100.00 %

48.82 %
0.00
51.18

100.00 %

4738 %
0.35
5221

100.00 %

Standard & Poor's Compustat Services, Inc., PC Plus / Research Insight Data Base

EDGAR Online’s FMetrix Database
Annual Forms 10-

al for

2008

50.46 %
0.00
49,54

100.00 %

5261 %
0.09

55.68 %
1.70
42,62

100.00 %

42863 %
0.02
57,356

100.00 %

50.71 %
0.00
48,29

100,00 %

50.03 %
0.40

100.00 %

48.93 %
0.00
51.07

100.00 %

5272 %
0.08
47.20

100.00 %

48.66 %
0.61
§0.73

100.00 %

5399 %
1.48

100.00 %

4377 %
0.04
£6.19

100,89 %

51,94 %
0,00
48.06

100,00 %

50.00 %
0.44
48,58

100.00 %
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5 Year
versl

48.25 %
0.00

100.00 %

5340 %
0.08

100.00 %

4499 %
0.45
54.58

100.00 %

51.65 %
1.55

100.00 %

44.42 %
0.02

100.00 %

51.59 %
0.00

400,00 %

49.05 %
0.35
60,60

100.00 %




Group of Eight AUS Utility Re) Gas Distibution Compani
Capitallzation and Finandiza) Statistics (1)

2004 - 2008, \nglusive
2008 2007 2008 2005 2004
(MILLIONS OF DOLLARS)
G cs
UNT O ITAL o)
TOTAL PERMANENT CAPITAL $1,920,515 $1,908.259 $1,846.585 $1,771.278 §1,502.998
SHORT-TERM DEBT $318.296 $184.755 §197.905 £136.681 §102.219
TOTAL CAPTAL EMPLOYED ~§2,239.871 $2.053.013 $2,044.485 $1,807.950 §1,605,217
NDICATED AVERAG TAL CO TES (2
TOTAL OEBT 568 % 8.21 % B.52 % 6.54 % 6.06 %
PREFERRED STOCK 6.79 4.83 4.80 are 4.82
5 YEAR
STRUC 05 AVERAGE
BASED ON TOTAL PERMANENT CARITAL:
LONG-TERM OEBT 47.65 4929 % 50.81 % 50.85 % 50.02 % 49.74 %
PREFERRED STOCK 0.33 0.40 0.40 0.40 0.40 0.39
CONMON EQUITY 5202 so3 48.79 48565 4958 4987
TOTAL 100,00 % 100,00 % 100,00 % 100,00 % 100,00 % 190,00 %
BASED ON TOTAL CAFITAL:
TOTAL DEBT, INCLUDING SHORT-TERM 55,37 % 5418 % 55.70 % 54.44 % 53.04 % 54.55 %
PREFERRED STOCK 0.27 0.35 0.35 0.36 0.7 0.34
COMMON EQUITY 4434 4547 43.95 4520 46.59 45,11
TOTAL 10000 10000 % 10099 % 100,00 % 10000 % 100.00 %
INANCIAL STA
‘ NANCIAL RATIOS = BASED
| EARNINGS / PRICE RATIO 743 % 6.38 % 6.37 % 602 % 6.4 % 651 %
| MARKET / AVERAGE BOOK RATIO 159.78 173.65 171.91 171.08 165.73 168.44
DIVIDEND YIELD 4.28 3.81 4.00 4,02 4,10 4.04
DIVIDEND PAYOUT RATIO £9.09 61.50 €2.34 67.34 69,07 84.07
ON ] OMMON EQU 11.58 % 108 % 10.93 % 10.50 % 10.40 % 10.90 %
TOTAL DEBT! ERITDA (3) 382X 341X 263X ABT X 364 X 3.50 X
OM OF i EBT {4 1641 % 1987 % 19.09 % 19.05 % 2124 % 18,13 %
T EBT/ 55.37 % 54.18 % 55.70 % 54.44 % 53.04 % 54.55 %

¢ )0 | abey

#YliNd 3INpayps

See Page 2 for notes.
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Proxy Group of Eight AUS Utility Reports Natural Gas Distribution Companies

Capitalization and Financial Statistics
2004-2008, Inclusive

——— e

Notes:

(1) Al capitalization and financial statistics for the group are the arithmetic average of the achieved results
for each individual company in the group, and are based upon financial statements as originally reported

in each year.

(2) Computed by relating actual total debt interest or preferred stock dividends booked to average of
beginning and ending total debt or preferred stock reported to be outstanding.

(3) Total debt as a percentage of EBITDA (Earnings before Interest, Income Taxes, Depreciation and
Amortization).

(4} Funds from operations (as defined in Note 3) as a percentage of total debt.

Selection Criteria:

The basis of selection was to include those gas distribution companies: 1) which are included in the
Natural Gas Distribution & Integrated Natural Gas Company Group of AUS Utility Reports (October 2009); 2)
which have Value Line five-year EPS growth rate projections or Reuters consensus five-year EPS growth rate
projections; 3) which have positive Value Line five-year DPS growth rate projections, 4) which have a Value
Line adjusted beta as published in Value Line Investment Survey, 5) which have not cut or omitted their
common dividends during the five years ending 2008 or through the time of the preparation of this testimony; 6)
which have 60% or greater of 2008 total net operafing income derived from and 60% or greater of 2008 total
assets devoted to regulated gas distribution operations; and 7) which at the time of the preparation of Ms.
Ahern's accompanying direct testimony, had not publicly announced that they were involved in any major
merger or acguisition activity.

The following eight gas distribution companies met the above criteria:

AGL Resources, Inc. Northwest Natural Gas Company
Atmos Energy Corp. Piedmont Natural Gas Co., Inc.
Delta Natural Gas Company Southwest Gas Corporation
Laclede Group, Inc. WGL Holdings, Inc.

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus / Research
insight Database
EDGAR Online's I-Metrix Database
Company Annual Forms 10K
AUS Merger and Acquisition Quarterly Report, June 30, 2009




AGL Resnurces, Inc,
Long-Term Debt
Prefesrad Stock
Cammean Equity
Tatal Caplte!

Atmes Epergy Cotp,
Long-Tarm Debt
Prafarmad Stack
Common Equity
Tota! Capilal

Deils Natus! Gas Company
Leng-Term Dabt
Praferred Stock
Comman Equity
Tota! Gapltal

Latede Group, inc,
Long-Term Debi
Freferred Stock
Common Equity
Total Capital

Northwest Naturl Gas Company
Long-Tem Dabi
Preferred Stock
Common Equity
Total Capital

Pledmont Natural Bas Coa,, fnc,
Long-Tenm Debl
Preferted Stock
Common Equity
Total Capital

Southwesl Gas Corporation
Long-Term Debt
Prefared Stock
Cammon Equity
Tatal Capltat

WGL Holdinps, Inc.
Long-Tenm Debt
Preferred Stock
Comman Equity
Tola! Capilal

Average for the Proxy Group of
Efght ALUS Natural Gas Distribulion
Companles

Long-Term Oebt
Preferred Sinck
Common Equity

Total Capital

Source of Infomation:

apila) Slarctu

the Proxy Group of Eight AUS Ulility Reports Natura! Gas Distribution Companies

49,687 %
0.85
4818

100.00 %

50,82 %
0,00

100.00 %

50.82 %
0.0¢

100,00 9%

44,42 %
0.07

5551

1p0.00 %

4490 %
0,00
5510

10000 %

4785 %
033

§2.02

100.60 %

ar

5238 %
0.00
4764

10000 %

47,96 %
0,10
51,84

100.00 %

46,50 %
0,00

100,08 %

48.43 %
0.00
5.5

100.00 %

58.80 %
0,00

100.00 %
38,72 %
1.7

s9.57
100.80 %

4929 %
0.40

100,00 %

sad U armanem Caj
‘ea[s 20! 3
2008 2005
49.56 % 51.24 %
1.28 1.20
49.18 4758
100,00 % 10000 %
56.99 % 5.7t %
0.00 0.00
2.0 4228
100.00 % 100,00 %
53.28 % 5169 %
0,00 0.00
4672 484
100,00 % 100,00 %
49.49 % 50.86 %
0.12 0.14
50,30 49,60
100,00 % 100.00 %
47.69 % 4743 %
0.00 0.00
5231 5267
100,00 % 10000
48,30 % 42.74 %
.00 0.00
BLIG 57,28
109.00 % 160,00 %
81.07 % 65.21 %
0.00 0.00
36.83 3478
100.00 % 10080 %
40.14 % 40.75 %
t.78 181
5B.0B 5144
100.00 % iopan %
5081 % 50.85 %
040 0.40
48.79 48,65
100,00 % 100,00 %

Standard & Poor's Compusial Sarvices, Ine., PC Phm / Research Insighl Dala Base

EDGAR Online's l-Metrix Database
Anneal Forms 10-K

2004

63.32 %
118

100.00 %

43,35 %
0.00

100.00 %

65283 %
0.00
100,00 %
53,16 %
0.16

48,68
10009 %

48,76 %
0.00

100.09 %

4367 %
0.00

13090 %

84.69 %

5002 %

49.58
180.00 %
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Line No.

1.

2.

Notes:

When Market Value is Greater / Less than Book Value

Per Share

DCF Cost Rate {1)

Retumn in Dollars
Dividends (2)

Growth in Dollars

Return on Market Value

Rate of Growth on Market Vall

United Water New Rochelle, Inc.

Hypothetical Example of the inadequacy of
A DCF Return Rate Related to Book Value

1

Market Value
S 24.00
10.00%
$§ 2400
$ 0840
$ 1560
10.00%

6.50% (5)

2
Book Value
with Market to
Book Ratio of
180%
$ 13.33
10.00%
§ 1.333
S 0.840
5 0493

5.55% (3)

2.05% (6)

(1) Comprised of 3.5% dividend yield and 6.5% growth.
(2) $24.00 * 3.5% yield = $0.840.
(3) $1.333/ $24.00 market value = 5.55%.

(4) $3.000 / $24.00 market value = 12.50%.

(5) Expected rate of growth per market based DCF model.

(6) Actua! rate of growth when DCF cost rate is applied to book value ($1.333 possibie
earnings - $0.840 dividends = $0.493 for growth / $24.00 market value = 2.05%).

(7) Actual rate of growth when DCF cost rate is applied to book value ($3.000 possibie
eamnings - $0.840 dividends = $2.160 for growth / $24.00 market value = 9.00%).

Exhibit No.__
Schedule PMA-5

3
Book Value
with Market to
Book Ratio of
80%
$ 306.00
10.00%
S 3.000
5 0.840
$ 2160

12.50% (4)

9.00% (7)



and the Pro;

Proxy Group of Six AUS Utiiity
Repors Water Companies

American States Water Co.,
Aqua America, [nc.

California Water Service Group
Middlesex Water Company
SJW Corporation

York Water Company

Average
Median
Proxy Group of Eight AUS Utility

Reports Gas Distribution
Companies

AGL Resources, Inc.

Atmos Energy Corp.

Delta Natural Gas Company
Laclede Group, Inc.

Northwest Natural Gas Company
Piedmont Natural Gas Co., Inc.
Southwest Gas Corporation
WGL Haldings, Inc.

Average

Median

Notes:

Exhibit No..__

Schedule PMA-6
United Water New Rochelle, Inc.
Indicated Common Equity Cast Rate Through Use of the
Single Stage Discounted Cash Flow Model for
the Proxy Group of Six AUS Utility Reports Water Companias
roup of Eight AUS Utility Reports Natrual Gas Distribution Compa
1 2 3 4 8
Dividend Indicated
Average Growth Adjusted Common
Dividend Component Dividend Growth Equity Cost
Yield {1} {2) Yield (3) Rate {4) Rate (5)
284 % 012 % 296 % 825 % 11,21 %
315 0.14 3.29 9.10 12.39
3.08 0.13 a2 8.40 11.61
4.74 0.17 4.91 7.00 11.91
3.01 0.18 3.16 10.00 13.16
3.44 0.10 3.54 8.00 0.54
338 % 0.14 % 351 % 813 % 1164 %
312 % 014 % 325 % 833 % 11.76 %
499 % 0.1 % 510 % 435 % 945 %
4,78 0.1 485 4,40 9,20
5,02 0.08 510 3.00 8.10
476 0.08 4,84 3.50 8.34
a.78 0.09 a.87 4,90 8.77
4,54 0.14 468 6.25 10.83
ae 0.09 3.90 4.75 8.65
4.47 0.09 4.56 4.00 8.56
4.52 % 010 % 462 % 4.39 % 9.01 %
465 % 0.09 % 4.76 % 438 % 871 %

{1) From Schedule PMA-7.

(2) This reflects a arowth rate component equal to one-half the canclusion of grawth rate {from
Schedule PMA-8) x Column 1 to refiect the periodic payment of dividends (Gordan Model)
as opposed to the continuous payment. Thus, for American States Water Co., 2.81% x (

1/2 x8.25% ) =0.12%.
(3) Column 1 + Column 2,

{4) From page 1 Schedule PMA-9.

(5) Column 3+ Column 4.




Proxy Group of Six AUS Utility Reports
Companies

American States Water Co.
Aqua America, Inc.
California Water Service Group

Middiesex Water Company
SJW Corporation
Yark Water Company
Average
Median

Proxy Group of Eight AUS Ulility Reports
Companies

AGL Resources inc,

Atmos Energy Corporation
Celta Natural Gas Company
Laclede Group, Inc.

Northwest Natural Gas Co.
Piedmont Natural Gas Co., Inc.
Sauthwest Gas Carporation
WGL Holdings, Inc.

Average

Median

Notes: (1)

United Water New Rochelle, Inc.
Derivation of Dividend Yield for Use I the

Discounted Cash Flow Mode!

Dividend Yield
Average
of Average
Spot Last3 Dividend
{10/2/200911} Months (2) Yield (3)
283 % 2.85 % 284 %
3,22 3.09 3.15
3.06 3N 3.08
479 4.69 4.74
307 2.94 3.01
3.65 3.23 3.44
344 % 3.32 % 338 %
314 % 3.10 % ____ 312 %
494 % 504 % 499 %
4.77 4.80 4,78
4.91 513 5.02
4.83 4.70 476
3.86 370 3.78
462 4.46 454
3.78 385 381
4.49 4.45 4.47
4.52 % 4.52 % 4.52 %
489 % 4.58 % 4.65 %

the spot market price on 10/2/2009.

(2) The average 3-month dividend yield was computed by relating the indicated
annualized dividend rate and market price on the last trading day of each of the

Three months ended 9/30/2009.

{(3) Equal welght has been given to the 3-month average and spot dividend yield,

Source of Information: yahoo.finance.com

The spot dividend yiek is the current annualized dividend per share divided by

Exhiblt No.__
Schedute PMA-7



Exhibit No.__

Schedule PMA-8
Upited Water New Rothelle, ine,
Current Institulional Holdings and Indlvidual Holdings for
the Proxy Group of Six AUS Utility Reports Water Companles
d the Pro: up of Ei US Utility Reports Natrual Gas Distribution Companie
1 2
Cctober 5, 2009 October 5, 2009
Percentage of Percentage of
Instittsifonal Individual
Holdings Holdinps (1)

Proxy Group of Six AUS Utility Reports
Water Companies
American States Water Co, 57.14 % 42.86 %
Aqua Amertca, Inc, 44.68 §5.32
California Water Service Group 47.91 52.08
Middlasex Water Company 36.45 63.55
SJW Corporation 47.03 5297
York Water Company 20,16 79.84

Average 4223 % __51.77 %
Praxy Group of Eight AUS Utility
Reports Gas Distrfbution Companles
AGL Resources, ine. 5932 % 40,68 %
Atmos Energy Corp. 58.53 41.47
Defta Natural Gas Company 17.54 B82.46
Laclede Group, inc. 47.52 52.48
Norihwest Natural Gaa Company 58.10 41.90
Piedmont Natural Gas Co.,, Inc, 46.30 53.70
Southwest (as Comporation 73.24 26,76
WGL Holdings, Inc, 61.76 38.24

Average 52.79 % 47.21 %

Notes: {1) (1 - colurnn 1),

Source of Information:  pro.edgar-online.com, 10/5/08



Proxy Graup of Six AUS Utility Reports
Water Companles

American States Water Co,
Agua America, Inc.

Californla Water Service Group
Middlesax Water Gompany
SJW Corporation

Yaork Water Company

Avaerage
Median

Proxy Group of Eight AUS Ufility Raports
Gas Distribution Companies

AGL Resources, Inc.

Atmos Energy Corp.

Delia Natural Gas Company
Laclede Group, Inc.

Northwest Nelural Gas Company
Piedmont MNatural Gas Co.,, inc.
Southwast Gas Corporation
WGL Holdings, Inc.

Average

Median

Notes:

Unjted Water New Rochalle, Inc,
orlcal aje!
1
Valus Line
Projected 2008- Reuters Mean Consensus
‘08 to 201214 Projected Five Yeat EPS
Growth Rate {1) Growth Rate
No. of
EPS EPS Est.
9.50 % 7.00 % 2)
10.00 8.20 )]
5.00 7.80 4]
7.00 NA [NA)
10.00 NA [NA}
8.00 8.00 1
8.58 % 7.25 %
8.25 % 7.40 %
.50 % 520 % &)}
4.00 4.80 6]
3,00 3.00 1
3.50 NA INAY
5.00 4.80 12)
5.50 7.00 21
4,50 5.00 3]
4.00 4,00 f1]
413 % 4.83 %
E I ———— ]
—4:00 % —80_ %
NA= Not Available

(1) As shown an pages 2 through 15 of this Schedule.
(2) Average of Columns 1 and 2.

Exhibit No.__
Schedule PMA-2
Page 1 of 15

Average Projected
Five Year Growth

Rate in EPS (2)

8.25 %
9.10
8.40
7.00
10.00
£.00

8,13 %

8.33 %
——

435 %
4.40
3.00
3.50
4,80

Source of Information:  Vatue Line Investment Survey, July 24, and September 11, 2009

Reuters Company Research { Printed October 5, 2009}
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some favorable backing from Califor- ... Operating costs are expected to con-

ANNUAL RATES 1’;{5‘; SP{'.;E E’};‘Qg‘?{?ﬁ nin's regulatory board, The water utill- tinue mounting In the menths ahead, as

ddurgafpersly
nues 45% 5, .0%% provider posted a 15% top-line galn In aging Infrastructure cequires heavier in-
ash Flow® Bﬁ 80 B.5% Bie first quarter, benefiting from the Cali- vestment In order to meet increasingly
Eanings W i gg,’g fornia  Publie  Utllitles Commission's stringent FDA codes.
Book Volve 45% &50% 4p% | {CPUC) November decision to lement ... and our 2010 figure by a nicke},

the water revenue adjustment mechanism, to $1.50. With infrastructures growing

- H;:%RTJE%‘IJ%E%E:;UE&(“&L)" Full | modifled cost balancﬂ-lg accounting meth- older, higher expenses are not a passing
106 54‘3 63‘ 0 75"0 65:3 %4 odology, and tiered rates lald out in the fad. The cash-strapped company will have
2007 | 723 783 a6 14p | am4| Vvater Action Plan, The use of these me- to seek help to make many of the needed
2008 | &35 603 653 ed2 | saq chanisms Is expected to produce smoother Improvements, opening up its bottam line
00 | 86 28ad 00 800 | x5 | and more predictable growth, while stabl- to dilution, whether by higher share
2000 | 820 850 650 edo | 350 | Bizlng costs via removing outslde influ- counts or increased Interest rate costs,
EARFINGS PER SHAREA ences, such as weather, on demand. American recently made a stock offering of

onder |Mas3 dun, 30 Stp, 3 Dus 31| Yeur | Nevertheless, the beneflfs were not 115 million shares, netting nearly $35
2008 mﬁo ;] enough. The water utility provider million. Even still, similar ﬂ.nannh}g activ-
W7 ] o 42 41 35| i52] veported earnings of 30.28 a share, m ity will probably be required based on our
w31 3 53 2 43 | t55{ couple of pennles off last year’s mark. forecasts.

009 ) 23 48 50 .48 | t7o| Pespite the top-line improvement and a These shares do not stand out for ap-
MY | A 0 .65 45| 190] tax benefit, which added roughly 50.08 to preciadon potential. Infrastructure
QUARTERLY DIVIDENDS FATD Ea ; the bottom line, the company was unable costs limit their six- to 12- month allure as

uﬁﬂln', Marsd Jundd Sen3o DesM Fé'j, to offset higher vperating costs specifically well as thelr 3- to G§-year appeal
A Suned obod UCILL T those assoclated with the expension of its Nevertheless, the stock may well
my|as ms o o) W nonregulated  business,  Construction interest risk-averse investors looking

;ggg ﬁg “gg ﬁ ﬁ gé rojects at Fort Bliss and military bases in to add a steady stream of income to

nia cost American $0.05 a share, their portfolios.
gggg zﬁsg %‘fs’g BB 18 weRve trimmed our full-year earnings Andm].al Costanza July 24, 2009
. BY D ] M [ FimanclolGtrength  B+r
bl o G 25 35,55 08| vy S oo, « G o St 8
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Penslon Assels-12/08 $112.2 mE,
Gbilg. $204.7 mil,
Fid Slock Nena
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BUSINESS: Aqua Americe, Ing. te tha halding company for waler
and wastawater ulilllas thel servo approxdmataly thros millon peak
donts In Permsylvents, Ohla, North Caroltna, {linols, Texas, New
Jorsay, Florlda, Indiena, and five ether staiss, Diveslad thies of
tour non-vater businesses in ‘91; ilamarkeling grovp In ‘82; and
athars, Acquired AquaScource, Ti0%; O Watar, 493 and

others, Water supply revenues "08: residenllal, 60%; commerdal,

14%; industrie! & olher, 26%. OGcars and direclars own 1.34 of

tha common slock {409 Proxy}. Chalmen & Chief Execulive OF-.
ficar; Nichelas DeBenodicils, incorporated: Addrezs:

762 Wesl Lancasinr Avertia, Bryn Mavrr, Pennayivanta 15010 Teb

ephosa: 610-525-1400. Intemet: vawr.aquasmertca som,

1933

3% 3%

Aqua America has posted good results

Past Esl'd ‘0608
B¥m. b4
B80% B.5%6

Bmings 75
Ohidands 1.01’2
Beok Velua 96% 100%

Gel- | QUARTERLY REVERUES(S mi)
endar |Meedd Jund) Sep.d) Depdd
1118 117 W10 1368

3 1508 1655 1499
1383 1510 1771 1596
1956 107 {5 N8
168 181 135 181

EARNINOS FER SHAREA
Mar31 Jund) Sep.3¢ DocM

EX ST I N
7 2 0
m 38 A
& 8.8
L2 3 8
GUARTERLY DIVIDENDS PAID Ba

[far.31 Jun.30 Sep.30 Beed]
3% 09 098 07
A 4 s 16
A5 A5 45 4
g 428 a0 %
g5 48

gﬁ% 16.0%
a.o& 4.5%
B.5%

g

thus far in 2009, That czn be attributed
partly to the completion of key rate cases
over the past year. An expanded customer
base, made possible by acquisitions, has
also helped the water provider (although
the slowdown in the housing industry and
the sale of two operations in 2008 have
pravided a bit of an offset). At this june.

= ture, share net stands to ¢limb around

16%, to $0.85, thils year. Further expan-
sion in operating ought to enable
the bottom line to advance another 6%, to
$0.90 a share, in 2010,

The company remains an actlve par-
tlcigant in the ongeing consolldation
within the watar-service industry, The
cost and technical expertisa reg:ir:;d for
oumﬁlll:nce with quallty stan for
drinking water have risen to the point
where a number of the many small water
suppllers in the United States have been
stru glin5 financially: This has resulted in
a Eu r's market whereby a well-
capltallzed company, like Aqua America,
can enlarge its customer base at relatively
low cost, The latest additions to lts port-
follo Include Clarendon Water Company,

serving 1,200 residents In Warren County,
Pennsylvania; the water and wastewater
assets of WP, Water Company and WP

Sanitary Company, which serve roughly
550 customers, combined, in_Wyamning
County and Luzerne Courny lva-
nia; and the Kratzerville Municipal
Authority water system, serving roughl

400 residents in Snyder County, Pennsyl-
vania, Even excluding future acquisitons
{because of the many uncertainties assocl-
ated with that strategy), we think Agua
Amerjca is capable of registering healthy,
annual bottom-line gains over the 2012-
2014 harizon,

The stocl’s risk-adjusted, total return
possibilities are decent, reflec the
steady (albeit unspecgcular) dividend
mea'-l we envision for the company J:4
orward. Note, also, the hggh ﬁ-llnce
Stabllity rating and lower-than-mariet
Beta coefficlent, Conservative investors
may want to take a look here,

But for the coming six to 12 months,
these shares are ranked to perform
only in line with the broader market

averages.
o July 24, 2009
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nonregulated waler service fo roughly 463,500 customers In B2
comnruntles In Coiffomis, Washinglon, Mew Mexlco, and Hawall,
Moln service areas: Sen Franclsco Bay erea, Sacramento Valay,
Sallnag Veley, Sen Jozquin Vally & parts of Los Angeles, Ace
quired Rlo Grends Cprp; Wosl Hewall UliFes (S/00). Roverun

6%; Indusirial, 5%; other, 3%, '08 repored deprecialion eate: 2.4%.
Hay roughly 528 emplopaes. Chaimman: Robert W, Pay. President &
CEL: Peler C. Natson (402 Proxy) Inc.: Delewara Address: 1720
North Firsl Streel, Ban Josn, Gaiitomia 951124598, Telephons:
403-3878200. Intamsk wenw.calvatesgroup.canm.
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QUARTERLY CIVIDEHD PAID B

65 85 25 .28
JBT5 28T 2816 .28
280 230 280 .80
28 29 293 283
285 A

Recent changes on the repulatory
front are already benefiting Califor-
nia Water Service Group, Late last
year, the Californta Public Utjlittes Com-
misslen (CPUC), which oversees the ac-
tlons of utllittas in the Golden State to
ensure fair business practices, imple-
mented some Iﬁuideuna proposed in the
Water Actlon Plan that essentlally create
a more business-frlendly landscape. The
board established a water revenue adjust-
ment mechanism , implemented a
modified cost-balancing account (MCBA)
methodology, and introduced tiered rates,
These moves ought to streamline the
review process of general rate cases and
remove many unexpected costs of doing
business due to outside factors, such as
weather, nd the companies’ control
such. In its Grst full quarter with such in-
itlatlves in place, CWT pested earnings of
$0.12 a share, far better than the penny
earned last Syaar Revenues rase roughly
19% to 3$86.6 milllon, with 83% of the In-
crease coming from rate Increases.

Growth is llely to slow in the months
ahead, however, Despite the more favor-

able regulatory climate, operating ex-

penses are llleelzfm contlnue escalating as
deterforating rastructures and in-
creasingly stringent EPA requirements re-

sult in higher maintenance costs. Mean-

while, the debt-riddled company is light on

cash, and will probably need to lock to out-
side financlers to make some of the neces-
sary Improvements. Thus, the increased

interest expense and higher share count

are likely to thwart eamings growth head-
ing forward.

e stock has lost some appeal since
our April review. It has slipped a notch
for Timeliness and is now pegped to mirror
the broad market for the coming six to 12
manths, Its longer-term lure, meanwhile,
remains below average, as the aforemen-
tioned financing costs are Hkely to Lmit
shareholder gains out to 2012-2014.

It may pique the Interest of conserva-
tive investors with a penchant for in--
come, though. The company has a luﬁ-
standing history of delivering steady divi-
dend growth, which 15 an attractive attrib-
ute In times of economic volatility. WRAM
and MCBA ought to make for more predic-

table earnin wth too.
e Judy 24, 2009
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REGENT TRALLING RELATIVE 0
MIDDI_ESEX WATER NDQ-AEEX e 14.24 [RRih 17.0[fedie 1.23 {0 5.0%
?ﬁpw@ S RARS(SHE 1873 20,04 21.23 21,89 2347 20.50 20.24 0,83
14.68 1313 t5.17 16.66 707 16.50 18,93 .05
PERFORMANCE 3 avrags LEGENDS .
3 e | AT, st 2l st sttefoore o
Tachnlce) s TR e Hﬁﬁm . 13
SAFETY 2 Avermge Shated v kfealzr i ‘ . . R
BETA 80 1100 = Maskat) = T . L 1
o S — P :
Financlal Strength B+ i (L '---. PP AL 3
Pilca Stabillly 05 ]
Prica Growlh Porsistancs. 45 | [3E3
o 820
Enrrings Predictabllly 30 e — —— T H—r ik
{3 T TPTRATATY PV SOV 000 ST A A TR T s
© VALUE LINE PUBLISHENG, INC.| 2001 2002 2003 2004 2008 2008 2007 2008 2000 201072011
SALES PER EH 6.87 5.80 8,12 6.26 B.44 6,18 650 878 -
*GASH FLOW* FER EH 1.18 120 1.15 1.28 1.33 133 149 1.53 -
EARNINGS PER SH 56 T3 81 T3 ) 82 a7 A9 Jgae J8SMNA
DIV'DS DECL'D PER 5H 82 .63 85 & 87 B8 69 Jo | -
CAP'l. SPEHDING PER §H 1 25 1.59 147 2.54 2.18 23 1.68 212 -
BOOK VALUE PER 8H 111 7.38 7.60 8.38 A.60 .82 10.08 10.28 -
CONMADN SHY OUTST' (WILL) 1017 10.38 10.48 11,38 1158 1347 13.25 1540 | -
AVG ANN'L FIE RATIO 246 23,5 30.0 284 FIx 27 216 108 18.7 18.3/NA
RELATIVE PE RATIO 1,28 1.28 1.1 1.99 145 128 1.18 1.49 -
AYG ANN'L DD YIELD 8% A% 35% 3.4% 6% 7% aAT% 4.0% -~
SALES {$MILL) 58,6 61.8 4.1 EAL] 746 8.1 86.1 814 - Bofd Rguras
OPERATING MARGIN 471.2% 47.4% 44.0% 44.4% 44.4% 474% 47.0% 46.8% - e
DEPRECIAYION [$tILL) 63 50 5.8 6.4 T2 78 82 [X] - warnings
NET PROFIT ($MILL) 18 7.8 8.8 84 8.5 100 1.8 12.2 -
INCOME TAX RATE 34.8% 33.3% R28% EIRE 2r.6% 334% 32.6% 33.2% - and, psing thy
NET PROFIT MARGIN 11.7% 12.6% 10.53% 11.9% 11.4% 124% 13.8% 134% = rucent prices,
WORKIRG CAP'L (SMILL) 48 49.3 43,3 d11.8 44,6 28 d8.8 ddb.o - FIE ratios.
LONG-TERM DEBT {$MILL) 831 871.5 874 115.3 128.2 130.7 131,86 118.2 -
SHR. EQUITY [§MILL) 764 80.6 83.7 9.2 103.6 1333 137.1 141.2 -
RETURN 0 TOTAL CAP'L 58% 6.0% 6.0% B.1% 60% 5.1% 5.6% 5.8% -
RETURN ON SHR. EQUTTY 9.4% 5.8% 7.0% | - BS% 2.2% 156% B.65% gE% | -
RETAINED TO COM EQ 5% 1.5% | NMF % 5% 12% 1.8% 19% | -
ALL DIWDS TO NET PROF B4% 87% 106% 80% 9% 84% T5% 70% -
ANo, of amiysts changlng sam. axl In fasl 11 deys: 0 up, O dawn, oonsenays S-yoor aaminge grovdh F.O% per yasr, lamrt upon 2 analyals’ ostimalas, Bund um Zunafya!rn:wmln
ANNUAL RATES ASEETS {$mii) 2007 2008
of chiange (pr shere} 5 Y, 1Y6 | cash Assets 20 33
Baflay Fin® lg:: 45% | Rocolvattes 28 143 113 | BUSINESS: Middlesex Water Company engages in the
Ecm“’ iyt m g';:ﬂm (v cocl) 12 ]'-g }-g ownership and operation of regulated water utility systems
Dividends 20% 1.5% our:nl Assels A m ﬁ in New Jersey {(NJ) and Delaware, and 8 regulated waste-
Book Vabio 65% 25% water utility in NI. It offers contract operations services and
QUARTERLY BALES (§mil] 1] Prosey, Hm a gervice I'in'a maini:e'nmcu program t!u'nugh its nonregu-
H‘:::l 19 20 ( q’q »F:m ﬂr at codt 3::-? 'ggg *- t lated subsidiery, Utility Service Affiliates, Inc. Its water
oot B0 718 244 212 (Y] Net oy 350 03 apes [ Uity system beass, glores, and distributes water for resi-
wame] W8 me BT BS |gto] Oher 414 531 _f29 | dential, commercial, industrial, and fire prevention pur-
§231109] 206 Totaf Assals 3927 400 4434 | poses. It also provides water treatment end pumping ser-
1253110 N i) vices 1o the Township of East Brunswick, Its other NJ
U‘B“-""’-s [$mi bsidiaries offer water and wastewater services to residents
fizcal EARMNINGS PER EHARE Full §u f s o re
Year | 18 2 3@ 4@ |Year Dm .;’;,‘" " 3 &; ‘ﬁ in Southsmpton Township. Its Delaware subsidiaries pro-
1218 A5 25 28 44 | .2 | Oter M5 18 _127 | vide water services to retail customers in New Casfle, Kent,
fzHm) 43 24 M a9 | .67 | Curemllsb no 8 580 | and Sussex counties. In July, it was approved to implement
2108 45 2 a5 43 | e & Purchased Water Adjustment Clause, which is a pass-
t2im 0 ¢ oW 2 through charge that ensbles the company to recover the
1281 w:‘f:ﬁmg“ AND EQUITY increased unit cost of row or finished water purchased from
Col | QUARTERLY DVIDENDS PAID | pull external sources, Has 262 employees. Chairman: J. Richard .
endar | 19 20 3Q  4Q |Year R’m ne:ns:u;ﬂmm. Duzn8Ym NA { Tompkins, Address: 1500 Ronson Rd, P.O. BOX 1500,
wes | 47 47 47 ava | e | LY Debidladg Isclin, NJ 08830 Tel; 732-634-1500, Intemet;
o | AT AN ;s a7 | g | Reldin Cop Leasss NA @rsolcay | Mtpdwww middlesexwater.com, MW,
W | A AT A5 4B |0
we | 5w m Leases, Uncapltallmed Annuat rentats NA July 34, 2009
Penslon Liabllily $25.5 till 08 v $133 2L by 7
INSTITUTIONAL DECISIONS TOTAL SHAREHOLDER RETURN
WoE  AT05 1g09 | Pid Stock Nong Pld Biv'd Pald Nona UMdends plvs agpretiztion as of G009
o Buy 38 ) # a . : BYrs,
g 0 2 7 Common Stoek 13,425,000 ahwres - 3 Mos, Muos, 1Yr, 3Ym.
Hld‘s(ﬂ‘l‘.l)} 60R3 4957 4505 1.69% =34.10% -8.86% -14.84% «10.85%
wanankes of
mmmusm snmmm € FoR A mmusmgu%slfnﬁ'mmmmmfm mﬁ‘ S mnuﬁm rmmﬂﬂ. mmf}npm To subscribe call 1-500-833-0046.
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RECENT TRALMNG RELATIVE oV 0
SJW CORP NYSE-sw |FR?EE 22.12 PIE RATID 24.0 PIE RATIO 1.75 YLD 3.0 /0
AT A W z 17.83 15.07 1485 19.64 21.80 45.83 42.00 5.1 High
Kg}‘k L 11.58 1267 12,87 1460 16.07 21,18 21,66 20,06 Lew
perFoRmancE 4 5o Amg-l LEcEnDs “
e 12 Man Mov A Tl
Techmlca! 4 feow 3 Tor Rel Brica Slian Jl . n
2fon4 spih 1G4 AT I L il 28
ey 3 s | b A it = P T
BETA 1.00 {1.00 = Markat) £ " NYRPTIET K O N 7
A L FAITTN I ™ iy §
K . of - L K] .=
Ftnancla Strangth B4 it Al AL T 6
filco Statillty &5 = {
Pica Growth Pershstoncs 75 [ LEEEE ’
T T 800
Eamings Predictabilly 50 LT THOGTE L ugm_
2 TR .milll!l[ﬂﬂll HUT AT LE oy
© YALUE LINE PUELISHING, INC.{ 2001 2002 2003 2004 2008 2008 2007 2008 2009 2010/2011
BALES PERSH 7.45 797 8.0 914 9.86 10.26 14.25 1212 -
“CASH FLOW™ PER 5H 148 1.85 1.76 1.89 221 238 230 2.44 -
EARNINGS PER SH T7 18 n a7 112 118 104 1.08 gogAn 1.315/NA
OIV'DS DECLD PER SH 43 48 A8 51 53 57 81 £ | -
CAP'L SPENDING PER SH 283 2.08 N 2.3 283 387 8.62 arm -
BODK VALUE PER 8H 847 8.40 811 10.11 1072 1248 1280 13.89 -
COMMOH SHS OUTST'G (MiLL} 18.27 18.27 18.27 18.27 18.27 18.28 1836 18,18 -
AVG ANN'L PIE RATIO 18.5 173 154 148 0T 235 334 28.2 =23 18.9/NA
RELATIVE P{E RATIO 95 04 B84 1.04 104 127 177 1.58 -
AV@ ANNL DV'D YIELD 3.0% 3.4% 3.5% 3.0% 24% 2.0% 1.7% 2.3% -
SALES {SMILLY 1384 146.7 1487 1568 1801 1892 06,8 220,3 - Bold MMgures
OPERATING MARGIN 84.4% 83.7% 60.0% 66.4% 58.8% 57.0% 41.8% 42.4% - are consensuy
DEPRECIATION (§BlILL) 13.2 14.0 15.2 18,5 18.7 213 228 240 - oarnlngs
HET PROEIT [$MILL) 140 14.2 16.7 16.0 20.7 22.2 183 20.2 - It
RICOME TAX RATE 34.5% 404% 38.2% 42,1% 416% 40,8% 304% 30.5% - ond, using the
HET PROFIT MARGIN 10.3% D.8% i1.2% 0.6% 11.6% 1.7% 2.4% D.2% - rocni prices,
WORKING CAP'L [$MILL) a3.8 dd.0 12.0 13.0 108 222 di4 di1.3 - PE raflas.
LONG-TERM DEBT (EMILL) 110.0 110.0 1328 143.8 146.3 163.6 2163 218.8 -
SHR. EQUITY L) 148.4 163.6 166.4 184.7 195.9 2282 238.9 284.3 -
RETURN ON TOTAL CAP'L a.I% 0.8% 68% 8.5% 7.6% 7.0% 57% 5.8% -
RETURN OM SHR, EQUITY 0.4% 0.3% 100% B8.7% 10.5% 9.7% 82% 8.0% -
RETAINED TO COM EQ 4.1% 3.8% 4.7% 8.6% 6.8% 6.2% 35% 3.3% -
ALL DIV'DS TO NET PROF 56% 65% 53% 58% 4% 46% 51% 59% -
ANo. of analyats charging aam. vst, it laal 11 days: & up, & dowwn, sensanris Syear sumings growlh 10.0% per year 'am:r upon 2 mnu;la'crﬂmm. Sgazad upon hnalyxu
ANKUAL RATES ASSETS [$mily W07 05 AW i
of changs (persharg) 5 ¥ra. 195 | cash Asssls 24 14 24
%::n Fr lg ;& Recelvalas no M5 217 [ BUSINESS: SIW Corporauuu, through its subsidiasies,
Eamings by i g'gef}!w ,_5,’; _s,'g lg engages in the production, purchase, storage, purification,
Divideads 55% 88% | cynart Asasts 38 320 4 distribution, and retail sale of water, The company offers
Bodk Velun a.0% ash ' nonregulnted water-related services, including watsr system
UARTERLY SALES (3ol Propetty, Plant operations, eash remittances, and maintenance contract
o ::1 qu 1 ) Q Your FEWP' dot - oM3 ol « | services. SIW also owns undeveloped land; a 70% limited
Tl me 850 6as 48 |mes Nsi Pmpzﬂy Bi5s 64z g0 | pertnership interest in 444 West Santa Clara Street, I...P.; and
123108} 412 600 635 495 |2203f Otrar 802 1] _1254 | operates commercisl buildings in Arizons, Califomia, Con-
1201/09] 400 Tota) Assets 7673 8508  esds | neclicut, Florida, Tennesces, and Texas. As of December 31,
128110 ; 2008, SJ’W prmded water service o appmxtmntely
LIABILITIES (Smil] 226, 000 connections that served a populstion of approxi-
Fiseal EARNINGS PER SHARE | Full pop PP
Yoor | 1@ 20 30 4Q |Year gﬁ‘;:’: o 58 1&? t;: mately one million people in the San Jose ares. It also
wmmel 4 35 A8 2z {118 | Oer 181 184 168 | provides water service to approximately 8,700 connections
wsipl 2 2@ 4 20 |104| Curentlsh [T T 407 {1 that serve approximately 36,000 residents in o service area
teanoel A5 34 A 5 (108 in the region between San Antonic and Austin, Texas. Hos.
N i 36 M 10 379 employees, Chafrman: Charles J. Toeniskoetter, Inc.:
2mine LONG-TERS OEAT AND EQUITY CA. Address: 110 W, Taylor Street, San Jose, CA 95110, -
al- | GUARTERLY DAADENDS PADD | Fun | =°° Tel.: (4G8) 279-T800, Enternet; http:/Awww.sjwater.com.
ender | 1Q 20 30 4Q |Yoar | votsl DII;I 324&:&11!. Duz Ia § Yra, NA
LY Debt §2254
0 | 41 9 a4 an ]88
207 | 451 ;1 A5t st | gp | euding Cop. Lossas A 49% of Gapl) MW,
08§ 81 61 &1 181 | A
progl I e I.euus. Uneaplgifzad Ancusl rantats NA July 24, 2009
Penslon Liabty $42.3 mil, b 08 vs. 5234 miL [ 07 -
INSTITUTIOHAL DECISIONS . TOTAL SHAREHOLDER RETURN
ol 40408 1qran | Pld Stock Kone Fid Div'd Pald Hone ONldends pluy approcialion as of 8302009
:: ::; :g ; ;: Comman &teck 16,475,637 shares el 3 Mos. 6 Mos. 1Ye 3, 6 Yrs.
HiF$[p00} 8309 6265 8305 . Contl -10,04% 23.14% ~11.76% -4.89% 50,09%
[ souzes fe iel2it god s gnided
T LB e R ORALE R CA AR D s REREN s et iy 3 Bt o £ R EEERR e To substribe call 1-600-833-0046,
of [l be eepodhed. Sired o iangriyted Iy any prined. eteciron’t of dher fom, & hmﬁgumwm exroriz putvialen, sendck
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YORK WATER GO DOy BT 15,62 [T 26,5 [RAE 1,021 3.2%

e B .- : 1022 12.45 13.49 14,03 17.87 20.59 18.55 18.50 18.26
- 3 8.20 9.32 it.00 11.87 15.0 15.46 8.23 9.74 Low
PERFORMANCE 3 Avermpe 1%555&3; L
or— 4t + LL Ty 18
Tachatzal 3 v z‘fﬁ'"fﬂﬁ:.";':m;ﬂ 1 TR e ML T = e n
* O . T
BAFETY 3w daf;':ﬂmmnam e N RO e .
BETA &5 (100 = Makst) f B L Te., -+ .
L SRR DA .
4
Financia) Sirength B . 3
Prlce Stablllty :0] 2
Prico Growth Porslstence 65
‘ 20
Earnlngs ProdictchBly 65 1 —H i AR YY 8 TTAE VAP REVYS PO 11 ya,
et U LTIV TT DT 0 0T AT T T T T TR
© VALUR LINE PUBLISHING, N 2001 2002 2003 2004 2005 2008 2007 2008 |- 2009 20102011
REVENUES PERSH 206 205 217 218 258 256 279 289
“CASH FLOWM PER SH E-] 57 68 65 19 17 BS .88 -
EARNINGS PER 5H 43 40 ar .49 9 58 57 57 .6BAB BEY/NA
DAV DEGL'D PER BH 34 36 ar 38 42 A6 AB A9 ] -
CAP'L SPEKDING PER SH 16 68 107 2,50 169 1,65 1.69 217 | -
BODK VALUE PER SH are 3.50 4.08 4,85 485 5584 657 614 | -
COMMON SHS CUTSET'G (BULL) 846 9.58 8,63 10.33 1040 11.20 11.27 1.37 -
AVG ANNL PIE RATIO 17.8 25.9 245 25.7 28.3 2 303 248 | 7.7 23,0/HA
RELATIVE P/E RATIO 82 1,47 1.40 1,38 139 168 161 148 | -
AVG ANN'L DD YIELD 4.3% as% 22% 1% 2.8% 26% 28% 5% | -
REVENUES [§MILL) 104 168 208 226 284 28.7 a4 az2.8 - Bold figtres
NET PROFIT (SMILL} 4.0 3.8 44 4.8 58 6.1 64 8.4 - #re consansus
IRCOME TAX RATE 35.8% 34.8% 94.8% 38.7% 36.7% AN 30.5% W% | - vamings
AFUDC % TQ NET PROFTT 2.2% 3.7% - - - 7.2% 6% 10.1% =
LONG-TERM DERT RATIO 47.7% | 48.7% 434% 425% | 44.1% | 483% 46.5% 646% | — ard, oxtng Gie
CONMON EQUITY RATIO 52.3% 53.8% B6.6% 57.5% 55.9% 51.7% 53.5% 45.6% - recont prices,
TOTAL CAPITAL {SMiLL) 68.6 65.9 63.0 3.8 0.3 1266 126.7 153.4 - P/E ratios.
HET PLANT {SMILL} 102.3 106.7 16.5 140.0 155.3 17484 1848 2114 -
RETURN ON TOTAL CAP'L 7.9% 74% 8,5% T.6% 8.4% 6.2% 6.7% B.7% -
RETURN QN EHR, EQUITY 1.2% 10.2% 11.4% 10.0% 11.6% 09.3% 8.6% 8.2% -
RETURN ON GOM EQUITY 11.2% 10.2% 1,4% 10.0% 1.6% 9.3% 2.5% Be% | -
REYAINED TO COM EQ 2.5% 13% 256% 2,1% a.0% 22% 1.7% 1.4% -
ALL DIV'DS TC RET PROF To% BE% 5% To% 4% % 82% 85% -
A of analvts chargthg eam. o<k 1 latt 11 daya 0 up, 0 doiva, consncur G-yaar eamings growdh 6.0% par yoxs Plased upon ¢ analysly’ extdnaizs, Ofassd vpon € enslysis’ axfinetss.
ANKUAL RATES ASSETS {§flk) w07 2000 ;
of changa (per sham) ] Vn. 15 | Cosh Assets 0 0 ,
R'V;_.M! 5% | Recelvaties 52 58 58 | BUSINESS: The York Water Company engages in the
R ;g’;; 1% (Iwonioy (wgeesy 878 | impounding, purification, and distribution of weter in York
OMdends 0.0% 30% w: ) Assals “%3 T2 "7 County and Adams County, Pennsylvenfa. The company
Book Valug 0.0% % i supplies water for residential, commercial, industrial, and
QUARTERLY SALES [$mll Proparty, Pland other customess. It has two reservoirs, Lake Williams,
ot vt sl e O ] Mﬁ Biipdost 23 260 - | which is 700 foet long and 58 fect high, snd creses a
m Dapra K - : I
12RM7| T4 19 B3 7.8 |14/ NotPropety 1995 214 2161 | Feservoir covering approximately 165 acres containing
wnisl 75 78 88 ag |32e| other 128 a3 _220 | zhout B70 million galons of water; and Lake Redman,
1231098] a8 Tolz! Assals 2130 2004 2364 | which is 1,000 feet long and 52 feet high and creates a
1ZnD o) reservoir covering approximatcly 290 acres containing
LIABILITIES {$mil, bout 1.3 billion gallons of water. The company also has 2
Fica | EARNINGS PERSHARE | Ful about 1.3 billion ga pany
Yew | 10 28 30 40 [Veer| poriurte 2 23 | 15-mite pipsline from the Susquehamna River lo Lake
Tomms| 2 48 4 15 | .58 | Other 32 3§ 41 | Redman that provides access to an additional supply of
touor] a2z a5 a5 a5 | 57 [ Cumentuay 14e 142 82 | waler. As of December 31, 2008, the company scrved .
s a1 9 s a8 | 57 approximately 176,000 residential, comnmereial, industrial,
1281081 43 g6 9 18 and other customers in 39 municipalities in York County
125110 w"f;ﬁm:;“ AND EQUITY and seven municipalities in Adams County. As of June 29,
Cel- | QUARTERLY DNIDENDS FAID |pui| | it was added to the broad-market Rugselt 3000 Index. Fas
endar | 1@ 20 30 4Q [Year] voia) Dobi §945 mlk Dusin§¥rs.NA | 110 employees. C.R.O. & President: Jeffrey B, Hines. Inc.:
wa | 12 e w2 diz |5 | L DebtEAed PA. Address: 130 Bast Market Street, York, PA 17401, Tel:
07 | A8 8 a8 18 {47 g Gep. @y | {717) B45-3601. Intemnet: hlthIwwwynrkwatucom MW,
WAL AD A2 A A {48 |y, Uncapatized Anrus! rentels NA
mes | A8 A% 9. Bt e e July 24, 2009
Pansion UlatDity $9.5 miL b ‘08 va, $4.0 mill In %7
INSTITUTIOHAL DECISIONS TOTAL SHAREHOLDER RETURN
3008 a0'o8 1q'0y | Pld Stock Nons Pld ©lv'd Pald Nens OMidands plus spprocialion oz of §30/2008
e . » 111 Common stsen AT, 184 s S L 1yr 3¥m, § Vra.
Witd's (000} 197 1979 1958 t Pl 25.09% 29.15‘!6 8.33% 5.T7% 45.02%

©1009 Valua Le it AY reseeved, Facted mal ntu!mlhummmumdwbnmhmdkm&mm ag
P e o O GARSEINS HERE The ubtcsin s s mmmnmmmuamam 74 To subscribe call 1-800-833-0046,
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©ialioy) 45113 AST44 45652 Gy, ;2
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years, through vardovs mergers, it hecame

arl of Ploneer Corporaticn, and, in 1681,

lonesr named ils gas distibution divislon
Enemgas. In 1983, Ploneer organized
Energas &s a separle subsidiary and dis-
iribuded the cuistanding sheres of Energas

fis name to Atmos In 1988, Almos acquired
Trens Loulslana Gas In 1985, Westem Ken-
lucky Gas Ulillty In 1987, Greeley Ges in
1683, Unlted Cilles Gas In 1997, and others.
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2008 gas vohsmes: 283 MMeL, Broakdown: 65%, restduallul 2%,

Cie! Executiva Giflcer; Roberl W, Bost, Incorporated: Texas. Ad-
draset P.O. Box 650208, Dallas, Taxus 75265, Telophone: 872~
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Atmos Energy's core natural gas utili-
has generated healthy earnings of

Dee. Mardl Jund0 Sepdd

1465 2435 1345 1155

dewngabme 0¥ Sym b2 | late, That s lar%ely because of an Increase
Revenues 85% 145% 30% | in rates, primarily for the Mid-Tex, Louisl-
B 33k R o |ana, and West Texas divisions, But
Chidends Pyt 1% 1.6% | throughput Is being constrained some
Book Value 5% 7, 4.0% | diminished consumption from residenti
GUARTERLY REVENGES f§ mil}A and commerclal customers {reflecting diffi-

2| cult economle conditions).

The pipeline and storage, and regu-
lated transmission and storage units
are performing nicely, as well, The for-
mer segment Is enjoylng expanded mar-
gins sing from gains from the settle-

Fgl“ﬂ EARKINGS PER BHARE AR ® F'I:usé'a!

10 d®2 25 | 200
120 di5  dos | 184
08 | B2 124 g7 02 | 200
w09 | B 120 0 dpd | 2140
2mp | .50

cale | QUARTERLYDVDENISPAIDSs | Fopl
ender IMandi Jun.30 Sepd0 Doedf) Year

ngy |DeeH Mandt Jund) Sepdo Year

135 dpd  dof | 220]

ment of financial positions associated with
storage and trading actlvities. Maanwhile,
results for the regulated transmissipn and
storage operation are being boosted by
higher transportation fess on through-
system dellveries, due to favorable mar
conditions.

It appears that consolidated share net
will advance around 5%, to $2.10, in

2008 | 3 a0 8| 1B
2008 | 356 315 A5 2
2 2 2

we | 25 3 2 N | LM
we |l B AN D

fiscal 2009 (which ends September 30th).
Assuming further expansion In operating
margins, the bottom line may increase at a
similar rate, to $2.20 a share, the follow-

ing figcal year,

‘Finances are in order. An acquisition
caused a mid-decade rise in the debt ratio,
But the company has whittled that ﬂﬁurs
batle to normal, if at the cost of some dilu-
tion from stock issuances, A reduced level
of uncollectible accounts, owing to lower
@s %rlces. 1s another plus these days.

e belleve that more steady, though
unexciting, profit growth is in store
for the company over the next 3 to §,
zears. The utility is one of the country’s

iggest natural gas-only distributors, cur-
rently serving customers across 12 states.
What is more, the unregulated segments,
esreclally pipelines, possess healthy over-
all prospects. Excluding future acquisi-
tions, annual share-net gains may be in
the mid-single-digit range over 2012-2014,
On a risk-adjusted basis, these good-
quality shares offer decent re-
turn potential. The dividend yield is ap-
pealhl]&. m:;ljpnx'ed to others in the Value
Line Natural Gas Utllity universe, Future
hikes in ths payout, though lkely to be
gradual, as in previous years, should be
well covered by earnings. Meanwhile, the

stock Is ran 3 (Avaraiee) for Timeliness,
Frederick L. Harris, Il September 11, 2009
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© VALUE LINE PUBLISHING, INC,] 2001 2002 2003 2004 2008 2008 2007 2008 2009 2002011
SALES FER SH 28,36 22,11 21.59 24,714 26,06 8.0 2998 34,18 -
“CAEH FLOW” PER 8 3,08 3.6 2.85 2.65 2488 254 318 3,49 -
EARNINGS PER 8H 147 1.45 149 1.20 155 1.58 162 208 15548 1.80S/NA
DIV'OS DECL'D PER 5H 1.14 1.16 1.18 1.18 1.18 1.20 1.22 1.24 -
CAP'L SPENDING PER SH 283 a7z 290 2,80 165 239 247 1869 -
BOOK VALUE FER BH 13,12 13.51 14.48 16,28 15.73 16.18 16.81 1748 -
COMMON EHE QUTST'G (MILL) 2.80 2.53 3.17 3.20 .23 3.28 3.28 3,30 -
AVG ANN'L P{E RATIO 123 14.1 14.6 204 1648 16.9 155 123 18.2 11.0/NA
RELATIVE FIE RATIO 683 a7 B3 1.08 B9 M B2 T4 -
AVG ANN'L DIVD YIELD 6.3% 5.1% 65.5% 4.5% 4,5% 4.6% 4.5% 4.8% -
SALES {SHILL) 0.8 65,8 68.4 70,2 842 T3 ;4 1127 - Bold gurox
OPERATING MARGIK 232% 29.3% 24.7% 21.2% 21.9% 18,2% 204% 10.6% -~ aro
DEPRECIATION {§MiLL) 4.0 T 44 4.5 47 43 4.6 8.2 47 - sernings
NEY PROFIT (ML) 3.8 3.8 3.8 R X: ] 5.0 8.0 5.3 8.8 -
{NCOME TAX RATE 38.0% 3B.2% 38.0% BN 383% 38.6% 37.3% 3r.8% - and, veiag tho
NET PROFIT MARGIN 6.1% 6.6% 6.8% 4,8% 5.9% 4.3% 54% 6.1% - racent pricos,
WORKING CAP'L (§MILL) di2.8 d16.3 [¥] d.7 8 416 &1 8.2 - P/E mallos,
LONG-TERM DEBT (SMILL} 48,3 46,8 534 83.0 527 588 6B.6 83 -
SHR. EQUITY {$hULL) 328 34.2 46.8 48,8 508 629 644 [24] -
RETURN ON TOTAL CAPL 8.7% 8.6% 65.8% 5.6% 8.7% 8.T% 6.3% T.5% -
RETURN ON SHR. EQUITY 11.3% 10.6% 8.8% 7.5% 9.8% 9.5% 8.7% 11.8% -
RETAINED TO COM EG 2.6% 2,1% 1.6% 2% 24% 21% 2.4% 4.8% -
ALL BIV'DS TD NET PROF TB% B0% 81% H5% 16% 7% 75% 60% -
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BUSINESS: Latlzde Group, Inc, 3 8 hekdng company far Lededa
Gay, whizh distibutes neturel gas In ezstem Mzsaurd, Incuding tha
ity of 8L Louds, 8I. Louts Counly, and parts of 10 clher counles.
Hos roughly 630,000 cuslomers, Purchased SMAP LBy Ro-
sovrcay, 1/02; divested, 3/08, Therms scld and [ranspoded | fiscal
2008; 1.08 mil. R wix for regulated oparall Maniial

62%; commesciz) end Industial 24%; transparialion, 1% olhos,
356, Has around 1,807 amployeas, Officers end direclors ovm ep-
proxmately 72% of common shares (109 proxy). Ghetrman, Chief
Exoevlive Officer, ond Prstdent; Dougles H, Yeeger, Incrporalod
Missourl. Addross: 720 Olive Slrao), 81, Louis, Missoud 83101, Tl
ephane; 314-342-0500, Infarmnst: waasnihatatipdegoup.com
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It appears that Laclede Group will
Eenerate record ear: s in fiscal
008, which ends on September 30th. The
non-regulated gas marketing unit, Laclede
Energy Resources, is g a healthy
rise in volumes, That has been brought
about by significantly Increased pipeline
capac;l‘ly an ex%anded margins on sales of
natural gas {reflecting a drop In natural
prices). Unfortunately, the utility,
E!::lede Gas, has not performed up to par
of late, stemming part% from a rise in op-
erational expenses, urthermore, last
year's results included certain previousk
unrecognized tax benefits  (whid
amounted to about $0.0Y a share).
Mevertheless, consolidated share net may
well advance about 12%, to $2.95 a share,
in fiscal 2009,
But fiscal 2010 may be a down year,
when measured against the strong profits
we anticipate for this year. Moreover, the
benefit of sharply lower natural gas prices
may not be repeatable,
The company’s 3- to 6-year prospects
look unspectacular. Annual custemer
for the natural gas distribution
unit has been only around 1% for some

time, and it appears that trend will contin-
ue, This Is because the service territory,
based In eastern Missour}, Is in a mature
phase, Laclede Energy Resources has
promising expansion possibilities, given Iits
prodimity to ewsting and planned
plpelines, as well as upgurmnlt:ies from
shale development, But that segment has
hale devel B t t h
contributed just a small portion to total
profits on a historical basis. A major acqui-
sition could help to offset this, but it ap-
pears that such plans are not on manage-
ment’s agenda at this juncture. Conse-
quently, annual earnings-per-share %-awth
could range only between 4% and 5% out
to 2012-2014.
Income-oriented accounts may find
the dividend yield modestly appeal-
in%., Further increases In the payout will
robably be gradual, however. That Is
argely because of Lacleds Gas' unexclting
expansion prospects.
Total return potentlal over the 3- to 5-
year horizon looks unexciting, based
on the stock’s current quotatien and as-
suming minimal growth In the distribu-

don,
Frederick L. Harris, Il September il, 2009
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Northwest Natural’s normal-looking
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first-half results contained some un-
usual elements, The company shares in

3504 M0 1149 3368
odd 1832 1242 317
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o 3. g first half, very low gas prices led to an $11 the workforce) received a 2.3% ralse but -
Cal- | GUARTERLY REVENUES [$ill) milllon profit from the cost-sharing me-

chanism, versus a 36 million loss in the
prior-year perlod. The profit, however, was
partially olfset by considerably higher op-
erating and maintenance expenses, due

the company plans to pare 50 to 100 Jobs,
adding to the 175 it eliminated in the last
two years,

will get just 1% more per year for {ears
two through five, plus up to 2% for infla-
tlon. The company gains extra flexibility,
and new hires will not be eligible for the
defined benefit pension plan.

009 (4374 MB4 100 B2 |02 | partly to higher pension expense related to New projects could si cantly boost
0 |af 6 ns a1 | B )c'iedi}:eg i the stock merket and earnin sj by the end of our ﬂ.tﬂ!?'B hori-
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BUSINESS: Pladmont Natw) Gas Company 19 pimarly a rege- &7 yuers, Nen-regulsled operalons: esle of gss-porsarsd heallng
tsted natured gos disibutar, eerving over 935,724 customers In  oquipment; nalural gas brokering; propane safen. Has sbout 1,593
Norits Camina, Soulh Ceroling, and Tennassaa, 2008 revenun mbe  employees. Officers & directors own ebovt §.1% of common slock
resizantia) (39%), commenskal {24%), Industdal {12%), ober (E5%).  {1/08 prowy} Chalrman, CEO, & Prestdent: Thomes E, Skefng, Ing,t
Principa) suppllers; Transco ond Tennesses Plpelina, Gaa costs:  NC., Address: 4720 Pledmont Row Drive, Chariolls, NC 28210, Tel-
T3.5% of mvenues, 08 doproo, sate; 3.2%, Esimalod plant ege;  aphone; 704-354-31200 Inlemst: vwavpladmontng.com.
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Piedmont Natural Gas has posted a years. As a result, PNY Is holding off on

mixed bag of financial results thus far construction until 2012, with a potential

in 2009, Quarterly sales in the first half in-service date of 2015. “These moves ought

declined, year over year, as the weakened to help the company conserve cesh at a

economy continued to welgh on both time when rising accounts recelvable and .

residential and commerclal new construe- thher delinguencies are a distinct possl-
ity

4.5%
5.0%
Flpcal

QUARTERLY REVENUES(§ mlllj A
Jandd Aprdd Jukdl Ocld]
921 218 2822
G172 S5 244 2782
76056 6342 3547 317
7796 4554 2 38
780 470 0 153

tlon actlvities, As a result, PNY's regu- bi

lated utility segment has been experienci- , we have ralsed our earnings es-
ng declining customer growth compounded timates for this year and next by a
by rising conservatlon practices at existing niclkel, The main culprit for the dis-
accounts. Nonetheless, margins have been  sapointing 2009 revenues can be attrib-
widening, largely to lower natural uted to the slumplng commodity prices.
gas costs, which have more than offset the This trend masks Pledmonts continued
rise in operating expenses. These trends customer growth, a figure that should reg-
resulted In a 10.6% hike in the April- Ister at about 1%-1.5% this r.

EARNUNGS PER SHATE A &
dandt Aprd0 Jul¥  Octid
51!
8 o2 dn
il o1
119 1B 41 dn
42 75 dDF o8

erlod bottom Line. Meantime, lower gas casts should continue
eantime, slumping demand has put to offset the margin tightening associated
the brakes on many of the company’s with diminished volumes. Consequently.
capital projects, Management has opted annual earnings gains should persist.
to defer its pipeline Infrastructure en- These neutrally ranked shares have
hancement plans that were scheduled to some appeal as an income vehicle.

QUARTERLY CIVIDENDS PAID €=
MarM_Jund0 Sep.3) Decdt

serve the new pas-fired power generation Recovery potential for the pull to 2012-
markets of North Carolina. Moreover, con- 2014 Is about average for a utility. But the
structlon of the Nquld natural gas storage recent dividend hike, and relative stability

N B8 @ @
A A0 AN u
24 % B B
N @B B B

facility in Robeson County, NC has also provided by an ever-increasing custemer
been put off. Current customer growth base, shines a positive light on this good-

Lapnn | 3% 7

projections in that region Indicate this fa- quality stocic
%qan J. Fong September 11, 2009

21
Al Fiscal year eads Oclobar 31sl, may
8) Dlluted eamings, Excl, axtrasrdinary (lem:
, B, Bxtl ponrecusdng
Next aarnings repord dus andy

emmmmmémugu feserved. Factuat malertsl
THE FUBLISHER I3 HDT RESPONTIELE FOR ANY ERRORS OR OMiS!
wpodoed, resdd, siaed o transmitted bn oy prsied,

of b may be

culstanding,
charys 07, 24, C) Dividonds histodcally pald mid-tanksary,
rﬁv. m:?ltrs kp]rl. July, Ociohar,

cility may not be necessary for a few more

id to {olal due (o change tn chares  { = Div'd retovast, plan avallable; 6% discounl. | Gom Financl Strangth B
P ol e (o g b eS| e ey o
Price Grovth Perslstence

{ Ehmzdz?sddm dhenges, In 2008 $18.3 0.
E} In eiEans, adhnted for stock splk Enmings Prediclabily 0

el Mok ok iy il Sl To sbscribe call 1-800-833-0045.

m&mumWFﬁMumﬁ:pﬁmmmumm

| obtained [rtn
SI0HS5 HEREIN,
etecnlt o odhes form, o




Exhibit No.__
Schedule PMA-S
Page 14 of 15

I s

SOUTHWEST GAS NYSE-51 ' i 2?:5.23 o 13.5(1553;?3?}523)

Highs 230] 247 236 262 28.1] 894 5991 3a3] 284
TWELNESS 3 ey | Hoh ao| Taa| te1] e8| 215 zas| mo| WE| Bi| 73 Tops oos oo
SAFETY 3 umitim -E-Gful?fmm
TECHNEAL 4 worntn [T it entin | %
VETA J5 fL.00Make) Opjons vea e S 2
FIiF] ECTIONS gk.l#dlrmpdurmudm 50
KX Anm Tatal Latest recessian began 1207 = Ty —= seh < 40
Prica  Geln * Relum fm iz - 30
fo 4 pam 7 b T v H
F1] $+24 10 J2 [T PO k] .=|l 2
Insidor Decls] .'r-.' i UL ST LT N 15
OHOJPBAR J| Thept o [REEL,
s 008832088 T s ) v P ®
i L T ey . . ot .
550 00000001 L = i = |15
matitut ‘....: aclslons “mlnamgﬂ
LT IR . STk RO |
s .. z 1 188 A4
[ || £ ' o L
19931994 | 1895 | 1996 | 1097 (1998 1899 {2000 | 2001 [ 2002 [ 2003 [2004 [2005 |2006 [2007 [2008 [ 2009 [2010 | CVALIELNE PUR, MC]12-14

%58| a8 A0 A0 2603 0
4| GO9; 285! 00| 285% 448
£ 121 a0 251 M| 18
Ji| 0| B B2l & £
V4| e[ GBf GIef 6ig| 640
1586 1B3B} M4E5) 14.20] 1400 1567
A0 N8| ATl 4] @ia9| Al

BT | 3249 | B8 | 3423 | 5600 | 39M | AA

10241 3261 4299 | 3060 3508 | 40.04 | 4355 | 4847
445| 4&T| 47| SOT| 511 557 5| 547
1) 124 6| 8] 193] (80| 125] 18

B2y k2| Br) my g m| m| R

5020 | 48531 19.55) 4150
82t| B&7§| S5B5| &15

Revernres pat sk 5240
“Cash Flow” per sh 730

TH| 64| os0| 7A3| &3 | 14%| oF
B3] 1882 ] 2] st | 042 ) 10a8 ) w00 | 215

WE| WO M| ®a| A1| 12
B2| NMF] 43| w9] A9
dA% | ATR] B4%] 44| 44| aE

T 50] 06| 8| 2| Wi D[ 15
sa| ws) e ws| | | ] e
ann | a2 | ase | sex | ams | asw | aom | 2sw

CAPITAL STRUCTURE a3 of 53009

Tolal Dbt §4226.0 mill. Dua In 6 Yra §666.1 miL
LY Debt §4222.9 mil. LT Interesd $85,0 mij,
{Tulal inferest coverage: 2.2x)

Leases, Uneapifalized Annital rantals $8.0 miL
Ponsion Assels-12/08 $3420 mil

93] 3] 2| 1) 1E] 589 48| 805
20.1%

9380 | 10344 [ 13967 | 13209 | 12300 | 14770 | 17143 [ 20247
55% | 2625 [ 3T6% | J26% | 305% | A%

60.3% | GO.2% | 50.2% { 625% | 66.0% | 64.2% | E3.6% [E05%
35.6% ) 35.6% | 30.6% ¢ 34.1% | M.0% | 35.8% | 3624 | 304%

Chllg. $658.5 miL
Pld Slock None

14247 | 14899 | 14178 | 1740.3 | 16618 [ 1960.6 | 20700 | 22878

16B1.1 J 16B6.1 | 1825.6 | 18795 F 275.7 | 23380 | 24991 | 26684

Common Siock 44,622,468 shy.
&3 of TR0/09

MARKET CAP: §1.1 biliton (MId Cap)
CURRE{HPOSITIDN 2007 2008 GMNOMDY

Cash Assels 20 4 268
Other 405 4117 _2325
Cumen] Assels 5025 4381 T7EB3
Aceis Payabio 207 14 680
Debt Duo 9.1 62 b1

8 1}
er 2604 2857 30340
Cummont Uab, “B7Y TS50BF BV

ABRT IE% T GI% ] 43% | 42% | G0% | 43% | 55%
TO6| 65% | 60% ) S9h | B1% | 03% | 64%
8% ) 72% | 66%

li“.!
7l
26
2821
832
4] ATh| 2T S
. 3 2 20% | M% | 40% | 26% | 40% | 30%) 2EA| 444
58.7%
1.9%
487
25453
5.5%
(5]

8%
65% | 64% | 8a% | sdn | aov | ask
06| 2% | 0% ] V3% | 1% | 43% | 20% | 52% | 4GB

X %
B%| 67h] MR| M%) 7% | 4do% | 6% | 2%

185 LB LB Eamings ger shA 23
A28 50 45 Dhv'ds Dacid per eh ! 1.15
AT RS Sp A7)
2288 49| %25 1300
I 550 4w 0| 5000
203 | Bold figgres arn |Avg ANnl PIE Ratlo 150,
t22| wbgibe  |Refative PIE Retlo 1.60
az | iR oanmiovevey | aam
447 | 16500
6.0 tog
A04% | 0045
553% | §1.0%
AT A
7323| 50
29839 | 050
TEA R
S5%| 0%
| 1o
48% | 2% A0k
4% 6% | 5% ) 2% |AUONYs toNot Praf 0%

BUSINESS: Southwasi Gas Corporaflon |5 a ragutaled gag fs-
tibutor serving approdmately 1.8 mTlon customers In setflns of
Arzone, Nevada, end Celfomia. Comprised of hwo buthess seg.
ments; naluzal gas oparations end consiruclion sarvices, 2008 mar-

 ragidentsl ood smoll 1a], 86%; larpo commercial
and Indusirial, 5%; trensporislion, 3%. Tola) thoughpid: 24 bllan

theams, Soid PriMer] Bank, 7196, Haa 4,732 employees. OF. & D,
o 2.0% of common sledk; T. Rmwa Price Associales, Inc., TR
Berelays Global Investors, §5%; GAMCO Invesloss, Inc, S.4%
{3/09 Proxy). Chalmen: James J, Kropld. GEC: Jaffray W, Skaw.
Ine: CA. Address: 5241 Sping Mounteln Read, Las Vepes, Ne-
vada £9148. Tefaphone: 702-876-7237. [nlemsl: vrav.swgss.com,

Fir, Chg Cov. __ 226% 22a% 733%
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Southwest Gas reported unfavorable
top-line performance for the second
quarter. The recent recession stymied
customer growth and resuited in lower
usage. On the bright side, rate relfef in
Arizona and Californla (discussed below)
supported results. Consequently, the comn-
pany's share loss of $0.01 eompared favor-
ably with the prior-year tally. Losses are
comumon during the second and third
uarters, owing to the seasonal nature of
the business, Looking forward, we expect
lower revenue and a normal-sized share
loss for the third guarter. Earnings com-
parisons cught to improve in the fourth
quarter, assuming a better operating envi-
ronment and greater cost control, rail,
we anticlpate lower revenue and higher
share earnings for Southwest in full-year
2009. Bottom-line growth may well contin-
ue next year,
The company Is awalting a rate case
decision from the state of Nevada,
Southwest Is seeldng a $30.5 milllon rate
Increase to compensate it for higher opera-
ting costs in that state. The request asks
that the new rates take effect at the begin-
ning of November. The company Is also

seelting an improvement In rate design.
Specifically, § wants to implement a
decoupled rate structure that would allow
It rnore freedom in pursulng customer con-
servation  opportunities.  This follows
recent prior rate case settlements in Cali-
fornla and Arlzona,
Investors should be mindful of several
caveats. Warmer-than-normal tempera-
tures during the winter months can hurt
performance at Southwest Gas. In addi-
tlon, the company will probably ineur
greater operating costs as it continues to
evcrsnd, and profitabllity may suffer if rate
relief cannot keep up with rising expenses.
The pace of customer growth should
pick r:r in the future. That's assuming
economic conditions In Southwest’s service
areas improve in the coming years. As a
result, we anticipate higher revenues and
share earnings at the company by 2012-
2014. Moreover, income-oriented investors
may find the stork’s Jrﬂsg-uects for dividend
growth attractive. But from the present
otatlon, this neutrally ranked equity
eatures about-average total retum poten-
tial for a uﬁlla'z.
Michael Napoll, CPA  September 11, 2002
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United Water New Rochelle, Ine.
Indicated Common Equity Cost Rate
Through Use of a Risk Premium Medel
Using_ an Adjusted Total Market Approach
Proxy Group of
Eight AUS Utility
Proxy Group of Six - Reports Gas
AUS Utility Reports Distribution
\Water Companies Companies
Prospective Yield on Aaa Rated
Corporate Bonds (1) 5.53 % 553 %
Adjustment to Reflect Yield Spread
Between Aaa Rated Corporate
Bonds and A Rated Public
Utility Bonds 0.47 (2) 0.47 (2)
Adjusted Prospective Yield on A Rated
Public Utility Bonds 6.00 % 6.00 %
Adjustment to Reflect Bond
Rating Difference of Proxy Group 0.00 (3) 0.24 (4)
Adjusted Prospective Bond Yield 6.00 6.24
Equity Risk Premium (5) 5.06 4.50
Risk Premium Derived Common
Equity Cost Rate 11.06 % 10.74 %

{1} Derived in Note {3) on page & of this Schedule.

{2} The average vield spread of A rated public utility bonds over Aaa rated corporate bonds

of 0.53% from page 4 of this Schedule.

(3) Mo adjustment necessary as the average Moody's bond rating of the proxy group of six
AUS Utility Reports water companies is A2 as shown on page 2 of this Schedule.

(4) Adjustment 1o reflect the A3 Moady's Bond Rating of the proxy group of eight AUS Utllity
Reports natural gas disiribution companies as shown on page 2 of this Schedule. The
24 basis point adjustment is derived by taking 173 of the spread between Baa and A

Public Utility Bonds (1/3 * 0.71% = 0.24%}
(5) From page 5 of this Schedule.



Notes:

Proxy Group of Six AUS Utiity Reports Water
Companfes

United VWater New Rochelle, Inc,
Comparisan of Band Ratings, Business Risk and Finencial Risk Profiles for
the Praxy Group of Six AUS Utility Reporis Water Companles

American States Water Company (3)
Agqua America, Inc . {4)
California Water Services Group (5)
Middlesex Water Co
SJW Corparation (6)
York Water Company (The}
Averags

Proy Greup of Elght AUS Utility
Reports Gas Distribution
Comparies

AGL Resaurees Inc (7)

Atmas Energy Corporation

Defta Natural Gas Company, inc.
Lactede Group, inc. (The} {8)
Nerthwest Neturat Gas Company
Piedmant Natural Gas Company
Southwest Gas Corp

WGL Haldings, Inc. (9)

Average

{1} From page 3 of this Schedule.

tha i eporls al Gas baition GCompanies
Moody's Standard & Poor's
Bond Rating Bond Reling
Septermber 2002 September 2009
Bond Numerical Bond Numerical Credi Numerical Businass Risk Numerical Finanelal Risk Numereal

_Rafing Welomina(1) _Refing  \yelghta (1} Rafim  Weiuhfina (1) Profle(2}  Weightia (1) Prufite (2) Welnhting ($)
A2 6.0 A 6.0 A 6.0 Excellent 1.0 Intermediate 3.0
NR -- AA- 4.0 A+ 5.0 Exceltem 1.0 Intermediate 3.0
-NR -- Ah- 4.0 A+ 5.0 Excellent 1.0 Intermediate 3.0
NR -- A 6.0 A~ 70 Excellent 10 Intermediate 390
NR -- NR - NR " NR -- NR .-
NR -- A 7.0 A 7.0 Excellent i0 Intermadiate aa
A2 6.0 A+ 5.4 A 60 Excellent 3.0 Intermediate 34
A3 70 A 7.0 A~ 7.0 Exceflent 1.0 Significant 4.0
Baa2 9.0 BEB+ 80 BBB+ 8.0 Exceflent 1.0 Significant 4.0
NR -- NR - NR -- NR . -- NR -
A2 6.0 A 6.0 A 6.0 Excellent 1.0 Intermediate a0
Al 50 Al 40 AA- 40 Extellent 1.0 imermediate 3.0
Al 7.0 A 6.0 A B.0 Excellent 1.0 tntermediate a0
Baad 10.0 BEB 8.0 BBB 8.0 Excellent 1.0 Aggressive 50
A2 6.0 AA- 40 AA- 4.0 Excellert 1.0 Intermediate 3.0
Al 7.1 A 6.3 A 8.0 Excellen 1.0 Slonificant 4.0

(2) From Standard & Poor's Issuer Ranking: U.S. investor-Owned Water Utilitles, Strongest to Weakes!, Septernber 2, 2009 and U.S.
Natural Gas Distribution and [ntegrated Gas Companies, Strongest to Weakest Septernber 2, 2009,

(3) Ratings, business risk and financlal risk profiles are those of Golden State Water Campany

{4) Ratings, business risk and fnancla! disk profiles are those of Aqua Pennsylvania, inc,

(5} Ratings, business risk and financlal sk profiles are those of California Water Service Company.

{6} Ratings, business rsk and financial risk prefiles are those of San Jose Water Company.
(7% Ratngs, business Ask and financial sk profiles are those of Attanta Gas Light Company.

(8) Ratings, business risk and financia! risk are those of Lectede Gas Company.
(9) Ratings, business risk and financial dsk profiles are those of Washington Gas Light Company.

Source Infarmatian: Moody's Investars Service
Standard & Poor's Global Ulililles Rating Senvice

6107 98ed

0T-¥INg 3|Npayds

"ON HaIYx3




Moocdy's
Bond Rating

Aaa
Aal
Aa2
Aa3
A1
A2
A3
Baal
Baa2
Baa3
Ba1
Ba2
Ba3

Business

Risk Profile

Excellent

Strong

Satisfactory

Fair

Weak

Vulnerable
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United Water New Rochelle, Inc.

Numerical Assignment for
Moody's and Standard & Poof's Bond Ratings,
Standard & Poor's Credit Ratings, and
Standard & Poor's Business and Financial Risk Profiles

Numerical
Weighting

DR WN -

Numerical Standard & Poor's
Baond Weighting Bond / Credit Rating

1 AAA

2 AA+

3 AA

4 AA-

5 A+

6 A

7 A-

8 BBB+

9 BBB

10 BBB-

114 BB+

12 BB

13 BB-

Standard & Poor's

Financial Numerical
Risk Profile Weighting
Minimat 1
Maodest 2
Intermediate 3
Significant 4
Aggressive 5
Highly Leveraged 8




oo
Comparisan of Interest Rate Trends

{or the Three Manths Ending September 2008 (1)

Spread - Corperate v. Pubfic Utility Bonds

Spread - Public Utility Bonds

Corporate Aa (Pub. Util.} A (Pub, Ut} Baa {Pul,
Bonds Public Utiity Bonds aver Aaa over Aaa UliL} over Aaa
Months Aaa Rated Aa Rated A Rated Bag Rated {Carp.) {Carp.) {Carp.) Aover Aa
July-09 541 563 597 8.87 %
August-09 526 333 571 6.36
Septembar-09 513 5.15 5.53 6.12
Average of Last
3 Months 527 % 5.37 % 574 % 6.45 % Q.10 % 0.47 % 1.18 9% 0.37 %

Notes: {1} All ylefds are distributed ylelds.

Source of iInfarmation: Mergent Bond Record, QOctober 2003, Vol. 76, Nao. 10.

Baa aver A

0.71_9%
LA N
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Line

No.

Notes:
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United Watar New Ro 8, Jnc,
Judgment of Equity Risk Premium for
the Proxy Group of Six AUS Utility Reports Water Companies
nd the G E AUS Utility Repol atrug) Gas Distribution Co ]
Proxy Group of Eight

Proxy Group of Six ALS Utility Reports

AUS Utility Reports Gas Distribution

Water Companies Companies
Calculated equity risk

premium based on the
total market using
the beta approach (1)

Mean equity risk premium
based on a study
using the holding period
returns of public utiiities
with A rated bonds (2)

Average equity risk premium

(1) From page 6 of this Schedute,
(2} From page 8 of this Schedule.

596 %

4.15

508 %

485 %

4.15

4.50 %




Line

Notes:
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United Water N el
Derlvation of Equity Risk Premfurn Based on the Tota! Market Approach

the Proxy Group
0 igh

Arithmetle mean {otal return rate on
the Standard & Poor's 500 Composlie
Index - 1826-2008 (1)

Arthmetic mean yleld on

Aaa and Aa Corporate Bonds
1926-2008 (2)

Historicat Equity Risk Premium

Farecasted 3-6 year Total Annual
Market Return (3)

Prospective Yield an Asa Rated
Corporate Bonds (4)

Forecasted Equity Risk Premlum

Goncluslon of Equity Risk Premium {5)

Adjusted Value Line Bata (8)

Bela Adjusted Equity Risk Premium

Using the Beta for

of Six AUS Utllity Repaoris Waler Companies
AUS Ufility Reports Natrual Gas Distribulion
Proxy Group of Elght AUS
Proxy Group of Six AUS Utility Utility Reperts Gas
Reporis Water Companies Distribution Companies
11.70 % 170 %
{6.10} 8.10
580 % 5.60 %
1484 % 1484 %
5,53 5.53
831 % —_3 %
746 % 7.48 %
0.80 0.65
5956 % 4.85 %

{1) From Ibtotson SBBI - 2005 Valuation Yearbook - Market Results for Stocks Bonds Bills and Infiation for 1926-2008,

Marningstar, Inc., 2008 Chicagp, IL,

(2) From Moody's Industriai Manual and Mergent Bond Record Monthly Update,

(3! From page 3 of Schedule PMA-14,

{4) Average forecast based upon six quarteriy estimales of Aaa raled corporate bonds per the consensus of nearly 50
ecanomists reporied in Blue Chip Financlal Farecasts dated October 1, 2008 (see page 7 of this Schedule). The

eslimates are detalled below.

Fourth Quarter 2009 530 %

First Quarter 2010 5.40
Second Quarter 2010 5.40
Third Qurarter 2010 5.60
Fourth Quarier 2010 5.70
First Quarter 2011 5.80
Average 553 %

{5) Average of the Historica! Equity Risk Premium of 5.60% from Line No. 3 and ihe Forecasted Equity Risk Premium of
9.31% from Line No. 8 ({5.80% + 8.21%) /2 = 7.48%).

(6) From page 8 of this Schedule.




[2 w BLUE CHIP FINANCIAL FORECASTS ® OCTOBER 1, 2009 _|

History Consensus Forecasts-Quarterly.Avg,
wewweAverage For Week End-—------ —--Average For Month--~ Latest Q
Interest Rates Sep.25 Sep. 18 Sep.1l Sep.4 Awp  July June
Federal Fends Rate 0.15 0.16 0.15 0.15 0.16 0.16 0.21
Prime Rate 325 325 3.25 3.25 325 3.25 325
LIBOR, 3-mo. 0.29 0.30 0.31 034 042 052 0.62
Commercial Paper, 1-mo.  0.13 0.14 0.13 0.15 0.17 0.i8 0.18
Treasury bill, 3-mo. 0.10 0.11 0.14 0.14 0.17 0.18 0.18
Treasury bill, 6-mo. 0.20 0.20 0.22 0.23 0.27 0.28 0.31
Treasury bili, 1 yr. 041 0.40 0.40 0.42 0.46 0.48 0.51
Treasury note, 2 yr. 1.00 0.98 092 0.93 1.12 1.02 1.18
Treasury note, 5 yr. 244 243 2.34 233 2.57 2.46 27
Treasury note, 10 yr. 346 3.46 341 337 3.59 156 72
Treasury note, 30 yr. 4.21 424 425 4.18 437 4.41 4.52
Carporate Aaa band 5.16 515 5.18 512 526 541 5.61
Corporate Baa bond 6.31 6.36 6.39 6.37 6.58 7.09 7.50
State & Local bonds 4,04 4,20 4,33 437 460 472 4.81
Home mortgage rate 5.04 5.04 507 5.08 5.19 522 542
History:

4Q 1Q 2Q Q 4Q 1Q 2Q 30
Key Assumptions 2007 2008 2008 2008 2008 2009 2009 2009
Major Currency Index 73.3 72.0 709 73.5 813 82.7 794 75.4
Real GDP 21 -0.7 1.5 2.7 -5.4 -6.4 -1.0 32
GDPF Price Index 23 1.9 1.8 4.0 0.1 19 0.0 L4 ;
Consumer Price Index 58 45 4.5 62 83 24 1.3 27 |EL8 LT L

Forecasts for interest rates and the Federn! Reserve's Major Currency Index represent avernges for the quarter. Forceasts for Real GDP, GDP Price Index and

Exhibit No.___
Schedule PMA-10
Page 7 of 9

Consensus Forecasts Of U.S. Interest Rates And Key Assumptiousl

Tndex are seasonally-adjusted annual tates of change (saar), Individual panel members* forecasts are on pages 4 through 9. Historical data for interest mtes except LIBOR is from
Federnl Reserve Release (FRSR) H.15. LIBOR quotes available from The Wall Street Journal, Intcrest rate definitions are the same as those in FRSR H.15. Treasury yields are
reported on o constant maturity basis. Historfeal data for the Fed® Maojor Cumrency Index is from FRSR H. 10 and @.5. Historical dats for Real GDP end ODP Chained Price Index
are from the Bureay of Economie Analysis (BEA). Consumer Prite Index (CPI) history is from the Department of Labor's Burean of Labor Statistics (BLS).

U.S. Treasury Yield Curve
‘Week snded September 26, 2008 and Year Age vs.
4G 2009 and 1Q 2011 Consensus Foracasts

5.00 Veur Age 5.00
A4S0 T ot Wank sndad 9725 4,50
4.00 4 —e—Conaensus 102011 4.00
2504+ e Consensus 4Q 2008 | 260
3.00 4 + 3.00
E 2.50 4 + 2.50
2,00 + 2.00
1.50 1 <+ 1.50
1.00 4 + 1.00
0.50 4 4 0.50
0.00 4 + + + 0.00
3mo &mo yr 2yr Syr 107 30yr
Maturities
Corporate Bond Spreads
As of week ended September 25, 2009

700 r 700
650 4 Baa Corporats Bond F 650
800 4 Yield minus 1D-Year L 600
ss50 3 T-Bend Yietd + 650
500 3 4 500
450 +  Amm Camporate Bond Yield T 450
400 +  minus 10-Year T-Bond Yield + 400
350 4 + 350

Basis Polnia

2007 2008 2009

U.S. 3-Mo. T-Bills & 10-Yr. T-Note Yield

{Quartanly Avarage} Hisiory Forecasl

10-¥r. T-Note Yiald, Conzensus

Consansus

0.50
0.00 JH-tmrt-H-HH- e
hl+} 1m0 1 10 1Q 1Q 10Q 1 1Q 10 1Q
200t 2002 2003 2004 2005 2006 2007 2008 2009 2010 201
U.8. Treasury Yield Curve
As of week ended September 25, 2009
400 400
aso 1 10-Year T-Bond 4 3so
minus 3-Manth T-BllI F
300 T  (Constant Maturity Yields) - 390
250 4 1 250
g 200 1 4 200
& 10} § 150
g w0l + 100
50 4 4 60
0 farl A, " A., ' o
50 4 ‘V\'\J"\/ L 50
-100 100
2006 2007 2008 2009




Line
No,

Time Period
1.

Notes: (1)

2

Exhibit No.__

Schedule PMA-10
Page 8 of 9
Upited YWater New Rochelle, Inc.
Derivation of Mean Equity Risk Premlum Based on a Study
Using Holding Perjod Returns of Public Utilities
Over A Rated
Public Utility Bonds
AUS Consultants -
Utility Services
Study (1)
1928-2008
Arithmetic Mean Holding Period
Returns (2):
Standard & Poor's Public
Utility Index 10.74 %
Arithmetic Mean Yield on:
Moody's A Rated Public Utility Bonds 6.59
Equity Risk Premium 415 %

S&P Public Utility index and Moody's Public Utility Bond Average Annual
Yields 1928-2008, (AUS Consultants - Utility Services, 2008).

Holding period returns are calculated based upon income received
(dividends and Interest) plus the refative change in the market value of a
security over a one-year holding pericd.
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LInit ater New Rochelle, Inc
Value Line Adjusted Betas for

the Proxy Group of Six AUS Utility Reports Water Companies
and the Proxy Group of Eight AUS Utility Reports Natrual Gas Distribution Companies

Proxy Group of Six AUS Utility
Reports Water Companies

American States Water Co,
Aqua America, Inc.

California Water Service Group
Middlesex Water Company
SJW Corporation

York Water Company

Average
Median
Proxy Group of Eight AUS Utility

Reports Gas Distribulion
Companies

AGL Resources, Inc.

Atmos Energy Corp.

Delta Natural Gas Company
Laclede Group, Inc.

Northwest Natural Gas Company
Piedmont Natural Gas Co., Inc.
Southwest Gas Corporation
WGL Holdings, Inc,

Average

Median

Source of Information:

Value Line
Adjusted
Beta

0.80
0.65
0.80
0.80
1.00
0.65

0.78

0.80

0.75
0.65
0.65
0.60
0.60
0.65
0.75
0.65

0.66

—

0.65

e —

Value Line Investment Survey, July 24, and September 11, 2008
Standard Editlon and Small and Mid-Cap Edition
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Arithmetic versus Geametric Means

The equity risk premium data presented in this book are
arithmetlc average risk premia as opposed to geomatric
avarage fisk premia, The arlthmetic average equity risk pre-
mium can be demonstrated to be most appropriats when
discounting future cash flows. For use as the expected
equity risk premium in either the CAPM or the bullding
block approach, the arithmetic mean or the simpls differ-
anca of the arithmetic means of stock market retums and
riskless rates s the retevant number, This is because both
the CAPM and the building black approach are additive
models, In which the cost of capital is the sum of its parts.,
The geomstrc averags Is more appropriate for reporting
past performance, since it represants the compound aver-
8ge return,

The argument for using the arithmetic average Is quite
stralphtforward. In tooking at projected cash flaws, the
equity risk premium that should be employed is the equity
risk premium that {5 expacted to actually be incurred over
the future tlme periods, Graph 53 shows the realized
equity risk premium for each year based on the ratums of
the S&P G0 and the income retum en long-term govern-
mant bands. (The actual, chsarved differance batween the
return on the stock market and the riskdess rats is known
as the realfzed equity risk premium.) There is considerable
valatility in the yaar-by-year statistics. At times the reslized
equity risk premium is even negative.

Braph 6-3: Realized Equity Risk Prermium Par Yeer
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To illustrate how the arithmetic mean is more eppro-
priate than the geomstric meen in discounting
cash flows, suppose the expected retum on 8 stock
Is 10 percant per year with a standard deviation of
20 percent, Also assumg that only two outcomes are pos-
sible each yaar: +30 percent and ~10 percent {i.e., the mean
plus or minus one standard deviation}. The probahility
of occumence for each outcome s equal. The growth of
wealth over a two-year parod Is filustrated in Graph 5-4.

Eroph 5-4: Growth of Weslth Example

i T

s

T T 1

0 1 2
Yean

The most common outcoms of $1.17 s given by the geo-
metric mean of 8.2 percent, Compounding the possible
outcomas as follows derives the geomstric mean: _

{{r+030)x(1~a10) orotme

However, the expacted value is predicted by campounding
the arithmetic, not the geomatric, mean. To illustrata this,
we need 1o look at the probability-weighted average of all
possible outcomes:

{0.25 X $1.69) = $0.4225
+ [0.50 % $1.17) = $0.6850
+ {0,256 X $0.81} = $0,2025
Toe $1.2100

2009 Thbotson®™ SBBI® Valuation Yeurhook

Marningstar o9




Therefore, $1.21 is the probebility-weighted expected
value, Tha rate that must be compounded to achieve the
terminal valus of $1.21 efter 2 years is 10 parcent, the
arithmetic mean:

fix{1+010) =521

The geometric mean, when compounded, results in the
meadian of the distribition:

$ix(1+0082) 7 =817

The arithmetic mean equates the expected future value
with the presant valu; it is therefore the appropriate
discount rate.

Appropriate Histosical Time Periad

The equity risk premivm can be estimated using any his-
torical time peried. For the LL.S., markat data exists at feast
as far back as the late 1800s. Therefore, it is possible to
estimate the equity risk premium using data that covers
roughly the past 100 years.

Our equity risk premfum covers the time period from
1826 to the prasent, The original data sourca for the tima
series comprising the equity risk premium is the Center
for Research in Security Prices. CRSP chose to begin thelr
analysis of market returns with 1926 for twa main reasons.
CRSP detarmined that the time period 2round 1926 was
approximately when quality financial data became avail-
ghle. They also made a conscious effort to include the
period of extreme market valatility from the late twentias
and early thirtiss; 1926 was chosen bacause It includss

ane full business cycle of data before the market crash of

1923. These are the most basic raasons why our equity risk
premium calculation window starts in 1326,

implicit in using history 10 forecest the future is the
assumption that investors’ expectations for future out-
comes conform to past results, This method assumes that
the price of taking on risk changes only slowly, If at all,
aver time, This “future aquals the past" assumption is most
applicable 1o a random time-series variable, A time-serles
variable is random if ts velua In ona period is independent
of its valus in other periods.
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Doas the Equity Risk Pramiom Revert to [ts Mean

_Over Time?

Some have argued thet the estimate of the equity risk
premium is upwerdly blased since the stock market is cur-
rantly priced high. In other words, since there have been
saveral years with extraordinarily high market retums and
realized equity risk premia, the expectstion Is that retums
and realized equity risk premia will ba lower in the futura,
bringing the everage back to a normalized leval. This argu-
ment relias on several studies that have tried to dstarmine
whether reversion to the maan exists In stock market prices
and the equity fisk premium.? Several academics contradict
each other on this topic; moreover, the evidence supporting
this argument Is nefther conciusive nor compstfing enough
to make such a strong assumption. )

Our own empirical evidence suggests that the yearly dif-
ference between the stock markst totel return and the
U.S. Treasury bond incoma return in any particular year is
random. Graph 59, prasented sarlier, flustrates the ran-
domness of the realized equity risk premium.

A statistica! measure of the randomness of a retum series is
it serial comelation. Serial comslation {or autocorrelation)
|s defined as the degree to which the return of a given series
fs refatad from perisd to period. A serial covelaton near
pasitive ong indicates that returns are predictable from ong
peried to the next peried end are positively mlated. That
is, the retemns of one perlod are & good predictor of the
ratumns in the next peried. Converssly, a serial comelation
near negative one indicates that the returns in one period
are inversely related to those of the next period. A serial
carrelation near zero Indicates that the retums ere rendom
or unpredictable fraom ane period to the aoxt. Tabls 5-3 con-
tains the seria! conelfation of the market total retums, the
realized long-harizon equity risk premium, and inflation.

Tablo 5-3: Interprotation of Annival Sedal Correlations

Smlad Intes-
Seiles Gommetalion protetion
Lerge Company Stock Total Retums 0.04 Random
Equity Risk Presnium 1] fRandom
Inflation Rates 064 Trend

Datz from 15768-2008

€

Chapter & The Equity Risk Premirn
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The significance of this avidenca 1s that the realized squity
risk premium next year wili not be dependent on the real-
ized equity risk premium from this year, That s, there s no
discemable pettern in the reatized equity risk premjum-—it

Is virtually impossible to forecast next year's reatized risk -

premiurn based on the pramium of the previous year. Far
exampla, if this year's differenca between the riskless
rete and the return on the stock markat is higher than last
yaar's, that doss not Imply that next year's will ha higher
than this year's. lt is as likely to be higher as it Is lower. The
bast estimate of the expected vaiue of a variable that has
behaved randemly in the past is the average [or arithmetic
mean) of its past valuss.

Table 54 alsp indicates that the equity risk pramium var-
ies considerably by decads. The complete decadss ranged
from a high of 17,9 percent in the 1950s to a low of 0.3 par-
cent in the 1570s, however, thus far the 2000s have shown
& 6.7 percent equity risk premium. This look at historical
equity risk premtum reveals no observabla pattem,

Tabla 5-4: Long-Horton Equty Alsk Premium by Decarls (%)

1805
16200 19303 1840 1850 9660 1970 1830s 1590s  0J0s** 2008
1726 23 8D WA 42 03 78 121 67 46
Dta from 1976-2008.
*Based on the perfed 15781828,
**Based o the pesiod 2000-2008,

Finnerty and Leistikow perform more econometrically
sophisticated tests ¢f mean reversion in the equity risk
premium. Their tests demanstrate that—as we suspected
{from our simpler tests—the equity risk premium that was
realized over 1926 to the present was almost perfectly free
of mean reversion and had no statistically identifiable time
trands.* Lo and MacKinlay conclude, “the rejection of the
random walk for weekly retums does not suppart @ mean-
reverting mode! of asset prices.”

Choosing an Aggrogriate Historicel Period

The astimate of the equity risk premium depends on tha
length of the deta series studied. A proper estimate of the
equity risk premium requires a data seres long enough to
give a reliable average without belng unduly influenced
by very good and very poor shorttenn retums, Whan
calcutated using a long data serfes, the histerical equity
risk premium is retatively stable.® Furthermore, bacausa an
average of the realized equity risk premfum is quita volatile
when calculated using a shert history, using a long series
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makas it [ess likely that the analyst can justify any numbar
he or she wants, The magnitude of how shorter periods can
affect the result will be explored later in this chaptar.

Some analysts estimate the expected aquity risk premium
using 2 shorter, more recem time period on the basis that
recent events are mere likely to be repeated in the near
future; furthermars, they believa that the 1920s, 1930s, and
14405 contain tos many unusual svents. This view is suspect
because all periods contaln "unusual” events. Seme of the
mast unusua| events of the last hundred ysars toak place
quite racantly, including the inflatien of the late 15705 and
early 19805, the Octobar 1987 stock market crash, the col-
lapse of tha high-yield bond market, the major contraction
and consolidation of the thrift industry, the collapse of tha
Soviet Union, the davelopment of the European Economic
Community, and the attacks of September 11, 2001,

It is even difficult for economists to predict the economic
environment of the future, For example, if cne ware ana-
lyzing the stock market in 1987 bafore tha crash, it would
be statistically improbable to predict the impending short-
term volatility without cansidaring the stock market crash
and market volatility of the 1928-1831 period.

Without an appreciation of the 1920s and 1930s, no cne
would beligva that such evants could happen, The 83-year
period starting with 1926 is representstive of what can
happen: it includes kigh and low returns, volatile and quiet
markats, war end peacs, inflation and deflation, end pros-
perity and depression. Restricting attention to a shorter
histarical period underestimates the amount of change
that could aceur In & long fulure period. Finally, because
historical event-types {not specific events) tend to repeat
thernselvas, long-run capital markst return studies can
reveal a great deal about the future, Investors probably
expect "unusual” events to ozcur from time to time, and
their retum expectations reflect this,

A Loal at the Historical Results

It Is Interesting to take a look at the reafized retums and
tealized equity risk premium tn the cantext of the above dis-
cussion, Table 5-5 shows the averaga stock market retum
and the average larithmatic mean} realized leng-horizon
aquity risk premium over various historical time periods.
Similarly, Graph 6-5 shows the average {srithmetic mean}
realized equity risk premium calculeted through 2008 for
different startlng dates. The table and the graph both show

2003 inhotson® SBES® Valuation Yearbook

Morningstar B1




Table &-5: Stock Merket Retum end Equity Risk Pramium Dver Time

Lergo Company

Stoek Adthmetle Lng-Hodtmn
tergth Paricd Mean Taial Equlty Ak
[Yrs) Dates PRetum {%) Fremium (%]
83 1826-2008 117 - 65
70 19352008 11.8 6.3
=) 1848-2008 124 6.3
60 1959..20018 10.6 38
40 1968-2008 108 a2
ap 1978-7008 125 50
20 1868-2008 104 12
18 1884-20108 8.7 3t
10 18982008 0.7 45
5 200420108 0o 47

Data from 1470-3009,

Braph 5-5: Equity Risk Premium Ustng Different Staning Datas

10" Average Equity sk Premlom through 2078tk

I ] ¥ ¥ | I | T 11
1925 35 45 5 85 75 85 5 K
Yezrend
Data from 19262000

that using a longer historical period provides a more stable
astimata of the equity risk premium. The reason s that any
uniue period will not ba weighted heavily in an avarage
covaring a longer historical perlod, |t bstter represents tha
probability of these unique events occuming over a lang
period of tima, '

Looking cerefully at Graph §-5 will clarlfy thiz point. The
graph shows the realized equity risk premium for a series
of time periods through 2008, starting with 1828, In other
words, the first value on the graph represents the average
realized equity risk premium over the period 1926-2008.
The naxt value on the graph represents the average real-
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lzed equity risk premium over the period 19272008, and so
on, with the last valug representing the averaga over the
most recent five years, 2004-2008, Concentrating on the
left side of Graph 5-5, one notices that the realized aquity
risk premium, when measured over fonp perinds of time,
Is relatively stable. fn viewing the graph from Isft to right,
moving from lenger to shorter historical perieds, one sees
that the valug of the reslized equity rigk premium begins
to decfine significantly. Wiy does this opcur? The reason
i that the severe hear market of 1973-1974 s recelving
proportionately more walght In the shorter, more recent
gverage. If you continug to foflow the line to the right,
however, you will also notica that whan 1973 and 1974 fali
out of the recent avarage, the realized equity risk premium
Jumps up by nearly 1.2 percant.

Additionally, use of recent historical periods for estimation
purposes tan lead to lllogical contlusicns. As seen in Table
&5, the recent bear markst in the earfy 2000° and in 2008
has caused the realized equity risk premfum in the shorter
historical periods to be lower than the long-term averags.

Tha impact of adding ong additiona! year of data to &
Wistorical sverage is lessened the greater the initial
time period of measuremant. Short-term averages can be
affected considerably by one or more unigue chsarvations.
On tha ather hand, long-term aversges produce mora stable
results. A serles of graphs looking at the realized equity
fisk premium will illustrate this effect Graph 66 shows
the average |arithmetic mesn) realized long-horizon equity
risk premiumn starting in 1926, Each additional point on
the graph represents the addition of another year to the
sverage. Although the graph is extremsly volatfle in the
beginning pericds, the stability of the long-term evarage fs
quite remarksbls, Again, the "uniqua” periods of time will
nat be weighted heavily in 8 long-term aversga, resufting
in a more stable pstimate.

Chapter 5 The Equily Rizh Premlum
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United Water New Rochelle, Inc.
Total Returns on Large Company Stocks
1926 to 2008
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Yiglds on Maody's A and Bea Raled Public Liilty Bonds
and Aan Raled Corporata Bopds Sinca Grtober 1889
Spraad
Betwasn Spread Spraad bateann
Ana Corporate Woody's APU Moody's Baa Az v A PY Batwoan Apa v Aand Baa PU

Pala Bonds Bonds Py Bonds Bonds Ban P\ Bonds fonds
Jun03 4.97% 621% B.30% 1.24% 1.33% 0.03%
Jui-ea 5.49% 6.57% 667% 1.08% 1.18% 0.10%
AugHd 5.88% 6.78% 1.08% 0.90% 1.20% 0.30%
Sep-03 B.72% B.56% 6.67% 0.84% 1.45% 0.21%
Oct-03 5.70% 6.43% 679% 0.73% 1.09% 0.36%
NewDd 8.65% 837% 669% 0.72% 1.04% 0.32%
Daci3 5.62% 6.27% 6.61% 065% 0.29% 0.34%
Jen04 5.54% 6.16% 6.A7T% 0.61% 0.93% 0.32%
Fab-04 5.60% 6.15% 6.28% 0.65% 0.78% 8.13%
Mar-04 53%% 597% &.12% 0.64% 07%% 0.15%
Apr-04 5.73% 6.35% 6.46% 0.62% 0.73% 0.11%
May-{4 6.04% 6.62% 6.75% 0.568% 07T1% 0.13%
Jun-D4 6.01% B8.46% 6,84% 0.45% 0.83% 0.38%
Jukod 5.62% 6.27% 6.67% 0.45% 0.85% 0.40%
Augod 565% B.44% 6.45% 0.49% 0.80% 0.31%
Sap-04 546% 5.90% a.27% n.53% 0.81% 0.20%
Ocl-04 547% 5.94% £17% 047% 0.10% 0.23%
Nov-04 5.52% 5.97% 6.16% 0.45% 0.64% 0.19%
Dec04 547% 5.92% 5.10% 0.45% 0.63% 0.18%
Jan-05 §.36% 5.78% 5.95% 0.42% 0.55% 0%
Fab-05 6.20% 5.61% 5.76% 041% 0.56% 0.15%
Mar05 5.40% 5.63% 6.01% 042% 0.61% 0.18%
Apr05 6.33% 564% 5.95% 031% 0.62% 0%
May-i5 515% 5,53% 5.88% 0.38% 0.73% D.25%
Jun0g 4.96% 540% 570% 0.44% 0.74% D.30%
Juk03 5.06% 5.51% 5.80% 0.45% 0.74% 0.29%
Aug-05 5.09% 5.50% 5.81% 041% 0.7%% 031%
Sop05 5.13% 5.52% 5.83% 0.33% 0.70% 0.31%
o105 5.35% 6.79% 6.08% 0.44% 0.13% 0.29%
Nav-05 5.42% 505% 6.19% D.46% 0.77% 031%
Dac05 5.37% 5.80% B14% 0.43% 0.17% 034%
Jan-DB 5.29% 8.75% B.06% 0.46% 0.77% 0.31%
Fab-08 5.35% 5.82% B.11% 0.47% 0.76% 0.20%
Marpd 5.50% 5.90% 6.26% 0.45% 0.73% 028%
Api-06 5.04% - 62%% 6.564% 0.45% 0.70% 0.25%
May-08 5.95% 642% 6.59% 0.47% 0.54% 017%
dun08 5.89% 640% 6.61% 0.51% 0.72% 021%
Juk0e 5.85% 6.37% 6.61% 0.52% 0.76% 0.24%
Aug-06 5.60% 5.20% 6A43% 0.52% B.76% 0.23%
Sap-06 5.51% 6.00% 6.26% 0.49% 0.75% 0.26%
OckL8 45.51% 5.98% 6.24% 047% 0.73% 026%
Now06 5,33% 5.60% 6.04% 0ATR 0% 0.24%
Dac06 6.32% 5.81% 6.05% D.49% 0.13% 0.24%
Jon07 5.40% 5.96% 8,16% 0.55% 0.76% 0.20%
Fab-07 5.3%% 5.90% 5.10% 0.51% [k 0.20%
Mar-07 5.30% §.85% B.10% 0.55% 0.80% 0.25%
Apr-0T 5.4T% 5.97% B.24% 0.50% 077% 0.27%
May-07 5471% 6.89% 5.23% 0.52% 0.76% 0.24%
Jung7 5,79% 5.30% 5.54% 0.61% 0.75% D2d%
Julor 5.73% E.25% 6.45% 0.52% 0.76% 024%
Aup-07 5.79% 6.24% 651% 0.45% 0.72% 027%
Sep07 5.74% 6,18% 6.45% 0.44% 0r% 0.27%
Qct-07 5.66% 511% 8.365% 0.45% 0.70% 0.25%
Nov-07 544% 5.97% 6.27% 0.63% 0.83% 0.30%
Dac07 549% 6.16% 6.51% 0.67% 1.02% 0.35%
Jan08 53% 6.02% 6.35% 0.69% 1.02% 0.33% -
Fab-08 5.53% 6.21% 6.60% 0.66% 1.07% 039%
Mer08 551% 621% 6.68% 0.70% 197% AT
Apr-08 5.55% 6.25% 6.01% 0.74% 1.26% 0.52%
May-08 5.57% 6.27% B.T9% 0.79% 1.22% 0.52%
Jun-08 5.668% 6.38% 8.93% 0.70% 1.25% 0.55%
Jul08 L.E67% 6.40% B.97% 0.7% 1.30% 0.67%
Aupas 5.64% BATYH £.80% 0.73% 1.34% 0.61%
Sap-08 5.65% 6.49% T.95% 0.84% 1.50% 0.66%
Qct08 6.28% 7.56% B8.58% 1.28% 2.30% 1.02%
Now-08 5.12% 7.20% B5.858% 1.068% 2.66% 1.70%
Dac08 5.05% 5.54% BA3% 1.48% 3.08% 1.58%
Jangg 5.05% 8.39% 7.90% 1.34% 2.85% 151%
Feb-08 §27% 6.30% 7.74% 1.03% 247% 1.44%
Mar-09 5.50% 6.42% 8.00% 0.82% 2.50% 1.58%
Apr1y 5.39% 6.45% 8.03% 1.09% 264% 1.58%
May-09 5.5% 6.49% 1.76% 0.85% 2.22% 12™%
Jun-08 5.61% 6.20% 7.30% 0.59% 1.69% 1.10%
Jut-09 541% 5.97% B.A7T% 0.56% 1.46% 0.30%
Aug-03 526% 5T1% 6.36% 0.45% 1.10% 0.65%
Sap03 5.26% 511% 6.36% 0.45% 1.10% 0.565%
Average 5.90% 1.45% 179% —056% — L N
Madian Y S 7. S - SN - . SR . EE]

Sourcs of Information:
S&P Publlc Ulility tndex and Mooty's Public Utliity Bond Avarage Annual Ylelds 19268-2008, [{AUS Consuhanis - Ulllity Sarvices, 2008).
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United Water New Rochelle, Inc.
Indicated Common Equity Cost Rate Through Use
of the Capital Asset Pricing Model for the
the Proxy Group of Six AUS Utility Reports Water Companies
and the Proxy Group of Eight AUS Utility Reports Natrual Gas Distribution Companies

Proxy Group of
Eight AUS Utility
Proxy Group of Six Reports Gas
AUS Utility Reports Distribution
Line No. Water Companies Companies
1. Traditional Capital Asset
Pricing Model (1) 11.37 % 1012 %
2, Empirical Capital Asset
Pricing Model (1) 11.78 % 10.85 %
3, Congclusion 11.58 % 10.49 %

Notes: (1) From page 2 of this Schedule.




Prexy Group of Six AUS Utillty Reports
Water Companles

American States Water Co,

Agua America, Inc,

Califomla Water Service Group

Middlesex Water Company
SJW Corporation
‘York Water Company
Average
Median
Proxy Group of Eight AUS Utility

Reports Gas Distribution Companies
AGL Resaureas, Inc.

Atmos Energy Corp,

Dalta Natural Gas Company
Ladlede Group, Inc.

Nerthwest Nature! Gas Company
Pirdmont Natural Gas Co., Inc.
Soulhwes! Gas Corporation
WGL Holdings, Inc.

Average

Median

Praxy Group of Six AUS Utility Reparts
Water Companies

American States Water Co.

Agua America, Ine,

California Water Service Group

Middiesex Water Company
SJW Corporation
York Water Compeany
Average
Medlan
Proxy Group of Eight AUS Uity

Reports Gas Distribution Companies
AGL Resources, Inc,

Atmos Energy Corp.

Delta Natural Gas Company
Lactede Group, Inc,

Northwest Natural Gas Company
Piedmont Natural Gas Co., Inc.
Southwest Gas Corporation

WGL Holdings, Ins.

Average
Medlan

See page 3 for notes.

[ 2 C,

Indicated Common Equity Cast Rate Through Use

1

Value Line
Adlusted

Beta

0.80
0.65
0.80
0.80
t.00

0.65

0.78

0.80

0.75
0.65
0.65
0.60
0.60
.65
078

0.85

0.68

0.85

o.a0
0.65
0.80
0.80
1.00
0.65

0.78

0.75
0.65
0.65
0.80
0.60
0.65
0.75

0.65

0.66

0,85

Pric|

2

Company-Specific

Risk Premium
Based on Market
Premium of 8.31% (1}

dittena) C Prici

6.65 %
5.40
6,65
6.65
8.
5.40

e e———

651 %

6.65 %

6.23 %
5.40
5,40
4.88
4.99
5.40
6.23
5.40

r———————————

551 %

5.40 %

—_—————

7.06 %
613
7.08
7.068
8,31
6.13

6.96 %

7.06 %

675 %
613
€13
5.62
5.82
6.13
B.75
B.13

621 %

613 %

Exhibit No.__
Schedule PMA-14
Page 2 af 3

2

CAPM Rasutt
Including
Risk-Frea

Rateof 4.72% (2)

137 %
10.12
11.37
1187
13.03
10.12

11.23 %

——————

11.37 %

10.85 %
10.12
10,12
2.7
9.71
10.12
10.895
10.42

10.23 %

RTY L

11.78 %
10.85
11.78
11.78
13.02
10.88

11,68 %

11,78 %

11.47 %
10.85
10,85
10.54
10.54
10.85
1147
10.85

40.93 %

10.85 %




Notes:
1

€4

(&)

Q]

Exhibit No.__
Schedule PMA-14

Page 3 of3
United Water New Rochelle, Inc

Development of the Market-Required Rate of Return an Common Equity Using
the Capital Asset Pricing Mode! for
the Proxy Group of Six AUS Utility Reparts Water Companies
and the Proxy Group of Eight AUS Utllity Reports Natural Gas Distribution Companies

Adjusted to Reflect a Forecasted Risk-Free Rate and Market Retum

For reasons explained in Ms, Ahern’s accompanying direct testimony, from the three previous month-end
{July 2009 — September 2009), as well as a recently available (October 9, 2008), Value Line S &
index, a forecasted 3-5 year total annual market return of 14.84% can be derived by averaging the 3-month
and spot forecasted total 3-5 year total ap:jnecialion. converting It into an annual market appreciation and
adding the Velue Line average forecasted annual dividend yield.

The 3-5 ygar average total market apprécialion of 61% produces a four-year average annual returm
of $2.64% ((1.51") - 1), When the average annual forecasted dividend yisld of 2.20% is added, a total
average market retumn of 14.84% (2.20% + 12.64%) is derived.

The 3-month and spot forecasted total market return of 14.84% minus the forecasted risk-free rate
of 4.72% (developed in Note 2) is 10.12% (14.84% - 4.72%). The Morningstar, Inc. (Ibbotson Associates

. calculated market premlum of 6.50% for the period 1926-2008 results from & total market return of 11.70%

less the average Income return on long-term U.S, Govemment Securities of 5.20% (11.70% - 5.20% =
6.50%). This is then averaged with the 10.12% Value Line market premium resulting in an 8.31% market
premium. The 8.31% market premium is then multiplied by the beta in column 1 of page 2 of this Schedule.

The average forecast based upon six quarterly estimates of 30-year Treasury Note yields per the consensus

of nearly 50 economists reporied in the Blue Chip Financia) Forecasts dated October 1, 2008 (see page 7 of
Schedule PMA-10). The estimates are detailed below:

30-Year
Ireasury Note Yield

Fourth Quarter 2009 4.40
First Quarter 2010 4.50
Second Quarter 2010 4.60
Third Quarter 2010 4.80
Fourth Quarter 2010 4.90
First Quarter 2011 510
Average 4.72%

The traditional Capital Asset Pricing Modet (CAPM) is applied using the following formula:
Rs=Re + B (Ru- Re)

Where Rg= Retum rate of common stock
Re = Risk Free Rate
= Value Line Adjusted Beta
= Retum on the market as a whole

The empirical CAPM is applied using the foliowing formula:
Rg=Re+.25(Ry -Re)+.75B {Rm «Rr)

Where Rs = Retum rate of common stock
Rr = Risk-Free Rate
B =Value Line Adjusted Beta
Ry = Retumn on the market as a whole

Source of Information: galue Line Summary & lndex

lue Chip Financia! Forecasts, October 1, 2009
alue Line Investment survey, July 24, 2009 and September 11, 2009 Standard Edition and Small

and Mid-Cap Edition

{bhotson SBBI - 2008 Valuation Yearbook — Market Resulls for Stocks, Bonds, Bills, and inflation

for 1926-2008, Morningstar, Inc., 2009, Chicago,
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Exhibit No. __

Schedule PMA-15
Page 2 of 4
Un{lad Wotar Now Rechafla, Int,
Camparoble Eamings Analysia
far a Proxy Group of Ona Hundred Sbdaen Non-Ulikly Companles Comparatie to the
ooty Group o Six AUS Uiy Benorts Water Comeanlen {11
Ratn of Retym on Bosk Comman
Equity, Net Worth, or Pariner’s
Capital
S-Yeor Projeeted
Rasidual focied {3
Proxy Group of Ons Hundrod Slxteen Non-Utility Vi Standard Standerd
Companios Gomparsbla o Iha Proxy Group of Slx Adjusied Unadjusted Emor of ha Ooviation of 5 Year Shident's T
AUS ULy Roports Water Companies {1} ety [:TIEY Refjrasslon Eaba Projoction Statfstie
Owons & Minar 0,70 0.50 33588 0.0748 160 (D.58)
Urace Gop, 0.80 083 3,1502 00701 34.00 {3) 228
Qdyssey R Hidgs. 0.70 D52 32108 00715 5.50 (1.33)
ORelly Autometive: 0.85 arz A5748 00786 10.50 {0710
Plzins All Amar. Fipe. 0.80 013 3san 0.0B01 j2.00 {0.54)
\ PepslAmoricas tno. 0.20 0.86 24481 0.0768 12.00 (051)
Peopias United Find 0.65 0.4 Az n.or22 5.50 1.23)
Popsl Ballling Group 059 0 3.3400 0.8744 22.00 oTs
Polteraon Cos. 0.50 0.80 arar 0.0841 13.00 {0,380}
Poats Caftas & Tea 0.89 0.3 38120 00872 12,00 {0.51}
PerkinElmer Inc. 0.50 o.73 34053 0.0847 10400 0.1
Papa Jahny [nt 0.85 o7 3.6634 D.0BO0 20.00 0=n
Ruddick Cap. 0.60 f.as 3E5M3 0.0800 10.60 {0.H)
Rainsutonce Group 0.85 0.76 A77Eq D.0841 1700 0.12
ResMed Ino, 0.76 057 28162 0.0872 13,50 {0.32)
Rolilns, Ing. 0.40 0.65 3.2033 0.0T14 27.00 128
Raoys Stores 0.85 ar2 3.8089 0.0847 .00 (3) ALY
Sycamera Notwerks 0.85 .17 3.6395 0.0324 1.50 {1.84)
Schuiman (A} 0.50 0.1 4.0352 00398 7.50 {1.08)
ShanwinWWTams 075 056 A3z 00740 2600 125
Slgsn Heldings 0.80 .64 31408 0.0599 1B.50 o3
Synopsys, Inc. 045 orz 3.ms 00831 13.00 {0.39)
Suburben Propana 075 0,62 32843 0.073% 50.00 (3} 438
Slerleycie inc. 0.55 0.47 3.5458 00188 17.00 012
STERIS Comp. 030 .84 3.6866 0.0E21 1550 {o0T)
St Jyde Madlcal 0.a0 0Eh 40412 0.090% 11.00 0,12
Congiefnion Brahds 055 76 3.8445 n.oass 11.00 (0.64)
Strykar Carp, 0.50 066 33340 0.0722 17,00 612
Hanover Insuranca 085 on 32030 0.0714 1050 (o.ro}
TEPPCD Pariners LP. 0.30 na2 35151 0.0783 21.00 082
Total Systam Svea. 0,50 4.80 34338 0.0764 16.00 {0.01)
Texes instrumenis 0.90 o.81 36129 0804 15.50 @.07}
Universal Haalth Sv. ‘B 0.50 0.6p 3.8443 0.0811 12.00 (0.51)
Universal Carp. 0.8n 0.0 J6T0 0.0852 10.50 (.70}
Varign Modieal Sys. 0.80 0.68 38042 0.0887 23.00 oer
Wo-40Co. 0,715 0,65 35149 ¢.0782 17.9 018
Werner Enterprisas 0.60 082 34,8438 0.0879 17.00 [XF]
Wals Markats 0,65 048 31182 0.0594 B.50 {0.95)
W.P.Corey & Co. LLC 0,80 080 35415 0.0788 15.00 {0.13)
Watzon Pharmac. 075 058 3z ooz 10.50 (0.70)
Washinplen Post 0.80 067 34059 00776 8,00 {102
Berviay (W.R) 075 058 aarr 0.ors1 17.09 .12
Wasl Pharmez. Sves. 0.60 0.65 38378 0.087T 13.50 [ufcF1]
Walsan Wysll 0.7e 054 3337 0.0740 1250 (a2
Warled Wiosting Ent. 0.50 058 3.3509 0.0755 31.50 1.85
Wolverine Werld Wida 0,80 055 3.0008 D.0868 16,50 005
Alleghany Corp. 0,85 072 2.2554 a.0727 6.50 nay
dmmer Hatdings .85 0BS5S 3.7€59 0.0839 13.00 (0,25}
Alleghany Camp. 0.85 0. 32654 o.orar B.50 {ran
Zimmer Haidings 0,85 0,85 o 3.TE59 50839 12.00 {0.3%)

Averege 0.61 0.68 3.5584 {.0792

Aversge for the Proxy Group of SheAUS Uity

Reporis Water & ! 077 0.51 35AT1 (4) 00780
Madian {5) 14.25%
Canetusian (8) 13.50%

Saa page 4 for notes,




Exhibit Na.__

Schadule PMA-15
Pagedof4
United Water New Rochetla, Inc,
Comparable Eamings Analysls
for a Proxy Group of Twenty Eight Non-UliRty Companles Comparable to the
ro; roup of El US Liiily Reports Natural Gas Distribution Companles
Rate of Retumn on Bock Common
Equity, Net Warlh, or Partner's
Gapa!
Proxy Group of Twenty Efghl Non-Utilly Restdual
Companles Comparable to the Proxy Group of L Standard Standard
Elghl AUS Utility Reports Natura) Gas Distribution Adjusled Unadjusted Error of the Deviation of § Year Student's T
Comp i) Beta Bala Regresston Beta Projeclion Statisllc
AmerisourceBergen 0,70 0.52 27617 0.0613 135 % (0.80)
Autermatic Data Proc. 0.70 0.54 2,23 0.0437 160 0.73)
Baxter Intl fnc. 0.60 035 24924 0.0555 340 0.50
Bard {C.R.} 0.55 0.31 2.4789 0.0552 210 {0.28)
Becton, Dickinson 0.65 0.40 2.5881 0.0575 150 {0.53)
British Amer Tobacco ADR Q.65 044 2,175 G.0605 380 0.77
Church & Dwight Q.60 0.35 2.6247 0.0584 155 {0.77)
Colgate-Palmaollve 0.55 0.30 2.66683 0.0594 a20 105
Clorox Co. 065 0.40 23441 0.0522 73.0 (B) 268
Campbell Soup 0.60 032 2.4068 0.0538 13 0.19
£rle Indemnity Co. Q.70 0.53 2.2088 0.0482 215 (0.35)
GlaxoSmithKlne ADR 0.70 0.53 2,5002 0.0579 535 1.84
Honmel Foods 0.85 043 27259 0.0607 160 (0.73)
Hershey Co. 0.85 047 2.7933 0.0622 2.5 1.08
Irdl Flavers & Frag. 0.75 0.58 2.4087 0.0538 240 (0.18)
Krafl Foods 0,70 048 24820 0.0555 10.5 (1.1%)
Kinder Morgan Energy 075 oe 2.5204 0,0581 245 (0.15)
Coca-Cola 0.60 0.33 2.2256 0.0495 ns (0.29)
Laboratory Corp. 0.65 0.42 26768 0.0586 05 (0.42)
MeDonalds Carp, 0.70 0.47 2.4563 06,0547 70 0.02
McCormick & Co. 0.56 0,30 2.6807 0.0597 175 {0.63)
PepsiCa, Inc, 0.60 0.38 22579 0.0503 260 (0.05)
Raytheon Co, 0.75 0,57 2.6400 0.0568 170 (0.68)
Sysca Corp. 0.75 0.85 2.6244 0.0584 35 047
Tootsle Roll ind. 0.70 0.52 2.572% 0.0573 8.0 (1.28)
Unllever PLC ADR 015 0.56 27188 0.0805 310 0.30
WaldMar Stores 0.60 0.38 2.3459 0.0522 18.5 (0.58)
Exxon Mobll Corp. 0.75 0.60 24733 0.0551 255 (0.08)
Average 0.66 0.45 2.5258 0.0562

Average for e Proxy Graup of Eight AUS Natural
Gas Distributlon Cempanles 0.66 0.44 ____ 24773 (8) D,0551
Medizn (5} 22.50%
Conclusion (6) &

See page 4 for notes,




Notes:

M

@
(3

{4)

(5)

(&)

o]

(8)

9
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United Water New Rochelle, Inc,
Comparable Earnings Analysis

The criteria for selection of the proxy group of ona hundred sixteen non-utility companies was that the non-utflity
companies be domestic and have a meaningful projected rate of return on book common equity, shareholders' equity,
net worth, or partners' capital 2012 — 2014 as reported in Value Line Investment Survey (Standard Edition). The proxy
graup of one hundred-sixteen non-utility cormpanies was selected based upon the proxy group of six AUS Ulility Reports
water companies’ unadjusted bela range of C.37 —0.85 and standard error of the regression range of 3.1143 -- 4,.0599.
These ranges are based upon plus or minus three standard deviations of the unadjusted beta and standard error of the
regression as detailed in Ms. Ahern's direct testimony. Plus or minus three standard deviations captures 99.73% of the
distribution of unadjusted betas and standard ervors of the regression.

2012 - 2014.

The Student's T-statistic associated with these retums exceeds 1.96 at the 95% level of confidence. Thersfore, they
have been excluded, as outlfers, 10 arrive at proper mean histerical and projected returns as fully expiained in Ms.
Ahern's testimony.

The standard deviation of the group of six AUS Utility Reports water companies' standard error of the regression is
0.1587. The standard deviation of the standard errar of the regression is calculated as follows: :

Standard Deviation of the Std. Err. of the Regr. = Standard Error of the Regression

Van

where: N = number of abservations. Since Value Line betas are derived from weekly price change
observations over a period of five years, N = 259
Thus, 0.1576= 35871 = 3.5871

V518 22,7596

Median five year projected rate of return on book commen equity, shareholder's equity, net worth, or partners' capital
including retums identified as outliers as outlined in Note (3} above.

Median of the five year historical and five year projected return on book common equity, shareholder's equity, net worth
or partner's capital excluding retums identified as outliers as outlined on Note (3) above.

The criteria for selection of the proxy group of twenty-eight non-utility companies was that the non-utility companies be
domestic and have a meaningful rate of return on book comman equity, shareholders’ equity, net worth, or pariners'
capital projected 2012 -2014 as reported in Value Line Investment Survey (Standard Edition). The proxy group of
twenty-eight non-utility companies was selected based upon the proxy group of eight AUS Utility Reports natural gas
distribution companies’ unadjusied beta range of 0.27 — 0.61 and standard error of the regression range of 2.1094 —
2.7500. These ranges are basad upon plus or minus thres standard deviations of the unadjusted beta and standard
error of the regressian as detailed in Ms. Ahemn’s direct testimony. Plus or minus three standard deviations captures
89.73% of the distribution of unadjusted betas and standard errors of the regression.

The Student's T-statistic associated with these retums exceeds 2.052 at the 95% level of confidence. Therefore, they
have been excluded, as outliers, to amive at proper mean historical and projected returns as fully explained in Ms.
Aham's testimony,

The standard deviation of the proxy group of six AUS Ulility Reports water companias’ standard eror of the regression is
0.1088 (2.4773 / 22.7586).

Saource of Information:  Value Ling, Inc., September 15, 2009

Value Line Investmerit Survey (Standard Edition)
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