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United Water ldaho, inc.
Summary of Cost of Capital and Fair Rate of Retum
Based upon the Consolidated Capital Struclure of United Waterwarks tne.
at June 30, 2004

Type of Capital Ratios (1) Cost Rate Weighted Cost Rate
Long-Term Debt 5510 % 710 % (1) 39 %
Minority Interest (Preferred Stock) 013 500 (1) oo
Common Equity 44.77 1120 (2) 5.01

Total 100.00 % 893 %

Notes:

(1) Company-provided

(2) Based upon informed judgment from the entire study, the principal results of which are summarized on page 2 of
this Schedule.
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United Water Idaho, Inc,
Brief Summary of Commo| uity Cost Rate

Proxy Group of Three Value Line

Proxy Group of Six C. A. Tumner (Standard Edition) Water
No. Principal Methods Water Companies Companies
1 Discounted Cash Flow Model (DCF) (1) 108 % 112 %
2. Risk Premium Mode! (RPM) (2) 11.0 112
3 Capilal Asset Pricing Model (CAPM) (3) 105 108
4. Comparable Eamings Mode! (CEM) (4) 142 141
5. Range of Indicated Common Equity Cost .
Rate Before Business Risk Adjustment 108 % .- 112 %
6. Business Risk Adjustment 0.15 ) 0.25
7 Range of Common Equity Cost Rate After
Business Risk Adjustment 10.85 % -~ 11.45 %
8. Midpoint of Common Equity Cost Rate After
Business Risk Adjustment 11.20%
9. Recommended Common Equity Cost Rate 11.20%

Notes: (1) From Schedule (PMA-5).
(2) From page 1 of Schedule (PMA-9).
(3) From page 1 of Schedule (PMA-10).
{4) From page 1 of Schedule (FMA-11)
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United Water Idaho, Inc..
Derivation of Investment Risk Adjustment Based upon
Ibbotson Associates' Size Premia for the Decile Portfolios of the NYSE

Notes:
M From page 5 of this Exhibit

(2) Line No. 1 — Line No 2 and Line No. 1 — Line No. 3 of Columns 3 and 4,
respectively. For example, the 2 71% in Column 5, Line No. 2 is derived as
follows: 271% = 4.62% - 1.91%

(3) At June 30, 2004 Company-provided.

(4) With an estimated market capitalization of $122 144 million (based upon the
proxy group of six C. A Turner water companies) or $120 154 miilion (based
upon the proxy group of three Value Line (Standard Edition) water companies),
United Water Idaho, inc. falls between the 9" and 10" deciles of the
NYSE/AMEXNASDAQ which have an average market capitalization of $177.208
million as can be gleaned from the information shown in the table on the bottom
half of page 3 of this Exhibit.

(5) Average size premium applicable to the 9" and 10" deciles of the
NYSE/AMEXNASDAQ derived from the information shown on page 15 of this
Exhibit.

(6) From page 1 of Schedule (PMA-3) of this Exhibit

(N With an estimated market capitalization of $559.824 million, the proxy group of
six C. A. Turner water companies falls between the 7" and 8" deciles of the
NYSE/AMEXNASDAQ which have an average market capitalization of $573.587
million as can be gleaned from the information shown in the table on the bottom

half of page 3 of this Exhibit

(8) Average size premium applicable to the 7" and 8" deciles of the
NYSE/AMEXNASDAQ derived from the information shown on page 15 of this
Exhibit.

(9) From page 1 of Schedule (PMA-4) of this Exhibit

(10) With an estimated market capitalization of $980.864 million, the proxy group of
three Value Line (Standard Edition) water companies falls in the 6™ decile of the
NYSE/AMEXNASDAQ which has an average market capitalization of $1,048 566
million as shown in the table on the bottom half of page 3 of this Exhibit.

(11)  Size premium applicable to the 6" decile of the NYSE/AMEXNASDAQ derived
from the information shown on page 15 of this Exhibit

Source of Information: Ibbotson Associates, Stocks, Bonds, Bills and Inflation — Valuation
Edition — 2004 Yearbook, Chicago, IL, 2004
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Chapter 7

Firm Size and Return

3

‘The Firm Size Phenomenon

One of the most remarkable discoveries of rmodern finance is that of a relationship berween firm size
and rerarn. The relationship cuts across the entire size spectrum bur is most evident among smaller
companies, which have higher rerurns on average than larger ones. Many studies have looked at the
effect of firm size on rerurn! In this chaprer, the serurns across the entire range of frm size
are examined.

Construction of the Decile Portiolios

The portfolios used in this chaprer are those created by the Center for Research in Security Prices
{CRSP) at the University of Chicago’s Graduats School of Business. CRSP has refined the methodol-
ogy of creating size-based portfolios and has applied this methodology t© the entire universe of
NYSE/AMEX/NASDAQ-listed securities going back o 1926.

The New York Stock Exchange universe excludes closed-end mutual funds, preferred stocks,
real estate investment trusts, foreign stocks, American Depository Receipts, unit investment tTusts,
and Americus Trusts. All companies on the NYSE are ranked by the combined market capitalization
of their eligible equiry sccurities. The companies are then split into 10 equally populated groups, or
deciles. Eligible companies traded on che American Stock Exchange (AMEX) and the Nasdag
National Market (NASDAQ) are then assigned to the appropriate deciles according to their capiral-
ization in relation to the NYSE breakpoints. The portfolios are rebalanced, using closing 'priccs for
the last trading day of March, June, September, and December, Securities added during the quarter
are essigned to the appropriate pordfolio when two consecutive month-end prices are available. If the
final NYSE price of a security thar becomes delisted is 2 month-end price, then that month’s rewarn
is included in the quarterly return of the security’s portfolio. When a month-end NYSE price is miss-
ing, the month-cnd vahe of the security is derived from smerger terms, quotations on regional
exchanges, and other sonrces. If a month-end value still is not determined, the last available daily
price is used.

Base security returns are monthly holding period returns. All disributions are added to the
month-ead prices, and appropriate price adjustments are made to account for stock splics and divi-
dends. The return on a portolio for one month is calculated as the weighred average of the retarns
for its individua! stocks. Annual pordolio recurns aze calenlated by compounding the monthly port-

folio rerurns.

Size of the Deciles

Table 7-1 reveals that the top three deciles of the NYSE/AMEX/NASDAQ account for most of the
total market value of its stocks. Approximarely two-thirds of the marker value is represented by the
first decile, which curreatly consists of 168 stocks, while the smallest decile accounts for just over
ope percent of the market valne. The data in the second column of Table 7-1 are averages across all

1 Rolf W. Banz was the Brst to documeat this phenomenon. Sec Bans, Rolf W. “The Relatonship Berwesn Retumns and
Marker Valoe of Common Stocks,” Journal of ‘Finangial Economics, Vol. 9, 1981, pp. 3-18.

IbbotsonAssociates 121
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Chapter 7

78 years, Of course, the proportion of market value represented by the various deciles vares from

Jear to year.
Colurgs three and four give recent fgures on the pumber of companies and their market cap-

jtalization, presenting a snapshot of the suctre of the deciles near the end of 2003.

Teble 7-1
Skze-Declle Portfofios of the NYSE/AMEX/NASDAQ Slze and Composition
1926-2003
Rocent
Historizal Average Recent Decile Markat Recant
Percentage of Nurnber of Caphafization Percentage of

Decfie Total Capitalization Compank in do)  Total Capltalt t
1-Largest EA.33% 188 $7,418,638,030 — 64.81%
2 13.89% 188 1,471,628.952 X 12.87%
<] 7.57% 188 748,716827 6.53%
4 4,74% - 200 . 451,145,013 3.85%
s 1324% 221 337,041,577 2.95%
& 2.37% 21 280,452,847 2.54%
7 ’ 1.72% 343 238,327 256 2.08%
B 1.27% 378 171,437318 1.50%
] 0.97% 613 158,888,852 1.48%
10-Smafest 0.80% 1,724 136,028,242 1.19%
Mid-Cap 3-5 15.55% 616 1,534,903.517 — 13,43%
Low-Cap £-8 5.36% 859 700,217,223 &8.13%
Micro-Cap 8-10 1.77% 2,337 304.917.884 267%

Source: © 200403 CRSP® Coner for Research In Securhty Prices. Grazuats Schod! of Buslness, The Unliversity of Chicago. Used
with parmission. Al rights reserved. www.crsp.tichicago.edu.

Historica) average pamnﬁged\otalcaplmraalbn nhowsmemge,wmhstnym.nfme declie markst values gs 8
percentage of the total NYSE/AMBUNASDAQG calculated each menth, Niznbar of companies in daciles, rscent merkst
capitalization of daclies, and recent percantage of otal capiiatization are &s of Septomber 30, 2003.

Table 7-2 gives the current breakpoints thar define the composition of the NYSE/AMEX/NASDAQ
size deciles. The largest company and its market capiralization are presented for each decile. Table
7.3 shows the historical breakpoints for each of the three size groupings presentzd throughout this
chapter, Mid-cap stocks are defined here as the aggregate of deciles 3-5. Based on the most recant
data (Table 7-2), companies within this mid-cap fange have market capitalizations et or below
§4,754,027,000 but preater than $1,166,799,000. Low-~cap stocks include deciles 6-8 and currendy
include all companies in the NYSEAMEX/NASDAQ with” tharket capitalizations st or below
§1,166,795,000 but greater than $330,608,000. Micro-cap stocks inelude deciles 8-10 and include
companies with market capitalizations at or below $330,608,000. The market capitalizarion of the
smallest company included in the micro-capitalization group is currently $332 thousand.

122 SBBI Valyation Edition 2004 Yearbook
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Firm Skze and Return

Table 7-2

Size-Decile Portfolios of the NYSE/AMEX/NASDAQ, Largest Company
and Its Market Capitalization by Declle

September 30. 2003

Market Capltafization
of Largest Company

Declie {in thousands} Company Name
Tiagest _ 5286838805 GenerslBacticCo . .
2 e e 11,368,757 Maseo Com, -
3 .. ~_____a,794,oz7 EOG Resources inc.
L - ~2.535,984 Toys R Us Inc. R
5 1,720,856 Intemational Rectifier Corp.
[ 1,166,788 “Thice Industries Inc. e
7._‘. e e wrm—m 785,983 Granlia Constnxtion Inc,
|- S ——— 507,820 Steelcase Inc. e
s .. mops SwedngBacop oo
10-Smallest 166.414  Ethyl Com.
Source: Genter for f h In rity Prices. Universtty of Chicage.

Presentation of the Decile Data

Summary statistics of annual returns of the 10 deciles over 1926-2003 are presented in Table 7-4.
Note from this exhibir that both the average rerarn and the total risk, or standard deviation of annual
returns, tend to increase as one mMOves from the largest decile to the smallest. Furthermore, the
serial correlations of rerurns are near zero for oll but the smallest two deciles. Serial correlations and
their significance will be discussed in detail later in this chapter

Graph 7-1 depicrs the growth of ope doliar invested in cach of three NYSE/AMEX/NASDAQ
groups broken down into mid-cap, low-cap, and micro-cap stocks. The index value of the entire
MSHALE.XINAEAQ is also included. All rerurns presented are value-weighted based oo the mar-
ket capitalizations of the deciles contained in each subgroup. The sheer magnitude of the size effect
in some years is noteworthy. While the largest stocks acmally declined in 1977, the smallest stocks
sose more than 20 percent. A more exireme case occurred in the depression-recovery year of 1933,
whea the difference berween the first and tenth decile returns was far more substandal. This diver-

geace in the performance of small and large company stocks is a common octurrence-

IbbotsonAssociates 123
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Chapter 7

Table 7-3

Skze-Decile Portfolios of the NYSE/AMEX/NASDAQ
Largest and Smaflest Company by Ska Group

from 1926 101965

Capltalization of Largest Company Capitalization of Smallest Company

{in thousands) {in thouzznds}

Dato Mid-Cap Low-Cap  Micro-Cop Mid-Cap  Low-Cap Micro-Cap
{Sept 30) a6 &8 9-10 3.5 [X] B0
1826 $61,400 514,040 $4305 _  §14000  S4305 | S9
1827 $65.281 _ $14,748 Bi450 . 815311 B4dE (ST
1598 $81,908  $18,375 ssm4 _ S1e05D S5118 185
1828 $107,085 524,328 ssars . §24.480 $5915__ 8126
1830 , $67,808  $13,050 $3,218 $13,058 $3,264 S0
1831 $42,607 sBjd2_ $1g05 88,222 s1927 81
1932 512,491 82170 S48 $2.188 $477 58
1833 $40,298 $7.210 s1,630 _© __$7.280 S1875__ _ $10
1634 $38,128 $6.568 81,680 . 58734 51673 $58
1835 $37,631 $E.518 $1,250 $6,540 $1,383 38
1836 $46,520 _ $11,505 52,650 — $91,.526  s26E8__ S92
1937 $51,750  $13,801 $3,500 $13.625 53,538 S68
1938 £36,702 58,325, $2.125 58,372 $2.145 360
1933 55,764 57,367 $1.637 57,383 $1,800 _5
1840 £31,050 57,580 $1,861 58,007 $1,872 51
1941 $31,744. £8.316 $2,086 $8,338 s2087 ____S7T2
1542 $25,135 56,870 $1,778 $6.875 $1,788 _se
1943 323218 $11,475 53,847 $11,480 $3,608 $ags
1844 sa6c21  S13.088 54800 $13.068 $ap12 5308
1845 $55268  $17,325 56,413 $17,575 $6,425 §225
1946 $79.168 Se4,002 80003 S24188  S10.051 5828
o S7BR SI7I | $5aT SUE2 _ 88380 ST
1848 $67,238  $19,575 £7,313 $1m,651 | $7.329 T84
1948 $55506 514,548 $5.057 $14,517 $5,108 318
1950 $65881 518,675 6,178 $18,750 58,201 $303
1951 82,517 822750 57,5857 S.pe0 §7508  86S8
s sorgos  Senas  Eaa  _ SSfw st 0
1653 $9B.505  $25,374 $8,156 $psags | s8aee_ S48
1854 S125834  Seands Saab4  S2q07  SBAGE 8
1885 $170,826 541,445 $12,353 541,581  $12.365 $653
1856 $183,434  S46B05  $13 D
AT TR .. s
1958 T Sishomy _ Saeqra . Slam ___ SBATI  S13E16 S5
igm __ gesasd _ Se4221 | SeE0 SeAQ7z | 519848 6%
1960 sp48202 881,485 $19,344 861,628 T $18,385 - 5831
1961 8296261 578088 Sagf8R2 578422 SZ8E13 | 52455
157 | Sos0433  Ssa@s | Mess 8 Sages | 1018
1853 $soe&e8 $23.819 S23.622 $298 '
1954 S3e4p23 §79343  S2SSM . SURAW so595 | s
1965 $353758  $84,479 $28.365 $84,800  $28.975 §250

Souwee: Gentter for Research in Sexusity Prices. Univerthy of Chizage.

124 SBBI Valuation Ediion 2004 Yearbock
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Fimn Stza and Rewm

Table 7-3 (continued)

Size-Decile Portiolios of the NYSE/AMEX/NASDAQ
Largest and Smallest Company by Siza Group

from 1966 to 2003
Capltalizatlon of Largest Company Capitalization of Smallest Company
(in thousands) {la thousands)
Date Mig-Cap low-Cap  Micro-Cap Mid-Cap Low-Cap Micro-Cap
{Sept 30) 35 68 8-10 5 &8 $-10
1986 $300,455  $99,578 $99,935 $34,886 a8t
157 S459170 $i17 985 sngas  Sady S
§528,326 5149.261. .. 860, $150,128 60,387 §592
s swano | Ssags | Swses s T €139
5380.246 594 025 $29,910 $84,047  $29,918 $822
542517 S145040  SABET1__ S4GETI _Sagse0 5885
©SE2 $139pdT  S46728  SATID Sa757 _ $1.081
$424,584 394 809 . Sespgot | 595,378 829.606 .58
Ssaapnd Tsore | s22dT5 Csisess _smam sas
$465,763 596,954 £28,140 597.258 $28,144 $540
_§551,0711 _$116.18 184 531887 o sue212 | s3po02 _.§564
3573 084 $135 804 . _Sa., 192 . $137,323 $39,254 3513
- 5512.957 3159,778 8 . 546 821 - " 180, 524 $46,628 §B§Q
sas1 336“ 3_1]:1_3’8(3_ - 549.085 LS4y 517 48,172 o S
T§754,562  $194,012 " 4B, 348,671 §194,241 548,98 §548
5_9_5_4 (685 $259.028 L sn.ers ©261,059  $71.288 $1,446
28 §gQ§_§90 $54,675 $20B,536 $94,883 $1,080
$352.698 . 5103,443 _sasan4d $103,530 $2.025
1984 51,088, 97;»_ 5314850 e8| Tsiis2i4 Ss0€E 82083
1955 51 432 342 §367,413 393 810 $368,240  $84,000 $760
1986 $1,857.621 $444,827  $109.856 . . 5445648 $109.975 708
987 $2.059,143  $467,430 5112085 __5468,848 $112,125 $1.277
1958 __$1.857,826 _5420,257 394,258 n $421,340  SE4302 5896
1939 $2.1 47 508 5480 975 . $100.285 $483,623 5100384 $95
1080 $2,164,185  $472,003 $93,627 £474,085  $83,750 TSz
1991 _$2129B63  S4c7.958 87,586 $458,853 _$87,733 5278
1887 $2.428.671  S500,3 346" $103,352 $504,050 8103500 8510
1.9_'95: — 52.711 DSB _ 5608, 520 5137 945 $608,825 $137,987 $602
1994 52 497 073 5501 552 ] 51_43 435 §602,562 5149,532 5598,
1688 52.793 761 3553.178 $158,011 5554 019 5158 053 89
1996 5o1500688 _s7e3drr  S195.188 STO3 812_ 1985326
1gs_a_7, sﬁ 11 _732 5818 299 . 5230 472 3521 1,028 B 5230 554
1988 $4.216 707, 5934,264. 5253 :!29' . 5936 727 szsa 335
1689 34251 741 3875308 | _§218.035 sm.saz $218,368 _  §1,502.
2000 54.143 3,802 5840.000 5192 598 3840 730 5192.721 §1,462
2601 55,252063 $1,114,792 $269.275 $1,315,200 3270.391 $443
so02  $5.012705 $1.143, 545' " $314.0 S11aaase  $314,174 8501
oo T $4794,027 166798 $330,608 e o SR $3d2
Source; Cemtar for Research in Security Prices. University of Chicago.
tbbotsonAssociates 125

Exhibit No. 12

Case No. UWI-W-04-04

Pauline M. Ahern, AUS Consulitants
Schedule (PMA-1), Page 11 of 18




Chapter 7

Teble 7-4
Siza-Decils Portiolios of the NYSE/AMEXU/NASDAQ, Summary Statistics of Annual Returns
1826~2003

Geometric Arithmetic Standard Sanal
Declle Mean Mean Deviation Corrolation
Targest _ 9.6% 1A% 1940% 0.00
2 o8 12 21 om
3 12 138 24.00 ~0.02
4 4 IRV 2w
5 ns 148 a8 -0
5. . ng 183 22 o
7 ns 158 3041 00
3 . ny  ws 2R 0.4
8 121 178 908 008
10-Smallest 138 21.7 45.95 Q.15
Wid-Czp. 5 E RS =T
Low-Cap, 68 " 157 _ 288 Y]
Mcre-Gap, 610 127 1980 | S 0.08
NYSE/AMDINASDAQ
Total Vaiue-Welghted Index 101 121 20.45 0.03

Seurce: Center for Research in Sacurity Prices. Unhvershy of Chizago.

Aspects of the Firm Size Effect

The firm size pbenomenon is remarkable in several ways, Fitst, the greater risk of small stocks. does
not, in the context of the capital asset pricing model (CAPM), fully acconnt for their higher returns
over the lopg term. In the CAPM, only systematic or bera risk is rewarded; small company stocks
have had remrns ju excess of those implied by their betas. :

Second, the calendar annual yerorn differences betwesn small and large eompanies are serially
correlated. This suggests that past annval rerurns may be of some value in predicring furure annual
rerurns. Soch serdal correlation, or autocorrelation, is pracrically unknown in the marker for large
stocks and in most other equity markets bt is evident in the size premia.

Third, the firm size effect is seasonal. For example, small company stocks outperformed large
company stocks in the moath of January in a large mejority of the years. Such predicrability is sur-
‘prising and aspicious in light of modery capital market theory. These three aspects of the fiom size
effect—long-rerm returns in excess of systematic gisk, serial correlation, and seasonality—will be
analyzed thoroughly in the following sections.
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Graph 7-1

Size-Decile Portfofios of the
Total Capitafization Stocks
1825-2003

Yaar-ond 1925 = $1.00

NYSE/AMEX/NASDAQ: Wealth Indices of Invesiments in Mid-, Low-, Miero- end

Index
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1625 1935 1945 1955 1965 1975 1985 1985 2003
Source: Center for Research in Security Prices, University of Chicago.
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Chapter 7

Long-Term Returns in Excess of Systematic Risk

The capizal asset pricing model {CAPM) does not fully account for the higher revarns of small com-
pany stocks, Table 7-5 chows the returns in excess of systematic risk over the past 78 years for each
decile of the NYSE/AMEX/NASDAQ. Recall that the CAPM is expressed as follows:

k, =1, +(8, xERP)

Table 7-5 uses the CAPM to estimate the rerurn in excess of the riskless rate and compares this esd-
mate to historical performance. According to the CAPM, the expected retur on 2 security should
consist of the riskless rate plus an additiopal retnm to compensate for the systemaric risk of the secu-
sity. The return i oxcess of the riskless sate is estimared in the context of the CAPM by muldplying
the equity risk premium by § (beta). The equiry risk preminm is the retum that compensates investors
for taking on risk equal to the risk of the macker as a whole (spstzmatic risk)? Beta measures the
extent to which a secarity or portfolio is exposed o systematic risk3 The beta of each decile indi-
cates the dagree to which the decile’s rerurn moves with that of the overall market.

A besa greater than one indicates that the security or porcfolic has greater systmatic sk than
the market; according to the CAPM equarion, investors are compensated for taking on this addivional
risk. Yet, Table 7-5 illustrates that the smaller deriles have had returas that are pot fally explainzble
by their higher betas. This retum in excess of that predicted by CAPM increases as one moves from
the largest companies in decile 1 to the smallest in decile 10. The excess remurn is espedially pro-
nounced for micro-cap stocks (deciles 9~10), This size-related phenomencn has prompted a revision
to the CAPM, which inclndes a size preminm. Chapter 4 presents this modified CAPM theory and
jts application in more detil.

This phenomenon can also be viewed graphically, as depicted in the Graph 7-2. The security
market line s based on the purs CAPM without adjustment for the size premium. Based on the risk
{or beta) of a security, the expected return lies on the security market line. However, the actal his-
toric retrns for the smaller deciles of the NYSE/AMEX/NASDAQ lie above the line, indicating that
chese deciles have had revurns in excess of that which is appropriate for their systamatic risk.

]

2 The equiry fisk premiva ks esimared by the 78-~year grithmetic mean rewam onhri company stocks, 12.41 pere=mt, less
the 7B-year axithmetic wmesn income-return comP of 20-year go bonds gs the hisworical dskless rate, In this
cse 5.25 pereent. {Ir is appropriat, boweves, o match the marnrity, or darzdon, of the dekiess asset with the investment
orizan.) ez Chaprer § for more derall on equicy cisk premium estimadion.

alﬁ.m:inlbmsmuiuhmdnsin;n:impl rgression of the monthly pordoli {dextle} vomd reraens in extess of the
30-day U.S. Treasury bill tot) retorns versus the SAP $00 tocal remrns i excess of the 30-day US. Treasury bill,
January 1526-December 2003, Ses Chaprer § for more detall on bera estimation.
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Fum Skze and Retum

Table 7-5
Long-Term Retums In E of CAPM Estimation for Declle Portiolies of the NYSE/AMEX/NASDAQ

1926~2003

‘Reallzed E<timated  Size Premium
Arthmatic Return in Retum In {Return In
Mean Exeess of Excess of Excess of
Oecile Bot® Return Riskless Rate™  Riskless Ratet CAPM)
tlagem o Bt 1% B2tk
2 _ .. ... e 13aeR 18R .
SR P | B <1 S 8ES% ..
R R 17 SR T
5 1.16 1451% £8.68%
1A 1sap% . 100%%
Ttz asesw 042k
T I [ T =
T = S 77 I |1 R .
10-Smafiest 141 21.73% 16.50% 10 16% 6.34%
MidCap, &5 112 _aagn o 8BS 8.02% oo
lowCap.6-8 122 _ 1587% T loaam | BT4R e NTOR
Micro-Cap, 810  1.36 18.98% 13.75% 8.74% 401%

~Betes gre estimated from manthly portfolio 1ota) retums In excess of the 30-day U.S- Treasury bl total retum versus the S&P
500 total returms tn excess of the 30-day U.8. Treasury bl January 1626-December 2003.
"'&f"“’ xis"gesa rate ls meesured by the 78-year arithmetic meen incoms return campenent of 20-year oovemmelﬂ bonds
percent).
tCalcuiated In the cantext af the CAPM by muiltiplying the equity Hsk umn by beta The equity risk premium is estimated by
the arfthmetic mean total fetum of the S 5mﬁ{¥2941 pescent) mlm:sp‘?mu aﬁtruneﬁcby mean income return component of 20-year
government bonds (523 percent) from 1926-2003.

Graph 7-2 :
Security Markst Line versus Size-Decile Portfolios of the NYSE/AMEX/NASDAQ
1926-2003

AT
ke e Sol

Aiihmello Mean Relum

T ¥
2.0 02 04 06 08 1.0 12 14 16
Beta Smwwmwhwmwda\Wmmem
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Chapter 7

Further Analysis of the 10th Dacile

The size premia presented thos far do a great deal to explain the return due solely to size in publicly
traded companies. However, by spliniing the 10¢h decile into two size gronpings we can get a closer
look at the smallest companies. This magnification of the smallest companies will demonstrate
whether the company size to size premiz relarionship continues to hold tre.

As previously discussed, the method for detarmining the size gronpings for size premia analysis
was to take the stocks mraded on the NYSE and break them op into 10 deciles, afrer which stocks
traded on the AMEX and NASDAQ were aflocated into the same size groupings. This same method-
ology was used to split the 10th decile into two pars: 102 and 10b, with 10b being the smaller of
the two, This is equivalent to breaking the stocks down oo 20 size groupings, with portfolios 19
and 20 represeating 10a and 10b.

Table 7-7 shows that the partern continues; a5 companies get smaller their size premium increas-
es. There is a poticeable increase in size preminm from 10a 10b, which can also be demonstrated
visuelly in Graph 7-3. This can be nseful in valuing companies that are extremely small. Table 7-6
presents the size, composition, and breakpoints of deciles 10a and 10b. First, the recent number of
companies and total decile market capitalization are presented. Then the largest company and its
market capitalization are presented.

Breaking the smallest decile down lowers the significance of the results compared to results for
the 10th decile taken as 3 whole, however The same holds mue for comparing the 10th decile with
the Mitro-Cap egeregation of the Sth and 10th deciles, The more stocks included in & sample che
more significance can be placed on the results. While chis is not s much of a factor with the recent
years of data, these size premia are constructed with datz back to 1926, By breaking the 10th decile
down into smaller components we have cur the number of stocks inclnded in each grovping. The
change over time of the number of stocks inclnded in the 10th decile for the NYSE/AMEX/NASDAQ
is presented in Table 7-8. With fewer stocks inclnded in the apalysis early on, there is a swoog pos-
sibiliry that just a few stocks can dominate the returns for those early years.

While the number of companies included in the 10th decile for the early years of our analysis
is low, it is not too low to stll draw meaningha resolis even when broken down into subdivisicns
102 znd 10b. All things considered, size premia developed for deciles 102 and 10b are significant and
can be psed in cost of capital analysis. These size premia should greatly eshance the development of
cost of capital analysis for very small companies.

Tabls 7-6

stze<Docllo Portiolios 103 and 10b of the NYSE/AMEX/NASDAQ,
Largest Company ond lis Market Capltaft=ation

September 30. 2003

Recont Decfla  ~ Markst Copitalization
Recant Number  Market Capitalizntion of Largest Cempany Company,
Declls of Companies {in thousande}  ° {tn thousands) Name
0a 564 sTsganged . siEedis  EomiCom.

. o e e

T vas " s54.Be7.824 "7 " yEess  Mesa Royahy Tust

Note: These number may nat eggrogsls 1o egual decle 10 bgures.
Source: Genter for Research I Securily Prices, University of Chizago.
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Fem Size end Retum

Table 7-7
Long-Term Retums In Excess of CAPM Estimation for Declle Portfollos of the
NYSE/AMEXU/NASDAQ, with 10th DPeclle Split

1826-2003
Roeallzed Estimated Slze Premium
Arithmetic Return In Return in {Return in
Maan Ezcess of Excess of Excess of
Bata" Roturn T Rate™ Riskless Ratet CAPM)
daget 081 MAS eai% 6% 034%
P X S -1 N T.44% 0.50%
- _]:10_ . 13 78% 7.88% 0.67%
e e “‘_l;‘t?_ _— V_'I:S;l_a?s___’._} —— 8.08% 1.11%
T e 1491% oeen __ Ba2% 1.38%
138 15.32% 10.09%___' . 8.50% 1.50%
1.23 15.66% . 10.42% 8.85% . 151%

J . I P _16.54% 11.42% B,16% - 2.25%
Y7 S, 27 U . B 0.69% L 280%
Ve _le 1983 TTTa70% . _1020% 450%
106-Smallest 140 25.08% 19.85% 10.08% 9.62%
MidCap,8-5_ _ 142 __ 1A% 8.93% 8.02% 0.31%

Low-Cap, 6-8 122 15.87% 10.44% B.74% 1.70%
Micro-Cap, §-10 1.38 18.58% 13.75% 9.74% 4.01%
Setas are estimated from monthly portfolo total retums in excess of the 30-ay U.5. Treasury bif iptal return versus the S&P
500 total retuns bn excess of the 30-day U.S Treasury bill, January 1926-December 2003. »
mtasiorical fskiess rate s measured by the 78-yeer artmetic mean income retum companent of 20-year 6¢ rt bonds

(.23 percent).

cutated In the cantext of the CAPM by multiplying the sk premium bmmequtydskprw'nmlsaswmdby
ﬁmmncmmmmmws mnz%p:gemr?)ﬂnusmmﬂbvxneﬁcnwkmemmwmpmmdmw
povernment bonds (523 percent) from 1826-2003.

Graph 7-3
Security Market Line versus Size-Decile Portiolios of the NYSE/AMEX/NASDAQ, with 10th Decile Spht
1926-2003

30
TR T T S T P M s e
% N R B ,'\-..ﬁ’ RE B NIRRT
Al &i‘l’x 5 B SR 2

T

S e
ﬁ%ﬁéﬁfhgg %‘V
e -

Arithmstic Mean Relun

T T
00 02 0.4 086 0.8 10
Eeta Source: Genter for Resewshs n Secutty Prices. University of Chicago {decle data).
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Chepter 7

Table 7-8

} jeal ber of Companies for NYSE/AMEX/NASDAQ Declla 10
Sept Number of Companles

1828 e o SE
WO Tz

1940 78

1950 . 100

1850 109

1870 =5

1980 685

1880 1,814

2000 1.827

20093 1,724

“The fewest number of companies was 48 In March, 1526

Source: Center for Resoarch In ity Prices, University of Chicago

Alternative Methods of Calculating the Size Premla

The size premia estimation method presenred above makes several assumptions with respect to the
marker benchmark and the measuremess of beta. The impact of these assumprions can best be exam-
ined by looking at some alternatives. In this section we will examine the impact on the size premia
of using & different market benchmark for estimating the equity risk premia and beta. We will also
examine the effect on the size premia study of using sum betz or an annual beta*

Changing the Market Benchmark

In the original size premia stody, the S&P 500 i used as the marker benchmark in the calenlation of
the realized historical equity risk preminm and of each size group's bewa, The NYSE total value-
weighted index is 2 common alrernative market benchmark used 10 calculate beta. Table 78 uses this
market benchmark in the ealculation of beta. In order to isolate the size effect, we require an equity
risk premium based on 2 large company stock benchmark The NYSE deciles 1-2 laxge cornpany
index offers & mumally exclusive set of portfolios for the analysis of the smaller company groups:
mid<cap deciles 3-5, low-cap deciles 6-8, and micro-cap deciles 5-10. The size premia analyses using
these benchmerks are summarized in Table 7-3 and depicred graphically in Graph 7-4.

For the enrire period analyzed, 1926-2003, the betas obrained using the NYSE total value-
weighted index are higher than those-obtained using the.S&P. 500- Sines smaller companies had
higher betas nsing the NYSE benchmark, one would expect the size premia to shrink. However, as
was illustrated in Chapter 5, the equity risk premium calculated using the NYSE deciles 1-2 beach~
mark results in 3 value of 6.40, as opposed to 7.19 when wsing the S&P 500. The effect of the
higher betas and lower cquity risk premium cancel each other out, end the resnlng size premia in
Table 7-9 are slightly higher than those resulting from the original stady.

¢ Sam bem js the method of beta enimation described in Chapesr 6 thut was developed to benzr secount for the lagged
reaction of small stoeks t market movemens. The sum bera mezhodology was developed for the same season chat the
xi::ymninwmd:vdopai;mﬂcnmpmybmmmomﬂmmm ol of their excess remams.
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Utilities

The utilities rating methodology encompasses two basic
components business risk analysis and financial analysis.
Evaluation of industry characteristics, the utflity’s position
within that industry, its regulation, and its management
provides the context for assessing a firm’s financial condi-
tion.

Historical analysis is a tool for identifying strengths and
wesaknesses, and provides a starting point for evaluating
finencial condition. Business position assessment Is the
qualitative mezsure of a utllity's fundamental creditwor-
thiness. It focuses on the forces that will shape the utilites’

The credit analysis of utilities fs quickly evolving, as
utilities are treated Jess as regulated monepolies and more
as entitles faced with a host of challengers in 2 competitive
environment. Marketplace dynamies are supplanting the
power of regulation, making It critically important to re-
duce costs and/or market new services In order to thwart
competitors® inroads.

Markets and service erea economy

Assessing service territory begins with the economic and
demographic evaluation of the area in which the utility has
its franchise Strength of long-term demand for the product
is examnined from a macroeconormlc perspective. This en-
ahles Standard & Poor's to evaluate the affordability of
rates and the staying power of demand.

Standard & Poor's tries to discern ary secular consump- |

tion trends and. more importantly, the reasons for them.
Specific ftems examined indlude the size and growth rate
of the market, strength of the franchise. historical and
projected sales growth, income Jevels and trends in popu-
1ation, employment. and per capita income. A utllity with
a healthy econamy and customer base—as Rustrated by
diverse employment opportunities, average or above-av-
erage wealth and income statistics, and low unemploy-

ment—will have a preater capatity to support its opera-
tions.

For electric and gas utilities, distrfbution by customer
class §s serutinized to assess the depth and diversity of the
utility’s custarner mix. For example, heavy industrial con-
centration is viewed cautiously, since a uiflity may have
significant exposure to cyclical volatility. Al . a
Jarge residential component ylelds a stable and mare pre-
dicteble revenue stream. The Jargest utility customers are
jdertified to determine their impartance to the botton line
and assess the risk of thelr loss and potential adverse effect
on the utility’s finandal position. Credit concerns arise
when individual customers represent more than 5% of
revenues. The company ur industry may play asignificant
role inthe overall economic base of the service area. More-
over, large customers may turn to cogeneration of alterna-
tive power supplies to meet thelr energy needs, poténtially
Jeading to reduced cash flow for the utility (even in cases
whete a large customer pays discounted rates and Is not a
profitable account for the utility). Customner concentration
is less significant for water and telecommunication utfl-
tes.

Competitive position
As competitive pressures have {ntensified in the utilities

industry, Standard & Poor’s analysis has deepened to in-
clude a mors tharough review of competitive position.

Electric utility competition

For electric utilitles, competitive factors examnined in-
dlude: percentage of firm wholesale revenues that are most
vulnerable to competition: industrial load concentration:
exposure of key customers to alterpative suppllers; con
merdal concentrations: rates for various customer dasses;
rate design and flexibility; production costs, both marginal
and fixed; the reglonal capacity situation: and transmission
constraints. A reglonal focus is evident, but high costs and
rates relative to national averages are also of sipnificant
concern because of the potential for electricity substitutes
over time.

Mounting competition In the electric utility industry
derives from extess generating capacity, lower barriers to

“entefhg " thé eléctric generating business; and marginal -

costs that are below embedded costs. Standard & Poor’s
has already witnessed declining prices in whalesale mar-
kets, s de facto retall competition is already being seen in
several parts of the country. Standard & Poor’s believes
that over the coming years more and more customers will
want end demand lower prices. Initial concerns focus on
the largest industrial loads. but other customer classes will
be Increasingly vulnerable. Competition will not necessar-
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ily be driven by legislation. Other pressures will arise from
global competition and improving technologies, whether
it be the declining cost of incremental generation or ad-
vances in transmission capadty or substitute energy
sources like the fuel cell. It is impossible to say precisely
when wide-open retall competition will ocour; this will be
evolutionary. However, significantly preater competition
in retall markets s inevitable.

Gas utility competition
Simiflarly, gas utilities 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 utflities

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
certaln gas markets. In additon. 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 utiity services is creating
opportunities for outsiders to market niche products. Dis-
tributors stiit 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 competition In every one of their markets. To the
extent a pipeline serves utilitles versusindustrial end users,
its stability is greater. Over the next five years, pipeline
competition will heat up since many service contracts with
customers gre expiring, Most distributor or end-use cus-
tomers are looking to reduce plpeline costs and are work-
ing to improve their load factor to do so. Thus, pipelines
will likely find it difficult to recontract all capacity In
coming years. Being the pipeline of cholce is a function of
atiractive transportation rates, diversity and quality of
services provided, and capacity available in each particular
market. In all cases though, periodic discounting of rates
to retain custorners will occur and put pressure on profit-
ability.

Water utility competition

- - -Asthe lasttrue utility monopoly, water utilities 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 companies have
been subject to condemnation and municpalization be-
cause of poor service ar political motivations. In that re-
gard, Standard & Poor's pays close attention to costs and
rates in relation to nelghboring utilities and national aver-
ages. {In contrast, the privatization of publicwater facilities
has begun, albelt at a slower pace than anticipated. This is
ocaurring mostly in the form of operating contracts and
public/private partnerships, and not in asset transfers.
This trend should continue as cities look for ways to bal-
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ance their tight budgets) Also, water utilities are not fully
Immune to the forces of competition: in a few Instances
wholesale customers can access more than one supplier.

Telephone competition

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

Most long-distance calls are still origlnated and termi-
nated on the local telephone company network. To com-
plete such a call, the long-distance provider (including
AT&T, MCL Sprint and a host of smaller interexchange
carriers or “[XCs") must pay the local telephone company
a steep "access” fee to compensate the Jocal phone com-
pany for the use of its Jocal network. CAPs, in contrast,
build or lease facilities that directly connect custormers 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 custorner to use a CAP.
LECs are attempting to make up for the loss of revenues
from lower access fees by increasing basic Jocal service
rates (or at least not lowering them), since basic service is
far less subject to competition. LECs are improving oper-
ating effidlency and marketing high margin, value-added
new services. Additionally, in the wake of the Telecommu-
ndcations Act, LECs will capture at least sorne of the inter-
LATA long-distance market. As a result of these initiatives,
LECs continue to rebulld themselves—from the traditional
utility monopoly to leaner, more marketing orlented or-
ganizations. *

While LECs, and indeed all segments of the telecommu-
nications sector, face increasing competition, there are fa-
vorable industry factors that tend to offset heightened
business risk and auger for overall ratings stability for most
LECs. Importantly, telecommunications fsa declining-cost
business. With fncreased deployrnent of fiber optics, the
cost of transport has fallen dramatically and digital switch-
ing hardware and software have ylelded more capable,
trouble-free and cost-efficlent networks. As a result, the

- cost of network maintenance has dropped sharply, as illus-

trated by the ratlo of employees per 10,000 access lines, an
oft cited measurement of efficiency. Ratios as low as 25

* employees per 10,000 lines are being seen, down from the

typical 40 or more employees per 10,000 ratio of only afew
years ago.

In addition. networks are far more capable. They are
increasingly digitally switched and able to accommodate
high-speed communlcations. The infrastructure needed to
accornmodate switched broadband services will be budit
into telephone networks over the next few years. These
advanced networks will enable telephone compandes to
look to a greater varjety of high-margin, value-added serv-
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iees. In addition to those current services such as call
waiting or caller D), the delivery of hundreds of broadcast
and interactive video channels will be possible. While these
services offer the potential of new revenue streams, they
will simultanecusly present a formidable challenge. LECs
will be entering the new {1 them) arena of multimedia
entertainment and will have to develop expertise in mar-
keting and entertainment pro g acumen; such
skills stand in sharp contrast to LECs’ traditional 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
sarvice. Here, emphasls is placed on those areas that re-
quire management attention interms of time or moneyand
which, if unresolved, may lead to political. regulatory, or
competitive problems.

Operations of electric utilities

For electrics, the status of utllity plant investment is
reviewed with regard to generating plant availability and
utilization, and also for compliance with existing and con-
ternplated environmental and cther regulatory standards.
The record of plant cutages, equivalent availability, load
factors, heat rates, and capacity factors are exarined. Also
important is eficency, as defined by total megawatt hour
per employee and customers per employee. Transmisslon
intarconnections are evaluated In terms of the number of
utlitles to which the utility in question has access. the cost
struchires and available generating capacity of these other
utilities, and the price paid for wholesale powet.

Because of mounting competition and the substantial
escalation in decommissioning estimates, significant
welght is glven to the operation of nuclear facilities. Nu-
clear plants are becoming more vulnerable to high produc-
tion costs that make thelr rates uneconomic. Significant
asset concentration may expose the utility to poor perform-
ance, unscheduled outages 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 productive nuclear unit from both power supply and

ot Eoce tanIn i the roveniie srear and creats sub-

stantial additional costs for repairs and improvements and
replacement power. The ability to keep these stations 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 operaticn are examined indepth.
Specifically, emphasis is placed on operation and mainte-
nance costs, busbar costs, fuel costs, refueling outages,
forced outages, plant statistics, NRC evaluations, the po-
tential need for repairs, operating licenses, decommission-
ing estirnates and amounts held in external trusts, spent
fuel storage capadity, and management’s nuclear experi-

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

Operetions of gas utilities

For gas pipeline and distribution companies, the degree
of plant utilization, the physical condition of the mains and
lines, adequacy of storage to meet seasonal needs, *lastand
unaceounted for™ gas levels, and per-unit nongas operat-
ing and construction costs are important factors. Eficiency
statistics such as load factor, aperating costs per customer,
and operating income per employee are also evaluated in
comparison to other utilities 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 authar-
tzed in 1974, the first generation of reatment plants bullt
to conform with these rules are almost 20 years old. Add!-
tionally, because the focus during this period was on sat-
isfying environmental standards, deferred maintenance of
distribution systems has been comrmon, especially in older
urban areas, The increasing cost of supplying treated water
argues against the high level of unaccounted for water
witnessed in the industry. Consequently, Standard &
Poor's anticipates capital plans for rebuilding distribution
lines and major renewal and replacement efforts aimed at
treatment plants.

Operations of telephone companies

For felephone companies, cost-of-service analysis fo-
cuses on plant capabllity and measures of effidency and
quality of service Plant capability is ascertained by looking
at such parameters as percentage of digitally switched
lines; fiber optic deployment. in particular in those por-
tions of the plant key to network survival; and the degree
of broadband capadity fiber and coaxial deployment and
broadband switching caparity. Efficlency measures in-
dlude operating margins, the ratio of employees per 10,000
access lines, and the extent of network and operations
consclidation. Quality of service encompasses examina-

* 66 of quiantitative measures, such as trouble reports 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 actions are reviewed on a case-
by-case basis with regard to the potential effect on credit-
worthiness. Regulators’ authorizing high rates of returnis
of litle value unless the returns are earnable. Furthermore,
allowing high returns based on noncash items does not
benefit bondholders. Also. to be viewed positively, regula-
tory treatment should allow consistent performance from

i
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period to period, given the Importance of financial stability
as a rating consideration.

The utllity group meets frequently with cormmission and
staff members, both at Standard & Poor's offices and at
commission headquarters, demanstrating the importance
Standard & Poor’s places on the regulatory arena for credit
quality evaluation. Input from these meetings and from
review of rate orders and their impact weigh heavily in
Standard & Poor’s analysis.

Standard & Poor’s does not “rate” regulatory commis-
lons. State commissions typically regulate a number of
diverse industries, and regulatory approaches to different
types of companies often differ within a single regulatory
jurisdiction. This makes {t all but Impossible to develop
inclusive "ratings” for regulators.

Standard & Poor's evaluation of regulation also encom-
passes the administrative, judicial, and leglslative proc-
esses involved in state and federal regulation. These can
affect rate-setting activities and other aspects of the busl-
ness, such as competitive entry, environmental and safety
rules, facility siting, and securities sales.

As the utility industry faces an increasingly deregulated
environment, alternatives to traditional rate-making are
becoming more critical to the ability of utilities to effec-
tively compete, maintain earnings power, and sustain
creditor protection. Thus, Standard & Poor’s focuses on
whether regulatars, both state and federal, will help or
hinder utilitles 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-
ity—and sometimes just stepplng out of the way.

Under traditional rate-making, rates and earnings are
ted to the amount of invested capital and the cost of
capital. This can sometimes reward companles more for
justifying costs than for contalning them. Moreover, most
current regulatory policies do not permit utilities to be
fiexible when responding to competitive pressures of a
deregulated market. Lack of flextble tariffs for electric utill-
tles may lure Jarge customers towheel cheaper power from
other sources.

In general, 2 regulatory jurisdicton 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 customner service. Suchrates
rmore closely mirror the competitive environment thatutlli-
tles are confronting.

Electric industry regulation

The abllity to enter into long-term arrangements at ne-
gotiated rates without having to seek regulatory approval
for each contract {s also tmportant In the electric Industry.
(While contracting at reduced rates constrains financial
performance, it lessens the potential adverse impact in the
event of retall wheeling. Since revenue losses associated
with this strategy are not likely to be recovered from rate-
payers, utilities must control costs well enough to remain
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competitive If they are to sustain current levels of band-
holder protection.)

Natural gas industry regulation

In the gasindustry, too, several state commission polides
weigh heavily in the evaluation of regulatory support.
Examples include stabilization mechanisms to adjust reve-
nues for changes in weather or the economy, rate and
service unbundling decisions, revenue and cost allocation
between sales and transportation customers, flexible in-
dustrial rates, and the general supportiveness of construc-
ton costs and gas purchases.

Water industry regulstion

In ali water utility activities, federal and state environ-
mental regulations continue to play a critical role. The
legislative timetable to effect the 1986 amendments to the
Safe Drinking Water Act of 1974 was quite aggressive. But
environmental standards-setting has actually slowed over
the past couple of years due largely to increasing sentiment
that the strigent, costly standards have not been Justified
on the basis of public health. A moratorium on the prom-
ulgation of significant new environmental rules is antici-
pated.

Telecommunications industry regulation

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

Where regulators do still set tariffs based on an author-
ized return, Standard & Poor's strives to explore with
regulators their view of the rate-of-return components that
can materially impact reported versus regulatory earnings.
Spedifically these include the allowable base upon which
the authorized return can be earned, allowable expenses,
and the authorized return. Since regulatory oversight runs

‘thie gamnut from strict, adversarial relationships with the

regulated operating compandes to highly supportive pos-
tures, Standard & Poor's probesbeyond the apparent regu-
latory environment to ascertain the actual impact of
regulation on the rated company.

Management

Evaluating the management of a utility is of paramount
tmportance {o the analytical process since management’s
abilitles 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 determnines the success of a company.
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With emerging competition, utility management will be
more dosely scrutinized by Standard & Poar’s and will
become an increasingly critical component of the credit
evaluation. Management strategies can be the key determl-
nant in differentiating utilitles and in establishing where
companies lie on the business position spectrum. Itis
imperative that managements be adaptable, aggressive,
andrproactive if their utilities are to be viable in the future;
this is especially important for utilities that are currently
uncompetitive.

The assessment of management is accomplished through
mieetings, conversations, and reviews of company plans It
is based on such factors as tenure, industry experience,
grasp of Industry issues, knowledge of customersand thelr
needs, knowledge of competitors, accounting and financ-
ing practices, and commitment to credit quality. Manage-
ment's ability and willingness to develop workable
strategles to address their systems' needs, to deal with the
competitive pressures of free market, toexecute reasonable
and effective long-term plans, and to be proactive in lead-
ing their utflities into the future are assessed.Management
quality is also indicated by thoughtful balancing of public
and private pricrities, a record of credibility, and effective
communication with the public, regulatory bodles, and the
financial community. Boards of directors will receive ever
more attention with respect to their role in setting appro-
priate management incentives.

With competition the watchword, Standard & Poor’s
also focuses on management's efforts to enhance financial
condition. Management can bolster bondholder protection
by taking any number of discretionary actions, such as
selling common 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 effi-
clency, such as central dispatching for a rumber of utilities
ar locking up at-risk customers through long-term con-
tracts or expanded flexible pricing agreements. Proactive
management teams will dlso seek alternatives to tradl-
tional rate-base, rate-of-return rate-making. move to adopt
higher depreciation rates for generating facllities, segment
custormers by individual market preferences, and attempt
to create superior service organizations.

In general, management's ability to respond to mounting
¢otfpetition and changes in the utility industry in a swift
and appropriate manner will be necessary to maintain
credit health.

Fuel, power, and water supply

Assessment of present and prospective fuel and power
supply is critical to every electric utllity analysis, while
gauging the long-term natural gas supply position for gas
plpeline and distribution companies and the water re-
sources of a water utlity Is equally important. There isno
similar analytical category for telephone utilities.

Electric utilities
For electric utllities emphasis is placed on generating

reserve margins, fuel mix. fuel contract terms, dernand-
side management techniques, and purchased power ar-
rangements. The adequacy of generating margins 1s
examined natianally, regionally, and for each individual
comparty. However, the reserve margin picture is mud-
died by the imprecise nature of peak-load growth forecast-
ing, and also supply uncertainty relating to such things as
Canadian capacity availability and potential plant shut-
downs due to age, new NRC rules, acid rain remedies, fuel
shortages, problems assoclated with nontraditional tech-
nologies, and so forth. Even apparently ample reserves
may not be what they seem. Moreover, the quality of
capadty fs just as important as the size of reserves. Com-
panles’ reserve requirements differ, depending upon indi-
vidual operating characteristics.

Fuel diversity provides fiexibility in 2 changing environ-
ment. Supply disruptions and price hikes can raise rates
and ignite political and regulatory pressures that ultd-
mmately lead to erosion in finandal performance. Thus, the
ability to alter generating sources and take advantage of
Jower cost fuels is viewed favorably.

Dependence on any single fuel means exposure to that
fuel’s problems: electric utflities that rely on ofl or gas face
the potential for shortages and rapid price increases; utili-
tles that own nuclear generating facilitles face escalating
costs for decommissioning; and coal-fred capacity entalls
environmental problems sternming from concerns over
acid rain and the "greenhouse effect,” -

Buying power from neighboring utilitles, qualifying fa-
cility projects, or independent power producers may be the
best choice for a utility that faces increasing electriclty
dernand. There has been a growing reliance on purchased
power arrangesments as an alternative to new plant con-
struction. This can be an important advantzge, since the
purchasing utllity avoids potential construction cost over-
rumsas well as risking substantial capital. Also, utilities can
avold the financial risks typical of amultiyear construction
program that are caused by regulatory lag and prudence
reviews. Furthermore, purchased power may enhance
supply flexiblity, fuel resource diversity, and maximize
load factors. Utllitles that plan to meet demand projections
with a portfolio of supply-side options also may be better
able to adapt to future growth uncertalntes. 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, utilities can incur substantial market, operating,
regulatory, and financial risks. Moreover, regulatory treat-
ment of purchased power removes any upside potential
that might help offset the risks. Utllities are not compen-
sated through incentive rate-making; rather, purchased
power is recovered dollar-for-dollar as an operating ex-
pense.

To analyze the finandal impact of purchased power,
Standard & Poar's first calculates the net present value of
future annual capacity payments {discounted at 10%). This
represents a potential debt equivalent—the off-balance-
sheet obligation that a utility incurs when It enters into &
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 s 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 utllity (the risk factor). For unconditional, take-or-
pay contracts, the risk factor range is from 40%-80%, with
the average hovering around §0%. A lower risk factor is
typically assigned for system purchases from coal-fired
utiliies and a higher risk factor is usually designated far
unit-specific nuclear purchases. The range for take-and-
pay performance obligations is between 10%-50%.

Gas utilities

For gas distribution utilies, long-term supply adequacy
obviously Is critical, but the supply role has become even
more Important in credit analysis since the Federal Energy
Regulatory Comrmission’s Order 636 eliminated the inter-
state pipeline merchant business. This thrust gas supply
responsibilities squarely on Jocal gas distributors. Stand-
ard & Poor's has always believed distributor management
has the expertise and wherewithal to perform the 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 utilities to get preapprovals of supply plansby state
regulators or atleast keep the staff and commissioners well
informed. To minimize risks, a well-run program would
diversify gas sources among dlfferent producers of mar-
keters, different gas basins in the US. 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
tecm. Staggering contract expirations (preferably annu-
ally) provides an opportunity to be anactve market player.
A modest degree of reliance on spot purchases provides
flexibility, as does the use of market-based storage. Gas
storage and on-property gas resources such as Hquefied
natural gas or propane ai are effective peak-day and peak-
season supply management tools.

Since plpeline companies 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 the risks

arising from the natural production declines eventually
experienced by all reserve basins and individual wells.
Moreover, such dlversity can enhante a pipeline’s attrac-
tlveness as a transparter of natural gas to distributors and
end users seeking to buy the most economical gas avallable
for their needs.

Water utilitiee
Nearly all water systems throughout the U.S. have ample
Jong-term water supplies. Yet to gain comfort. Standard &
Puor's assesses the production capablity of treatment

plants and the ability to pump Water from underground
agquifersin relation tothe usage demands from consumers.

K1

Having adequate treated water storage facilities has be-
come Important in recent years and has helped many
systems meet demands during peak summer periods. of
interest is whether the resources are owned by the utflity
or purchased from other utilities or local autharities. Own-
ing properties with water rights provides more supply
security. This isespecially soin states ke California where
water allocations are being reduced, particularly since re-
cent droughts and environmental Issues have created
alarmn. Since the primary cost for water companies is treat-
rment. it makes little difference whether raw water Is owned
ot bought. In fact, compliance with federal and state water
regulations 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 facllitiesto assessif 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 3
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 nuiclear 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. AFUDC and
other such noncash items do not provide any protectionfor
bondhalders To identify total interest expénse, the analyst
reclassifies certain operating expenses. The interest com-
ponent of varlous off-balance-sheet obligations, such 85
Jeases and some purchased-power contracts, isincluded in
interest expense. This provides the most direct indication
of 2 utility's ablity 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 earnings protection picture. Alsoimpor-
tant are a company’s earned returns on both equity and
capital, measures that highlighta firm's earnings perform-
ance. Consideration Is given to the interaction of embed-
ded costs, financial leverage, and pretax return on capital.

Capital structure

Analyzing debt leverage goes beyond the balance sheet
and covers quast-debt items and elements of hidden finan-
cial leverage. Noncapitalized leases (including sale/lease-
back cbligations), debt guarantees, receivables financing,
and purchased-power contracts are all considered debt
equivalents and are reflected as debt In calculating capital
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structure ratios. By making debt level adjustments, the
analyst can compare the degree of Jeverage used by each
utility company.

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

Some firms use short-term debt as a permarnent plece of
thelr capital structure. Short-term debt also is considered
part of permanent capltal when i is used as a bridge to
permanent financing. Seasonal. self-quidating debt Is ex-
cluded from the permanent debt amounit, but this sttuation
1s rare—with the exception of certaln gas utilities. Given
the long life of almost all utility assets, short-term debt may
expose these companies to interest-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 2 positively sloped yleld curve) isa
positive factor that partially mitigates the risk of interest-
rate varlability. As a rule of thumb. a level of short-term
debt that exceeds 10% of total capital is cause for concern.

Similarly, if floating-rate debt and preferred stock con-
stitute over one-third of total debt plus preferred stack, this
Jevel is viewed as unusually high and may be cause for
concern. It might also indicate that management Is aggres-
sive in its financial policles.

A layer of preferred stock in the capital structure Is
usually viewed as equity—since dividends are discretion-
ary and the subordinated claim on assets provides a cush-
fon for providers of debt capital. A preferred component
of up to 10% Is typically viewed as a permanent wedge In
the capital structure of utilitles. However, as rate-of-return
regulation is phased out, preferred stock may be viewed
by utilities—as many industrial firms would-~as a tempo-
rary option for companies 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 popularand do generally afford such Gnancings with
equity treatrment,

Cash flow adequacy

Cash flow adequacy relates to a company's abllity to
generate funds internally relative to its needs. It is a basic
cornponent of credit analysis because it takes cash to pay
expenses, fund capital spending, pay dividends, and make
interest and prindpal payments. Since both common and
preferred dividend payments are important to maintain
capltal market access, Standard & Poor's looks at cash flow
tmeasures both before and after dividends are pald.

To determine cash flow adequacy, several quantitative
relationships are examined. Emphasis is placed on cash
flow relative to debt, debt service requirements, and capital
spending. Cesh flow adequacy is evaluated withrespectto
a firm’s ability to meet all fixed charges, inciuding capadty
payments under purchased-power contracis. Despite the
conditional nature of some contracts, the purchaser is ob-
Hgated to pay a minimum capacity charge. The ratio used
is funds from operations plus interest and capacity pay-
ments divided by interest plus caparity payments.

Financial flexibility/capital attraction

Financing flexibility incorporates a utility's financing
needs, plans, and alternatives, as well as its flexibility to
accomplish its financing program under stress without
damaging creditworthiness. External funding capabiilty
complements internal cash flow. Especlally since utilities
are so capital intensive, a firm’s ability to tap capital mar-
kets on an ongoing basis must be considered. Debt capacity
reflects all the earlier elements: earnings protection, debt
leverage. and cash flow adequacy. Market access at reason-
able ratesis restricted If areasonable capital swucture Is not
maintalned and the company's financlal prospects dim.
‘The analyst also reviews indenture restrictions and the
trupact of additional debt on covenant tests.

Standard & Poor's assesses a compary’s tapacity and
willingness to issue commion equity. This is affected by
varous factors, including the market-to-bock ratio, divi-
dend policy, and any regulatory restrictions regarding the
composition of the capital structure.
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New Business Profile Scores Assigned for U.S. Uity and Power
Companies; Financial Guidelines Revised

tandard & Poor’s Ratings Services has assigned new

business profile scores to U.S. wtility and power tompa-
nies to better reflect the relative business risk among cum-
panies in the sector. Standard & Poor's also has revised its
published risk-adjusted financial guidefines. The new busi-
ness scores and financial guidelines do not represerm &
change o Standard & Poor’s ratings criteria or methodology.
and no ratings changes are anticipated from the new busi-
ness profile scores of revised financial guidstines.

Hew Business Profile Scores and Revised

Financial Guidelines

Stndard & Poor's has always monitored changes inthe
industry and aftered its business risk assessments accord-
ingly. This is the first time since the 10-point business pro-

file scale for US . investor-owned \tiliies was implemented
that a comprehensive assessment of the henefits and the
application of the methodology has been made. The princi-
pal purpose was to determine if the methodology continues
to provide meaningful differentiation of business risk. The
review indicated that while business profile scoring contin-
ues to provide analytical benefits. the complete range of the
10-point scale was not being utilized o the fullest extent.
Stendard & Poo's has alsn revised the key financial quide-
fines that it uses as an integral part of gvaluating the credit
quality of U S. utifity and power companies. These guidefines
were last updated in June 1523 The financial guidelines for
three principa] ratios {funds from operations {FFO} intesest cov-
erage, FFO o total debt, and total delnt to tota! capital) have
been broadened 5o as to be more flextble. Pretax interest cov-

Chany

Distiibutien of Business Profile Scotes

% of compenles

New Businuss Profile Senre

Chan 2
Transmission and Distribution—Water, Gas, and Electric

% of tompanies

.

&

Business Profle Score

Page2 June7. 2004

Standard & Poor's Utilities & Perspectives
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erage as a key oredit ratio was etimmated

Finslly, Stendard & Poor's has segmented the wtility and
power industry Into sub-sectors based on the dominant £or-
porate strategy that a company is pursuing Standard &
Poor's has published a new U.S. utility and power company
ranking list that reflects these sub-sectors

There are numerous benefits to the reassessment. Fuller
uifization of the entire 10-point scale provides @ superior rela-
tive ranking of qualitative business risk A revision of the
financial guidelines supports the goal of not causing rating
changes from the recalibration of the business profiles.
Clessification of companies by sub-sectors will ensure ureates
comparability and consistency in ratings. The use of industry
segmentation will also allow more in-depth statistical analysis
of ratings disiributions and rating changes.

The reassessment does not represent a change to
Standard & Poor’s eriteria or methodology for determining
ratings for utility and power companies. Each business pro-
fille score should be considered as the assignment of a new
score; thase scores do not represent jmprovement or deteri-

oration in our assessment of an individua! company's busi-
ness risk relative to the previously assigned score. The
financial guidelines tontinue to be risk-adjusted based on
historical utility and industrial medians. Segmentation into
industry sub-sectors does not imply that specifit company
characteristics will not weigh heavily into the assignment of
3 company’s husiness profile scor

Results

Previously, 83% of U.S. utility and power business profile
scores fell between '3 and '6', which clearly does not
reflect the risk differentiation that exists in the utility and
powar industry today. Since the 10-point scale wes intro-
duced, the industry has transformed into 2 much less
hamogenous irdusty, where the divergence of businass
risk—panticularly regarding management, strategy, and
degres of competitive markst exposure—has created a
much wider spectrum of risk profiles. Yet over the same
perind, business profile scores actualiy converged more
tightly sround a median score of 4", The new husiness pro-

Chan
Transmission Only—Flectric, Gas, and Qther
% of companies
35
30
25
b

15
-
5
0

5 T 8 8 ¢ ow

Business Profile Score

Chart 4
integrated Blectric, Gas, and Combination Utilities
% ol companies
L+ 3 ' w0 °

Business Profle Score

Paged June7, 2004
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file scores. as of June 2 are shown in Chant 1. The overall
median business profile scote is now ‘5’

Teble 1 contains the revised financlal guidelines it is
important to emphasize that these metics are only guide-
fines associate with expectations for verious rating fev-
els Although credit ratio analysis is an important part of
the ratings process, these three statistics ere by no maans
the only aritical financial measures that Standard & Poor’s
uses in its analytical process Wa also analyze a wide
amay of financial satios that do not have published guide-
lines for each rating tategory.

Agaln, ratings analysis is not driven solely by these
financial ratibs, hor has i ever been. I fact, the naw finan-
tial guidetines that Standard & Poor’s is incorporating for
the specified rating categaries reinforce the amalytical
framework whesehry other factors can outweigh the achieve-
ment of otherwise acceptable financial ratios. These factors
include:

w Effectiveness of fiability and liquidity management,
= Analysis of internal funding spurces;

w Retum on invested capital;

» The execution record of stated business statepies;

m Accuracy of projected performence versus acwal results,
as well as the vend;

w Assessment of management’s financial policies and atti-
twde toward credit; and

w Corporate govemance practices.

Charts 2 through 6 show business profile scores broken
out by industry sub-sector. The five industry sub-sectors are:
» Transmission and distribution—Water, gas, and electric;
» Transmission only——Electric, gas, and other;

m Integrated electric, gas, and combination wilities;

» Diversified energy and diversified nonenergy; and

» Energy merchant/power developer/trading and marketing
companies.

The average business profile scores for transmission and
distribution tompanies and transtmission-only companies are
Iower on B scate thin the praviows averages, wiile the ver-
age business profile scores for integrated utilities, diversified
eneigy, and energy merchants and developers ere highet

thans
Diversified Energy and Diversified Non-Energy

% of companies

35

)

%

o

15

10

Tz ' 1

Business Prof3e Scorm
[
Energy Merchant/Developers/Trading and Marketing

% of companies

!

5

b

15

10

O ] T 7 T 3 T 2 T‘?‘L

Business Profil Seares
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See pages 16 1 19 for the company ranking list of busi-
ness profile stores segmented by industry sub-sector and
ranketl in order of credit rating, outiook, business profila
score, and selative strength.

Business Profile Score Methodology

Standard & Poor's methodology. of determining corporate
utitity business risk is anchored in the assessment of certain
spacific cheracteristics that define the sector. Woe essign
business profile scores to each of the rated companies in the
utility and power sector on a 10-point scale, where "1 repre-
sents the lowest risk and "1 the highest risk. Business pro-

Table 1

file scores are assigned to all rated utility and power compa-
nigs, whether they are holding companies, subsidiaries, or
swand-alone corporations. For operating subsidiaties and
stand-alone companies, the score is 8 botom-up assess-
ment Scares for families of companies are @ composite of
the operating subsidiaries’ scores. The actual credit rating of
a company is analyzed, in part, by comparing the business
profile score with the risk-adjusted financial guidelines

For most companies, busingss profile scores ere
assessed using five catagories; specifically, regulation, mar-
kets, operatipns, competitiveness, and manzgement. The
emphasis placed on each category may be influenced by the

Revised Financial Guidelines

Funds from operations/interest coverape {x)

Business Profile AA

1 3 25 25
2 4 3 3
3 435 35 35
4 5 42 42
5 55 45 45
& 6 52 52
7 H] 85 65
8 10 75 75
9 10
18 N

Funds from operationfiotal debt {%)

Business Profile RA

1 20 15 15
2 25 20 20
3 30 il 5
4 35 28 28
5 40 30 30
] 45 35 35
7 85 45 45
8 70 55 55
] 65
10 0
Total debtjtotal copital (%}

Business Profile AA

1 48 55 55
2 45 52 52
3 42 50 50
4 38 45 45
5 35 42 a2
B k74 40 40
7 30 a8 38
8 25 35 35
9 32

10 25

Page§ June7,2004

888 &8
15 15 1
2 2 1
25 25 15 15 1
a5 35 25 25 15
38 38 28 28 18
42 42 3 3 2
45 45 32 32 22
55 55 35 5 25
7 7 4 4 28
B B 5 5 3
BBB BB
16 10 5
12 12 8
15 15 10 10 5
20 0 12 12 )
2 2 15 15 10
28 3 18 18 12
N EN) 20 2 15
0 0 % % 15
45 5 30 0 20
55 -] a 4D 5
BBB BB
50 50 0
58 5B 58
55 %5 &5 85 70
52 52 &2 62 &8
50 50 B0 80 85
48 43 58 58 82
15 a5 5 55 80
42 2 5 52 56
I a0 50 50 55
35 K a8 @8 52

Stendard & Poor's Utilities & Poerspectives
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deminant strategy of the company or other factors. For
example. for & regulated transmission and distribution com-
pany, requiation may account for 20% to 40% of the busi-
ness profile score because requlation can be the single-
most impostant credit driver for this type of company.
Conversely, competition, which may not exist for 3 transmis-
sion and distribution company, would provide a much lower
proportion {e.g., 5% to 15%) of the business profile score.

For certain types of compantes, such a5 POWEr genere-
tors, power developers, off and gas exploration and produc-
tioh companies, af nonenergy-refated holdings, where these
five components may not ke appropriate, Stendard & Poor's
will use other, more appropriate methodologies. Some of
these companies are assigned business profile scores that
are useful only for telative ranking purposes.

As noted ahove, the business profile score for @ parent
or holding company is a composite of the business profile
scores of its individual subsidiary companies. Again,
Standard & Poor's does not apply rigid guidslines for detar-

Pege 6 June 7, 2004

mining the proportion or weighting that each subsidiary rep-
resents in the overall business grofile score Instead, itis
determined based on a number of factors. Standard & Poor's
will analyze each subsidiary'’s contribution o FFO. forecast
capital expenditures, liquidity requirements, ant other parz-
meters, including the extent to which one subsidiary has
higher growth. The weighting is determined case-by-case.
Ronald M. Barone
New York {1} 212-438-7662
Richard W. Cortright, Jr.
New York (1) 212-438-7665
Sizanne &. Smith
New York (1) 212-438-2106
John W, Whitlock
New York (1) 212-436-7678
Androw Watt
New York {1) 212-436-7868
Arthur F. Simonson
New York (1) 212-438-2034

Standard & Poor's Uiilities & Perspectives
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Proxy Group of Six C. A. Turner Water Companies
Capitalization and Financial Statistics
1999-2003, Inclusive

Notes:

(1) Al 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 long-term debt interest or preferred stock dividends
booked to average of beginning and ending long-term debt or preferred stock
reported to be outstanding.

(3) Funds from operations (sum of net income, depreciation, amortization, net deferred
income tax and investment tax credits, less total AFUDC) as a percentage of total debt.

(4) Funds from operations (as defined in Note 3) plus interest charges divided by interest
charges.

Selection Criteria:

The basis of selection was to include those water companies: 1) which are included in the
Water Company Group of C. A. Turner Public Utility Reports (October 2004); 2) which have Value Line
(Standard Edition) five-year EPS growth rate projections or Thomson FN / First Call consensus five-
year EPS growth rate projections; and 3) which have more than 70% of their 2003 operating revenues
derived from water operations.

The following six water companies met the above criteria:

American States Water Co.
Aqua America, Inc.

Artesian Resources, Inc.
California Water Service Group
Middiesex Water Company
York Water Co.

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus
Research Insight Database
Company Annual Forms 10K
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American States Water Co.
ong-1erm Del
Short-Term Debt
Preferred Stock
Common Equity
Total Capital

Aqua America, Inc.

Long-Term Debt
Short-Term Debt
Preferred Stock
Common Eqguity
Total Capital

Artesiah Resources Corp,

Long-Term Debt
Short-Term Debt
Preferred Slock
Common Equity
Tatal Capital

Californla Water Servites Group

Tanrg-Term Debt
Short-Term Debt
Prelerred Stock
Commaon Equity
Total Capita}

Middlesex Water Company

Long-Term Debt
Shart-Term Debt
Preferred Stock
Comimon Equity
Total Capital

York Water Company

Long-Term Debt
Short-Term Debt
Preferred Stock
Common Equity
Total Capital

Praxy Group of 8ix C A Turner

Water Companies

Long-Term Debt
Short-Term Debt
Preferred Stock
Comman Equity
Total Capital

Source of information:

United Water |daho, inc.
Capital Structure Based upon Total Capital for
the Proxy Group of Six C. A. Turner Water Companies
for the Years 1999 through 2003

5 YEAR
2003 2002 2001 2000 1989 AVERAGE
5341 % 5589 % 58.74 % 4260 % 4798 % 5170 %
972 622 372 1080 601 729
000 0.00 0.35 0.46 086 0.27
36.87 37.89 a7.19 4624 4545 4073
100.00 % 10000 % 100.00 % 100.00 % 100.00 % 10000 %
49.35 % 50.36 % 4767 % 4818 % a7 44 % 4860 %
647 939 983 8.84 1148 9.20
006 008 017 0.46 0.48 025
4442 4019 4233 4252 4060 4185
100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
5483 % 5382 % 49.44 % 5871 % 1549 % 5266 %
939 324 16.68 365 1069 873
ooD 017 066 078 100 050
3578 4277 3332 36.88 41,82 38,11
160,00 % 100.00 % 10000 % 100,00 % 100.00 % 100.00 %
5177 % 5125 % 48.36 % 4669 % 4505 % 4862 %
122 742 511 358 385 424
0.66 o 0.81 085 098 080
4635 4062 4572 4887 50,42 46,34
100.00 % 100.00 % 100.00 % 100,00 % 10000 % 100,00 %
5057 % 4723 % 2970 % 5048 % 5168 % 49.98 %
6.42 0.47 743 an 126 566
209 218 228 249 255 232
4092 21,06 4059 4332 4431 4204
100.00 % 100.00 % 100.00 % 100.00 % 100,00 % 100,00 %
4140 % 4500 % 46.35 % 48.29 % 5041 % 46.29 %
9.07 377 283 390 220 435
0.00 0.00 0.00 000 000 0.00
49.53 51.23 50.82 4781 4739 4936
100.00 % 100.00 % 100.60 % 100,00 % 100,00 % 100.00 %
50.22 % 50.60 % 50.04 % 49.14 % 48.21 % 4964 %
705 659 760 5.75 591 658
047 052 070 084 093 069
42.26 4229 4166 4427 4495 43,09
100.00 % 100.00 % 10000 % 100.00 % 100.00 % 10000 %

Standard & Poor's Compustat Services, Inc . PC Plus / Research Insight Data Base
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Proxy Group of Three Value Line (Standard Edition) Water Companies
Capitalization and Financial Statistics
1999-2003, inclusive

Notes:

(1

@

®

@

All 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.

Computed by relating actual long-term debt interest or preferred stock dividends
booked to average of beginning and ending long-term debt or preferred stock
reported to be outstanding.

Funds from operations (sum of net income, depreciation, amortization, net deferred
income tax and investment tax credits, less total AFUDC) as a percentage of total debt.

Funds from operations (as defined in Note 3) plus interest charges divided by interest
charges.

Selection Criteria:

The basis of selection was to include those water companies: 1) which are included in the

Value Line (Standard Edition).

The following three water companies met the above criteria:

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

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus
Research Insight Database
Company Annual Forms 10K
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United Water idaho, Ine.
Capita Structure Based upon Total Capilat for
the Proxy Group of Three Value Line {Standard Edition) Waler Companies
for the Years 1999 through 2003

SYEAR
2003 2002 2001 2000 1909 AVERAGE
American Stales Water Co.
Tong-Temm Debt §3.41 % 55.89 % 58.74 % 4250 % 47 98 % 5170 %
Short-Term Debt 972 6.22 372 10.80 .01 729
Preferred Stock 0.00 0.00 0.35 046 0.56 0.27
Common Equity 36.87 37.89 37.18 4624 45.45 4073
Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
Anqua America, Inc.
Tong-Term Debt 49.35 % 50.36 % 4767 % 48.18 % AT44 % 4860 %
Short-Term Debt 647 9.39 9.83 8.84 1148 920
Preferred Stock 006 008 017 0.46 0.48 025
Common Equity 4412 4019 42.33 4252 4060 4185
Total Capital 10000 % 100,00 % 100.00 % 100.00 % 100,00 % 100.00 %
Califomnia Watar Services Group
Long-Term Debt 5177 % 5125 % 4835 % 4669 % 4505 % 48.62 %
Shonl-Term Debt 122 742 514 359 385 424
Preferred Stock 0.66 on 0.81 0.85 0.98 0.80
Common Equity 46.35 4062 45.72 48.87 50.12 46,34
Total Capltal 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
Proxy Group of Three Value Line
{Standard Edition) Water
Companies
Tong-Term Debt 5151 % 52.50 % 5159 % 4579 % 46.82 % 4964 %
Short-Term Debt 5.80 768 6.22 7.74 ™ 691
Preferred Stock 0.24 0.25 044 059 0.68 0.44
Comman Equity 42,45 39.57 41,78 45.88 45,33 43.01
Tota! Capital 100.00 % 100.00 % 100.00 % 180.00 % 100.00 % 100.00 %

Source of information:  Standard & Poor's Compustat Services, Iinc . PC Plus / Research Insight Dala Base
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Carokng Yaler Servieo of South Carnlna
Indicated Commen equty Cost Rate Through Use of the
Sinpio Stagoe Discownted Cxsh Flow Model for
1ho Proxy Graup of Sk C. A. Turner Water Companles and the
dard Edilon} Wates Companies

Rasodtypon Historiea) snd Projected Growth i OPS EPS. pnd BReSY

1 H 3 4 ]
Dividend Indieated
Average Growmth Adusted Comman
Oidend Component Bidend Growth Rate Ecquity Cott
SV @ Y@ 8 Rae(®
Proxy Group of Sk €. A. Tumer
Waier Comprmiss
Amprican States Water Co 38 % 0.1 % 3T % 47 % 84 %
Aqua Asnedica, inc. 23 0.1 24 [X:] 123
Anpstan Resources Corp. 32 01 33 a3 L:X ]
Catfornia Water Senices Group 38 0.1 40 5.6 86
Middiesex Water Comprny 37 ot 38 kR 80
York Waler Company 34 0.t 35 4.7 8.2
Average 34 % 0.1 % 35 % 6.7 % 10.5 % (8)
Proxy Group of Tiwee Vakie Ling
{Standard Edition) Water
Compaales.
Ametican States Water Co 36 % 0t % 37T % 47 % 04 %
Aqua America, inc. 23 0.1 24 [ X1} 123
Lalfornda Waler Services Group 39 Q. 40 58 58
Averoge 33 % 0.1 % 34 % 0.7 % 1.0 % (8}
Rased upce Projectod Growthin KBS
1 H 3 4 g
Onddend Indicated
Average Growth Adjusted Cotmmon
Dhividend Componant Dividend GQrowth Rate Equlty Cost
Yield (1% ) Yield (3) {4) Rate {5)
Proxy Group of Six C A. Tumer
Water Companjes
American States Water Ca 36 % D1 % 37 % 83 % 100 %
Aqua Ameries, ine. 23 [:R] 24 (1] "2
Astestan Resourcos Corp 32 0.1 a3 B5 1"e
Calfomia Water Senices Group 38 0.2 qat 8BS 120
Middiesex Waler Compaty 37 LA 38 0.0 e
Yok Water Company 34 ['A] 35 7.0 105
Avenage 34 % 0.9 % 35 % 75 % 11.0 % (6)
Proxy Group of Thwee Valus tine
{Swendarg Edition) Water
Compasnies
Ameritan States Water Co 36 % 0t % 7 % B} % 100 %
Agua Ameriea, Inc. 23 0.t 24 K] 112
California Water Services Growp 30 0.2 4.1 85 12.0
Averags 3.3 % 01 % 14 % 75 % 11.3 % (8)
Conchuslon
Praxy Group of Sk €. A. Tumer
Water Companios —_ e %
Proxy Group of Three Value Line
{Standard Edition) Water
Comoanles

Notes:

112 %
i

(1) From Schedue (PMA-5) of this Exhib2.

(2) This refects a growth rate component oquat to ond-hai! the conclusion of growth fate (from
pafie 1 of Schedule (PMA-7) of this Exhibl } x Coliomn 1 (o reflect the periodic payment of
dividendy {Gordon Moded) as opposed to the continueus payment. Thus. for Ametican States
Water Co.. 3.6% x { 1/2x4 7% )~ 0.1%

(3) Cohomn § + Column 2.

{4) Feawn poge 1 of Schedulo (PMA-7) of this Exhbit

{5) Colunn 3 + Column d

(6) includes onty those Indicaled comman eqully cost rales which aro greater than 8.8%, Le., 200

basls points abeve the praspective yicki on A rated Moody's public utity bonds of 8 B% {from
pago 1 of Schedule (PMA-0) f this Extibt.)
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Carolina Water Service of South Carolina
Derivation of Dividend Yield for Use in the

Discounted Cash Flow Model
Dividend Yield
Average
of Average
Spot Last3 Dividend
(10/07/04) (1) Months (2) Yield (3)
Proxy Group of Six C. A. Tumer Water
Companies
American States Water Co. 35% 36 % 36 %
Aqua America, Inc. 22 23 23
Artesian Resources Corp. 31 32 32
California Water Services Group 38 40 39
Middlesex Water Company 37 37 37
York Water Company 3.4 3.3 3.4
Average 33 % 34 % 3.4 %
Proxy Group of Three Value Line
(Standard Edition) Water Companies
American States Water Co. 35 36% 36 %
Agua America, inc. : 22 23 23
California Water Services Group 3.8 4.0 3.9
Average 32 % 33 % 33%

Notes: (1) The spot dividend yield is the current annualized dividend per
share divided by the spot market price on 10/07/04.

(2) The average 3-month dividend yield was computed by
relating the indicated annualized dividend rate and markst
price on the last trading day of each of the three months
ended September 30, 2004.

(3) Equal weight has been given to the 3-month average and

spot dividend yield This provides recognition of current
conditions, but does not place undue emphasis thereon

Source of Information:  Standard & Poor's Compustat Services, Inc, PC Plus
Research Insight Database
finance.yahoo .com
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United Water ldaho, Inc.
Current Institutional Holdings (1) and Individual Holdings (2) for
the Proxy Group of Six C. A. Tumer Water Companies and
the Proxy Group of Three Value Line (Standard Edition) Water Companies

1 2
October 2004 QOctober 2004
Percentage of Percentage of
institutional Individual
__ MHoldings Holdings (1

Proxy Group of Six C. A. Turner Water
Companles
American States Water Co. 393 % 607 %
Aqua America, Inc. 289 711
Artesian Resources Corp. 10.1 899
California Water Service Group 224 . 77.6
Middlesex Water Company 174 826
Yark Water Company 7.7 92.3

Average 21.0 % 79.0 %
Proxy Group of Three Value Line
(Standard Edition) Water Companies
American States Water Co 393 % 60.7 %
Aqua America, Inc. 289 714
California Water Service Group 224 77.86

Average 30.2 % €9.8 %

Notes: (1) (1 -column 1).
Source of Information; yahoo.investor feuters com
Exhibit Na. 12

Case No. UWI-W-04-04
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Proxy Group of Six C. A. Turner Waler
Companies

American States Water Co.

Aqua America, Inc.

Artesian Resources Corp.

California Waler Services Graup
Middlesex Water Company

York Water Company

Average

Proxy Group of Three Value Line
(Standard Edition) Waler Companies
American States Water Co.

Aqua America, lnc.

California Water Services Group

Average

Notes:

Carolina Waler Servica of South Carolina
Calculation of Historical BR + SV

Q!
@
@
“@
5

1 2 3 4 5

s v BR+

BR (1) Factor(2)  _Faolor (3) SV (4) SV (5)

33 % 26 % 434 % 11% 44 %
53 159 65.0 103 156
22 8.0 4086 3z 54
18 63 4838 31 49
15 15 56.4 08 23
20 2.1 55.0 12 _32

2.7 % 6.1 % 515 % 33 % 60 %
—_——— TR T e

33% 26 % 43.4 % 11% 44 %
53 1589 65.0 103 156
18 63 48.8 34 49

35 % 8.3 % 524 % 48 % 83 %
il

From column 6, page 3 of this Schedule .
From column 12, page 4 of this Schedule.
From column 7. page 5 of this Schedule.
Column 2 * cofumn 3.
Column 1+ column 4
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Catolina Waler Service of South Carolipa
Historical Internal Growth Rate {1), e, BR, for
ihe Proxy Group of Six C. A. Tumer Water Compantes and the
Proxy Group of Three Value Line (Standard Edition) Water Companies
for the Years 1998 -2003

1 2 3 4 5 8
Five-Year
Average
1988-2003
Internal Growth
2003 2002 2001 200D 1939 Rate. Le., BR
Proxy Group of 5ix C A Tumer
Water Companles
Ametican States Water Co.
Common Equity Retum Rale §58 % 983 % 1037 % 1024 % 1023 %
Retention Rallo (12.98) 3504 3585 32.06 28.40
nlernal Growth Rate (1) (0.73) 3.44 370 328 29 3.3 %(2)
Agua America, Inc.
Common Equity Return Rato 1230 % 1392 % 1334 % 13.32 % 1217 %
Retention Ratlo 43.61 4522 4295 42.40 2715
Internal Growth Rate {1) 536 628 573 565 330 53
Arestan Resources Colp. -
Common Equity Relum Rate M % 867 % 980 % 73 % 974 %
Ratention Ratio 1924 3496 3135 812 2774
internal Growth Rate (1) 143 338 307 0.60 270 22
Caliiornia Water Services Group
Common Equily Retum Rate 868 % 256 % 748 % 1054 % 1143 %
Retention Ratlo 8.79 1013 {14 22) 1803 3037
internat Growth Rate (1) 076 097 (107) 1.80 3.47 18 (2)
Middiegex Water Company
Common Equity Relumn Rate 817 % 10.10 % 937 % 716 % 1105 %
Retention Ratio {6.51) 13.33 588 {2176} 2273
internal Growth Rate (1) (0.63) 135 055 (1 56) 251 15 (2)
York Water Company
Common Equity Retumn Rate 1166 % 10.37 % 1M % 1188 % 1031 %
Retention Ratio 21.04 1232 21.97 2150 10.46
internal Growth Rate (1) 245 128 258 265 108 20
Averge 27 %
Proxy Group of Three Value Line
Standard Edition) Water
American States Water Co.
Common Equity Retum Rate 559 % 9.83 % 10.37 % 10.24 % 1023 %
Retention Ratio (12 98) 604 3565 3206 28.40
Internat Growth Rate {1} 0.73) 3.44 370 3.28 29 3.3 % (2)
Agun Ameifca, Inc.
Common Equity Return Rete 1230 % 1392 % 1334 % 1332 % 1217 %
Retantion Ratio 43.61 45.22 42.95 42.40 27 1%
Intemei Growth Rate (1) 5.36 6.29 673 6.65 330 63
Califomia Water Services Group
Common Equity Relum Rate 8.68 % 9456 % 743 % 10.64 % 1143 %
Retention Ratio 879 1013 {14 22) 1803 3037
Intornal Growih Rate {1} 0.76 097 {107) 180 kKT 1.8 (2)
Average 35 %

Noles: (1) The internal growih rate is calculated by multiplying the common equily retum rate by
ine retontion mtio (100% minus the dividend payout ratio). Alidataareona
consolidated basis

(2) Excludes negatives

Source of information;  Standard & Poor's Compustat Services, Inc . PC Plus Research Insight Database
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BUSINESS: Callomla Watar Sorvice Group provides regulated and
nonroguiatod waler stvice b ovor 2 mikion people (461,200 cus-
fomrs) 88 communtios I Calfomin, Washington, and New
Maxico. Moin sonvice preas: San Franciseo Bay orea. Sacramento
Valioy, Salnas Vabay, San Joaquin Vadoy & pars cf Los Angols.
Acquind National Uty Company (S04} Rin Granda Corp.

[3100). Revenun broakdown, *03: recidental, 70%:; business, 8%
publc avhordies, 5%; tadusirial 4%; olher, 3%, ‘03 reporled
doproe. rie: 22%. Has mboud B15 omployoes, Chakmar: Roberl
W. Foy. Presiden} & CEO: Peter C Nalson, Ines Dolawarm. Ad-
drazs; 1720 Morth Fisl Strost, San Jose, Colfomia S5112-4598.
Telephone: 408-367-8200. Infemot www.calwaier.com

Californin Water Service Groap's Te-
sults are improving. The company
reported earnings of $0.08 & share in the
first quarter, compared to o loss of $0.05
Iast year end our estimate of $0.08. The
outperformnance was revenue driven, 88
the firm's top line increased 17% on a
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company to purchase water to meet
demand. :
The frogmented industry is producing
opportunities. In fact, CWT subsidiary
New Mexico Water Service Company
recently bought National Utility Company.
National serves 700 customers next o
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New Mexico Water's Middle Rio Grande
water system and 950 castomers of
Albugquerque. The deal increases New
Mexico Water’s customer base by 40%.

A stock offering is likely. The company

pnnounced plEms to sel 125 million
shares of common stock at $27.25 a share
in the second gua.rter.. The nearly $34 mil~
Lion in proceeds are slated to be used to
pay for the nforementioned purchase, es-
calating infrastructure costs, and addi-
tional acquisitions.
Favorable general rate case rulings
augur well for California. The company
received a $4.4 million step-rate increase
in Janunary, which likely went into &ffect
during the second quarter. Plus, a dedision
on the 2002 gen rate case was awarded
by the CPUC in April, allowing for en in-
crease of $3.5 million on an annusalized
basis. As such, we have added a dime onto
our 2004 share-net ,
These untimely shares offer little ap-
gtml at this time. Any gains we foresee
om further CPUC rulings and the robust
ulation growth of the state of Califor-
nia will likely be diluted by additional
equity and debt offerings necessary to
fand %ﬂg capital expenditares. How-
ever; mey

pop

e atiractive to income-
oriented investors becaunse of its solid divi-

dend yield.
Andre J. Costanza July 30, 2004
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United VWater Idaho, Inc.
Indicated Common Equity Cost Rate
Through Use of a Risk Premium Model
Using an Adjusted Total Market Approach

Proxy Group of Three Value
Line Proxy Group of SixC. A Line (Standard Edition)
No. Tumer Water Companles Water Companies
1. Prospective Yield on Aaa Rated
Corporate Bonds (1) 63 % 63 %
2 Adjustment to Reflect Yield Spread
Between Aaa Rated Corporate
Bonds and A Rated Public
Utility Bonds 0.5 (2) 05 @
3 Adjusted Prospective Yield on A Rated
Public Utility Bonds 68 % 68 %
4 Adjustment to Reflect Bond
Rating Difference of Proxy Group 0.0 (3 0.0 (3)
1 Adjusted Prospective Bond Yield 6.8 68
6. Equity Risk Premium (4) 4.2 4.4
7. Risk Premium Derived Common
Equity Cost Rate __ 1.0 % 11.2 %

Notes: (1) Derived in Note (3) on page 6 of this Schedule

(2) The average yield spread of A rated public utility bonds over Aaa rated corporate bonds of 0.46%,
rounded to 0.5% from page 4 of this Schedule.

(3) No adjustment necessary as the average Moady's bond rating of the proxy group is A2.
(4) From page 5 of this Schedule.
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United Water Idaho. Inc.
Numerical Assignment for

Moody's and Standard & Poor's Bond Ratings

Moody's Numerical Standard &Poor's

Bond Rating Bond Weighting Bond Rating
Aaa 1 AAA
Aa1l 2 AA+
Aa2 3 AA
Aa3 4 AA-
Al 5 A+
A2 6 A
A3 7 A-
Baa1 8 BBB+
Baa2 9 BBB
Baa3 10 BBB-
Ba1 . 11 BB+
Ba2 12 BB
Ba3 13 BB-
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United Water Idaho, Inc.
Judgment of Equity Risk Premium for
the Proxy Group of Six C. A Turmer Water Companies and the
Proxy Group of Three Value Line (Standard Edition) Water Companies

Proxy Group of Three
Proxy Group of Six C. Value Line (Standard
Line A Tumer Water Edition) Water
No. Companies Companies
1. Calculated equity risk
premium based on the
total market using
the beta approach (1) 42 % 45
2. Mean equity risk premium
based on a study
using the holding period
returns of public utilities
with A rated bonds (2) 4.2 4.2
3 Average equity risk premium 4.2 % 4.4 %

Notes: (1) From page 6 of this Schedule.
(2) From page 8 of this Schedule.
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Line
No.

Notes:

m

@
@
4

United Water idaho, Inc.

Derivation of Equity Risk Premium Based on the Total Market Approach
Using the Beta for the Proxy Group of Six C. A. Turmer Water Companies and the
Proxy Group of Three Value Line (Standard Edition) Water Companies

Proxy Group of SixC. A
Tumer Water Companies

Arithmetic mean total return rate on
the Standard & Poor's 500 Composite

Index - 1926-2003 (1) 124 %
Arithmetic mean total retum rate on
Aaa and Aa Corporate Bonds

1826-2003 (2) (6.1)
Historical Equity Risk Premium 63 %
Forecasted 3-5 year Total Annual

Market Retum (3) 127 %
Prospective Yield an Aaa Rated

Corporate Bonds (4) (6.3)
Forecasted Equity Risk Premium 64 %
Average of Historical and Forecasted

Equity Risk Premium (5) 64 %
Adjusted Value Line Beta (6) 0.65
Beta Adjusted Equity Risk Premium 4.2 %

Proxy Group of Three Value
Line (Standard Edition) Water
Companies

124 %

(6.1)

6.3 %

127 %

6.3)

6.4 %

64 %

0.70

45 %

From Stocks, Bonds. Bills and inflation - 2004 Yearbook Valuation Edition, Ibbotson Associates. inc. .

Chicago. IL, 2004,

From Mocedy's Industrial Manual and Mergent Bond Record Monthly Update

From Note 1. page 3 of Schedule (PMA-10) of this Exhibit

Average forecast based upon six quartetly estimates of Aaa rated corporate bonds per the consensus of
nearly 50 economists reported in Blue Chip Financlal Forecasts dated October 1. 2004 (see page 7 of

this Schedule). The estimates are detailed balow

Fourth Quarter 2004
First Quarter 2005
Second Quarter 2005
Third Quarter 2005
Fourth Quarter 2005
First Quarter 2006

Average

58 %
60
682
64
65
6.6

63 %

(5) Average of the Historical Equity Risk Premium of 6.3% from Line No. 3 and the Forecasted Equity Risk

Premium of 6.4% from Line No .6 ((6.3% + 6 4%) / 2 = 6 35%. rounded to 6.4%).
(5) From page 9 of this Schedule
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[2 @ BLUE CHIP FINANCIAL FORECASTS B OCTOBER 1, 2004 |

Consensus Forecasts Of U.S. Interest Rates And Key Assumptions’

History Consei:s'us Fi 'orecasts-Quarterfy A‘Vg':

———Average For Week Ending—— ~~Average For Month—  Larest 0 4Q, %+ 1Q°% 2073077 4Q, 1Q

Interest Rates sp2d Seoll Sepl0 Sepd Aue by Jupe 302000%| 2004 200872005 3ts 2005 2006
Federal Funds Rate 164 149 150 153 143 126 103 14l |19 £23° 27 31. 34 38
Prime Rate 457 450 450 4S50 442 425 400 440 | £7°:°61 64 6§
LIBOR, 3-mo. 192 1E9 186 181 173 163 14 174 36 38
Commerciel Paper, l-mo. 172 167 161 153 148 129 113 147 .35 36

Treasury bill, 3-mo. 172 167 165 16 150 136 129 131 34. 35|
Treasury bill, 6-mo 194 188 189 182 L76 130 164 178 ;- 35 37
Treasury bill, 1 yr. 214 209 230 203 202 210 212 207 38 39
Treasury note, 2 yr. 253 249 252 247 251 264 276 255 41 42
Treasury note, 5 yr. 329 335 342 339 347 36 393 35/ 47 48
Trezsury note, 10 yr. 404 414 421 419 428 450 47y 4d] 53 54
Treasury note, 20 yr 480 492 499 498 507 524 545  S08 57 58
Carporate Aas bond 537 548 554 555 565 582 601 565 65 66
Corporate Baa bond 617 620 636 637 646 662 678 646 72 13
State & Local bonds 446 454 A6l 463 470 487 505 471 53] 84
Home mortgage rate 5.70 515 5.83 577 587 606 625 5.90 4 : 6.'1m 6.8
—History Conelisits Forecasti-Quarterly Avg,

4Q 1Q 2 Q. 4Q R 2Q 30 |.4Q.7 19 :2Q.; 3Q.°4Q 1Q

Key Assumptions o002 2003 2003 2003 2003 2008 2004  2004* |2004 2005 2005 2005 2005 . 2008

Major Currency Index 00 ©51 08 97 878 853 880 865 |864, 866 B6O: 859 860 864/
Real GDP 07 13 4l 74 42 A4S 28 36 |38 36 73635 34, 33
GDP Price Index 2.0 27 Il 1.4 1.6 28 32 20 {20,234 23 21 24 23’
Consumer Price Index 2.0 38 07 24 07 35 48 23 | 23::.24..24..24 285 .25

"adividua! poncl members” forgcasts axe on pages 4 through 9. Historical dota for interest rates except LIBOR is from Federal Reserve Release (FRSR) HL1S. LIBOR quotss avail-
able from The Wall Street Journal. Definitians reported biere are same as those is FRSR H.15. Treasury yields ore reported o0 8 constant menirity basis. Historical dats for the US.
Federal Reserve Board's Major Cusrency Index is from FRSR H.10a0d G.S. Historscal dxta for Rea) GDP and GDP Cbaied Price Index are from the Burea of Econamit Anclysis
(BEA), Counsumer Price ldex (CPI) history is from the Deparument of Labor's Bureu of Labor Statistics (BLS). *hterest rote date for 3Q 2008 based on historical data through
the weeh ended September 24. Dato for 3Q 3004 Mojor Carrency Index also Is based on dots throuph week ended September 24. Figures shown for 3Q 2004 Real GDP, GDP
Chained Price Index and Consomer Price Index ore consensus forecasts based on g speciol grestion survep thix month of the pand membars.

N u.s. Lreas:rg Yg:ld Cyurve U.S. 3-Mo. T-Bills & 10-Yr. T-Note Yield
sok endad Sapiomber 24, 2 and Yeor Ago vz.
40 2004 Bnd 1Q 2008 Consensut forecsals (@usrtariy Average) Hisizry Forsesst
7.00 7.00 750 r 7.50
eso 1 Your Ago [ 6.50 700 ¢ FIo
§00 3 —E—Wour anded w2308 600 6501 Conaensun 3 ggg
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United Water ldaho, Inc.
Derivation of Mean Equity Risk Premium Based on a Study
Using Holding Period Returns of Public Utilities

Over A Rated
Public Utility Bonds
AUS Consultants -
Line Utility Services
No. Study (1)
1
Time Period 1928-2003
1 Arithmetic Mean Holding Period
Returns (2).
Standard & Poor's Public
Utility Index 10.8 %
2 Arithmetic Mean Yield on:
A Rated Public Utility Bonds {6.6)
3. Equity Risk Premium 4.2 %

Notes: (1) S&P Public Utility Index and Moody's Pubilc Utility Bond Average
Annual Yields 1928-2003, (US Consultants - Utility Services, 2004).

(2) Holding period returns are calculated based upon income received
{dividends and interest) plus the relative change in the market value
of a security over a one-year holding period.

Exhibit No. 12

Case No. UWI-W-04-04

Pauline M. Ahern, AUS Consultants
Schedule (PMA-9), Page 8 of 9




United Water ldaho, Inc.

Value Line Adjusted Betas for
the Proxy Group of Six C A Turner Water Companies and the
Proxy Group of Three Value Line {(Standard Edition) Water Companies

Proxy Group of Six C. A
Turner Water Companies

American States Water Co.
Aqua America, Inc

Artesian Resources Corp.
California Water Service Group
Middlesex Water Company
York Water Company

Average

Proxy Group of Three Value
Line (Standard Edition) Water

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

Average

NA = Not Available

Value Line
Adjusted
Beta

065
075
NA
070
0.60
0.55

0.65

0.65
0.756
0.70

0.70

Source of Information: Value Line Investment Survey,

July 30, 2004
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of the Capital Asset Pricing Model for
the Proxy Group of Six C. A. Tumer Water Companies and the
Proxy Group of Three Valte Line (Standard Edition) Water Companies

Line Proxy Group of Three Value Line
Proxy Group of SixC. A. (Standard Edition) Water
No. Tumer Water Companies Companies

Traditional Capitat Asset Pricing Modal

1. Risk-Free Rate (1) 55 % 55 %
2. Average Company-Specific

Market Premium (2) 4.7 50
3 Capital Asset Pricing Model

Derived Company Equity

Cost Rate 102 % 105 %

Empirical Capital Asset Pricing Model

4. Risk-Free Rate (1) 56 % 55 %
<] Average Company-Specific

Market Premium (2) 53 5.6
6. Capital Asset Pricing Model

Derived Company Equity

Cost Rate 10.8 % 111 %
7. Conclusion 105 % 108 %

Notes: (1) Developed in note 2 of page 3 of this Schedule.
(2) Developed on page 2 of this Schedule
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Proxy Group of Six C. A. Turner
Water Companies

American States Water Co.
Aqua America. inc.

Artesian Resources Corp.
California Water Service Group
Middlesex Water Company
York Water Company

Average

Proxy Group of Three Value Line

(Standard Edition) Water Companies
American States Water Co.

Aqua America. Inc.

California Water Service Group

Average

Proxy Group of Six C. A Tumer
Water Companies

American States Water Co.
Agua America, Inc.

Artesian Resources Corp.
California Water Service Group
Middlesex Water Company
York Water Company

Average

Proxy Group of Three Value Line
(Standard Edition) Water Companles
American States Water Co.

Agqua America, Inc

California Water Service Group

See page 3 for notes.

United Water Idaho, ing.
Indicated Common Equity Cost Rate Through Use

of the Capital Asset Pricing Mode]

Value Line
Adjusted
Beta

085
075
NA
0.70
0.60
0.55

0.65

065
0.75

0.70

0.70

0.65
0.75

0.70
060

0.55

0.65

0.85
0.75
0.70

0.70

Company-Specific
Risk Premium
Based on Market
Premium of 7.2% (1)

Traditional Capital Asset Pricing Modet (3)

47 %
5.4
NA
50
43
40

4.7 %

47 %
5.4
5.0

5.0 %

ARSI

Empirical Capital Asset Pricing Mode (5)

53 %
58
NA
56
50
48

53 %

53 %
59
56

56 %

Exhibit No. 12

CAPM Result
Including
Risk-Free

Rate of 55% (2

102 %
109
NA
1056
g8
95

102 % (3)

102 %
109
10.5

105 % (3)

108 %
11.4
NA
111
105
10.3

10.8 % (3)

108 %
114
1.1

11.4 % (3)
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Notes:

n

@

®

{4)

®)

United Water Idaho, Inc.
Development of the Market-Required Rate of Return on Commeon Equity Using
the Capital Asset Pricing Mode! for
the Proxy Group of Six C. A. Tumer Water Companies and the
Proxy Group of Three Value Line (Standard Edition) Water Companies
Adjusted to Reflect a Forecasted Risk-Free Rate and Market Return

From the three previous month-end (Jul. ‘04 — Aug. ‘04), as well as a recently avallable (Oct. 1,
2004), Value Line Summary & Index, a forecasted 3-5 year total annual market return of 12.7% can
be derived by averaging the 3-month and spot forecasted total 3-5 year total appreciation, converting
lt)r;;o an annual market appreciation and adding the Value Line average forecasted annual dividend
yie

The 3-5 year average total market appreciation of 52% produces a four-year average annual
return of 11.04% ((1.52%) - 1). When the average annual forecasted dividend yield of 1.70% is
added, a total average market return of 12.74%, rounded to 12.7%, (1.70% + 11.04%) is derived

The 3-month and spot forecasted total market retum of 12.7% minus the risk-free rate of

5.5% (developed in Note 2) is 7.2% (12.7% - 5.5%). The Ibbotson Assoclates calculated market

premium of 7.2% for the period 1826-2003 results from a total market retum of 12.4% less the

avera?se income return on long-term U S. Government Securities of 5.2% (12.4% - 5.2% = 7.2%).

This is then averaged with the 7.2% Velue Line market premium resulting in a 7.2% market

grer?'ﬂé:r?. The 7.2% market premium is then multiplied by the beta in column 1 of page 2 of this
chedule.

Average forecast based upon six quarterly estimates of 20-year Treasury ‘Bond yields per the
consensus of nearly 50 ecehomists reported in the Blue Chip Financial Forecasts dated October 1,
2004 {(see page 7 of Schedule (PMA-9)). The estimates are detailed below:

20-Year
Treasury Bond Yield

Fourth Quarter 2004 51%
First Quarter 2005 54
Second Quarter 2005 55
Third Quarter 2005 56
Fourth Quarter 2005 57
First Quarier 2006 5.8
Average 55%

The traditional Capital Asset Pricing Model (CAPM) Is applied using the following formuta:
Rs=Rr+ B (Rw-Re)

Where Rs = Return rate of common stock
Rr = Risk Free Rate
B = Value Line Adjusted Beta
Ru = Retumn on the market as a whole

Includes only those indicated common equity cost rates which are above 8 8%, i e , 200 basis points
above the prospective yleld of 68% on A rated Moady's public utliity bonds (from page 1 of
Schedule (PMA-9))

The empirical CAPM is applied using the following formula:
R5=Rr+.25(RM -RF)‘*' 75}3(RM -RF)
Where Rg = Return rate of common stock

R¢ = Rislk-Free Rate

B = Value Line Adjusted Beta
Rw = Return on the market as a whole

Source of Information: Value Line Summary & Index

Blue Chip Financlal Forecasts, October 1, 2004
Value Line Investment Survey, July 30, 2004, Standard Edition and Small and Mid-Cap

Edition
Stocks, Bonds, Bills and Inflation — Valuation Edition 2004 Yearbook .
Ibbotson Associates, Inc., Chicago, 1L
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©)

United Water Idaho, Inc.
Comparable Earnings Analysis

The criteria for selection of the proxy group of eighty-one non-utility companies was
that the non-utility companies be domestic and have a meaningful rate of return on
net worth, common equity or partners' capital for each of the five years ended 2003 or
projected 2007 - 2009 as reported in Value Line Investment Survey (Standard
Edition). The proxy group of eighty-one non-utility companies was selected based
upon the proxy group of six C. A. Turner water companies’ unadjusted beta range of
0.15 - 0.75 and standard error of the regression range of 3.2822 — 4.2788. 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 accompanying
direct testimony. Plus or minus three standard deviations captures 89.73% of the
distribution of unadjusted betas and standard errors of the regression.

Ending 2003.
2007-2008.

The Student’s T-statistic associated with these returns exceeds 1.96 at the 95% level
of confidence. Therefore, they have been excluded, as outliers, to arrive at proper
mean historical and projected returns as fully explained in Ms. Ahern's accompanying
testimony.

The standard deviation of the proxy group of six C. A. Turner water companies’
standard error of the regression is 0.1661. The standard deviation of the standard
error of the regression is calculated as follows:

Standard Deviation of the Std. Err. of the Regr. = Standard Error of the Regression
/2N

where: N= number of observations. Since Value Line betas are derived from
weekly price change observations over a period of five years, N = 259

Thus, 0.1661 = 3.7805 = _3.7805
/518 22.7596

Mid-point of the arithmetic mean of the historical five year average and five year
projected rate of return on net worth.

Arithmetic mean of historical five year rates of return and five year projected rates of
return on net worth, common equity or partners’ capital excluding those 20% and
above as well as those below 8.8%, i.e., 200 basis points above the prospective yield
of 6.8% on A rated Moody's public utility bonds (from page 1 of Schedule (PMA-9).)

Mid-point of the arithmetic mean of historical five year rates of return and five year
projected rates of return on net worth, common equity or partners’ capital excluding
those 20% and above as well as those below 8.8%, i.e., 200 basis points above the
prospective yield of 6.8% on A rated Moody's public utility bonds (from page 1 of
Schedule (PMA-9).)

The criteria for selection of the proxy group of ninety-nine non-utility companies was
that the non-utility companies be domestic and have a meaningful rate of return on
networth, common equity or partners’ capital for each of the five years ended 2003 or
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United Water ldaho_ Inc.
Comparable Earnings Analysis

projected 2007 - 2009 as reported in Value Line Investment Survey (Standard
Edition). The proxy group of ninety-nine non-utility companies was selected based
upon the proxy group of three Value Line (Standard Edition) water companies’
unadjusted beta range of 0.26 - 0.82 and standard error of the regression range of
3.1532—- 4.1108. 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 accompanying direct testimony. Pius or minus three standard deviations
captures 99.73% of the distribution of unadjusted betas and standard errors of the
regression.

(10)  The standard deviation of the proxy group of three Value Line (Standard Edition)
water companies' standard error of the regression is 0.1596 (3.6320 / 22.7596).

Source of Information: Value Line, Inc., September 16, 2004
Value Line Investment Survey (Standard Edition)
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