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I. INTRODUCTION
Please state your name, occupation and business address.
My name is Pauline M. Ahern and I am a Vice President of AUS Consultants -
Utility Services. My business address is 155 Gaither Drive, P.O. Box 1050,
Moorestown, New Jersey 08057.
Are you the same Pauline M. Ahern who previously submitted prepared direct
testimony in this proceeding?
Yes, I am.
Have you prepared an exhibit which supports your rebuttal testimony?
Yes, I have. It has been marked for identification as Exhibit No. 18 and
consists of Schedules (PMA-12) through (PMA-17).

II. PURPOSE

What is the purpose of this testimony?
The purpose of this testimony is to rebut certain aspects of the prepared
testimonies of Idaho Public Utilities Commission (IPUC) Staff Witnesses
Carolee Hall and Terri Carlock concerning common equity cost rate and
overall rate of return. Specifically, I will address: Ms. Hall’s recommended
debt cost rate; the inadequacy of her recommended common equity cost rate;
and her assessment of the relative risk of United Water Idaho Inc. (United). 1
will also address Ms. Carlock’s misuse of the data contained in Exhibit No. 12
accompanying my direct testimony; her applications of both the Comparable

Earnings and Discounted Cash Flow models; and the inadequacy of her
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recommended common equity cost rate of 10.00%. Finally, I will provide an
update of my recommended common equity cost rate.

IIl. IPUC STAFF WITNESS HALL

A. Debt Cost Rate

Do you agree with Staff’s adjustment to the Company’s cost of debt?
No. The Company has calculated its proposed debt cost rate of 6.90% by
dividing the annual cost of debt, comprised of fhe aggregate annual interest
expense plus the aggregate annual amortization of the net discount, premium
and expenses, by the aggregate bond issuances minus the aggregate
unamortized balances of net discount, premium and expense at December 31,
2004. Ms. Hall states on page 6, line 24 through page 7, line 1 of her direct
testimony that “Staff believes that the Company has not reflected the
discounting properly, thereby inflating the embedded cost rate and the overall
long-term debt cost.” In contrast, Staff has used the aggregate face value of the
bonds in the denominator of the calculation. In Ms. Hall’s opinion, doing so
“accurately reflects the discounting of issuance costs to properly allow the
Company to recover in rates the annual interest cost and the annual
amortization of issuénce costs.” (see page 7, at lines 13 - 16). However, Ms.
Hall did not provide any empirical evidence in support of her assertion.
Can you provide empirical evidence that shows that the methodology the
Company used to calculate its proposed debt cost rate does not inflate the
embedded long-term debt cost rate?

Ahern,Re 2
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Yes. That evidence is shown on pages 1 and 2 of Schedule (PMA-12).
Schedule (PMA-12) shows that the Company’s recovers its full net discount,
premium and expenses through its debt cost rate calculation methodology in
contrast to an inability to fully recover these costs using the Staff’s
methodology. Page 1 provides an example using a bond sold at discount, while
page 2 provides an example using a bond sold at premium. In both cases, the
Company fully recovers its costs using its debt cost rate methodology. In the
first instance, with a bond sold at discount, the Company does not fully recover
its costs using Staff’s methodology. In the second, with a bond sold at
premium, the Company wduld recover more than its costs using Staff’s
methodology.

Please explain.

In the case of a 2-year, $100 par bond with an 8.00% coupon rate, sold at a
10% discount, or $90, the annual interest expense is‘$8.00 ($8.00 =$100 *
8.00%). The amortization of the discount would be $5.00 / year ($5.00 =
$10.00/ 2 years). Using the Company’s debt cost rate methodology, the total
annual revenue requirement, i.e., interest and amortization expense, is $13.00
($13.00 = $8.00 interest + $5.00 amortization of discount). In Year 1, the
Company receives net proceeds of $90, the $100 face value of the bond less the
$10 discount, and invests it in rate base. Since the Company needs to recover
$13 per year, the debt cost rate in Year 1 is 14.44% ($13.00 / $90.00).
Applying this 14.44% debt cost rate to the $90 debt portion of rate base
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provides the Company with the proper revenue requirement of $13.00. Debt
holders receive $8.00 in interest and the unamortized balance of net discount is
reduced by $5.00. In Year 2, then, the unamortized balance of net discount is
$5.00 ($5.00 = $10.00 - $5.00) and the denominator of the Company’s debt

cost rate calculation is $95 ($95 = $100 face value - $5.00 unamortized balance

of net discount at the beginning of Year 2). The debt cost rate in Year 2 is thus

13.68% (13.68% = $13.00 / $95.00). The $5.00 annual amortization expense is
invested in rate base, raising the rate base debt investment to $95. Applying
this 13.68% debt cost rate to the $95 debt portion of rate base again provides
the Company with the proper revenue requirement of $13.00. Debt holders
receive $8.00 in interest and the unamortized balance of net discount is reduced
by $5.00. Once again, the $5.00 annual amortization expense is invested in
rate base, raising the rate base debt investment to $100, the original face value
of the debt. Thus, the Company is made whole, having recovered its full $10
discount on the debt.

In contrast, using Staff’s methodology, the bottom half of page 1 of
Schedule (PMA-12) demonstrates how applying a constant 13% debt cost rate,
i.e., $8.00 annual interest expense plus $5.00 annual amortization / $100 face
value of the bond, does not provide the Company with the opportunity to fully
recover the $10 discount on the debt. During Year 1, the Company will have
received only $11.70, i.e., 13.00% * $90 (the portion of the debt in rate base in
Year 1). With $8.00 interest paid to debt holders, only $3.70 remains to offset
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the unamortized balance of the discount. Thus, during Year 2, the amount of
debt in the rate base is $93.70 ($93.70 = $90.00 + $3.70) and only $12.18 is
received by the Company ($12.18 = 13.00% * $95.00). After paying $8.00 of
interest to debt holders, the Company will have $4.18 to offset the unamortized
balance of the discount. At the end of two years, the Company, using Staff’s
methodology, will have recovered only $7.88 in aggregate amortization
expenses. This leaves $2.12 not yet recovered ($2.12 = $10.00 - $7.88). Since
the debt will no long be outstanding, there will be no opportunity for further
recovery of this $2.12 and the Company does not fully recover the costs
associated with the debt.

Likewise, in a similar manner, page 2 demonstrates that using the
Company’s debt cost rate methodology, the Company accurately recovers its
costs for a bond sold at premium, but recovers more than its costs for the same
bond using Staff’s methodology.

B. Common Equity Cost Rate

On page 12, lines 19 - 22 of her direct testimony, Ms. Hall states that she
“calculated a water utilities industry cost of equity of 10% and recommend(s]
that this rate be authorized for United Water Idaho”, and on page 13, lines 3 -
7, M. Hall asserts that a common equity cost rate of 10% is “in line with the
composite Value Line returns for the industry.” Please comment.
Ms. Hall supports her recommended common equity cost rate of 10% with
Value Line Investment Survey’s (Value Line) composite statistics for the water

Ahern,Re 5
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utilities industry as published on October 29, 2004 and January 28, 2005. She
states at page 13, lines 5-7 that the “return on shareholder’s equity and
common equity for 2004 and 2005 was 9.5%” and “[f]or the years of 2007-

2009 it is projected to be at 10%.” Although those are Value Line’s composite

estimates for the water utility industry, the average expected returns on
ity (ROES) for the three individual ies whict
ise the Value Li ind ined in Value Line I
Survey’s Standard Edition and Ms. Hall’s DCF sample group (American States

Water Company, Aqua America, Inc. and California Water Service Group)
average 10.4% for 2004 and 2005 and 11.5% for 2007-2009 from both the
October 29, 2004 Value Line and January 28, 2005 as shown on Schedule
(PMA-13). Clearly Value Line is expecting the average proxy water company
to earn a prospective ROE of 11.5% which is significantly greater than Ms.
Hall’s recommended common equity cost rate of 10.00%.

Moreover, the most currently available Value Line Investment
Survey (April 29, 2005) is projecting these same three water companies to earn
an average projected 5-year ROE of 12.0%. In addition, the expected ROEs
for the Value Line composite water industry are 11.3% for 2005 and 2006 and
12.0% for 2008-2010. It is clear, then, that Ms. Hall’s recommended common
equity cost rate of 10% is also not in line with the most current Value Line
ROE expectations for water companies, either on an average or composite
basis. In fact, the most recent (April 29, 2005) Value Line expected ROEs for

Ahern, Re 6
United Water Idaho Inc.




10

11

13

14

15

16

17

18

19

20

21

Value Line’s composite water industry, 11.3% for 2005 and 2006 and 12.0%
for the 2008-2010 clearly demonstrate that both my originally recommended
common equity cost rate of 11.20%, as well as my updated recommended
common equity cost rate of 11.10% (which will be discussed subsequently) are
conservatively reasonable.

C. Relative Risk of United Water Idaho Inc.
Ms. Hall disagrees with the Company’s position regarding the risks of United
Water Idaho Inc. Please comment.
Ms. Hall’s disagreement with the Company’s risk analysis centers on the betas
of the three Value Line water companies. Ms. Hall correctly states that two of
the companies ((American States Water Company and Aqua America, Inc.)
have Value Line adjusted betas of 0.70, while one company (California Water
Service Group) has an adjusted beta of 0.75." Ms. Hall is also correct that
these betas “reflect[s] a lower than market risk for these water utilities.” (see
page 15, lines 3 and 4 of Ms. Hall’s direct testimony) However, market risk is
but a very small portion of the total investment risk faced by any given
company. Total risk is the sum of market, i.e., diversifiable, risk and non-
market, i.e., non-diversifiable or company specific risk. Hence, Ms. Hall’s
comparison of the betas of the three Value Line water companies with the

market is an incomplete comparison. In addition, the R-squared of the

Presumably from the January 28, 2005 Value Line Investment Survey. Note that these betas are
identical to those published by Value Line for these three water companies on April 29, 2005.
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regression which gives rise to betas describes the percentage of variation in the
dependent variable, i.e., a company’s market price, which is explained by the
independent variable, i.e., the market price of the market as a whole. As
Ibbotson Associates state on page 103 of Stacks, Bonds, Rills and Inflation —
Valuation Edition 2005 Yearbaok, which is provided in Schedule (PMA-14)
“[a]n R-squared of O indicates that the independent variable does not explain
any of the variation of the dependent variable.” It is also stated on page 110
(page 3 of Schedule (PMA-14)) that “a high R-squared means that the
movements of the returns of the security are explained largely by the
movements of the returns of the market. The R-squared for security betas are
usually quite low.” Graph 6.4 on page 110, shows the distribution of the R-
squareds for 5000 companies for whom Ibbotson Associates calculates betas.
It is clear that the majority of these R-squareds are less than 0.10, indicated that
less than 10% of the variation in the returns of individual securities are
explained by the movements of the returns of the market. As Ibbotson
Associates state on page 100: “What can we infer from this data? There may
be other company- or industry-specific factors that drive security prices.” It is
clear then that a comparison of betas does not provide a comprehensive
comparison of all the factors which drive security prices and hence the risk of a
company.

In addition, Ms. Hall’s comparison is limited to the three Value
Line water companies and the market as a whole. She has not conducted any

Ahern,Re 8
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relative risk comparison between United itself and the three Value Line water
companies. Since United faces many extraordinary risk factors and is
significantly smaller than the three Value Line water companies as measured
by either total capitalization or estimated market capitalization of equity as
discussed in my direct testimony on page 11, line 1 through page 16, line 17,
United clearly is significantly more business risky than the three Value Line
water companies. Consequently, no valid conclusion as to United’s relative
risk can be drawn from Ms. Hall’s comparison of the relative market risk of the
Value Line water companies. Therefore, Ms. Hall’s recommended common
equity cost rate of 10.0% is unsupported and grossly understated.

IV. IPUC STAFF WITNESS CARLOCK

A. Comparable Earnings Method

Please comment upon Ms. Carlock’s application of the Comparable Earnings
Method (CEM).
Based upon a lengthy narrative, Ms. Carlock concludes that she “believel[s] a
reasonable return on equity attributed to United Water Idaho is 9.5% - 10.0%
under the Comparable Earnings method.” Ms. Carlock provided no empirical
data or analysis in support of this range of common equity cost rate. In
responding to Company Data Request No. 20, a copy of which is attached as
Schedule (PMA-15), which requested the identity of the companies used in her
CEM as well as the source documents and calculations relied upon by Ms.
Carlock, she replied that the water companies were those in my two proxy

Ahem, Re 9
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groups and that she did a “risk-adjusted comparison with the Value Line
electric utilities.” Regarding the requested source documents and calculations,
Ms. Carlock stated that the documents were available online and that Exhibit
No. 12, my exhibit and workpapers were utilized. I would point out that I was
never requested to, nor did I, provide any workpapers other than Exhibit No.
12. Hence, the precise source of and derivation of Ms. Carlock’s range of CEM
conclusion of 9.5% - 10.0% cannot be determined. However, given that it is
identical to the Value Line composite water industry ROEs referenced by Ms.
Hall as supporting her recommended common equity cost rate of 10.0%, one
can only assume that Ms. Carlock relied upon the same Value Line expected
ROE:s for the three water companies in its Standard Edition as Ms. Hall. As
previously discussed, relative to Schedule (PMA-13), the averagé expected
ROE:s for the three individual Value Line water companies for 2004 and 2005
which average 10.4%, as well as for the years 2007-2009, which average
11.5%" do not support a range of common equity cost rate of 9.5% - 10.0%.
Furthermore, more current Value Line information, from April 29, 2005,
indicates that the average expected ROEs for these three water companies for
2005 and 2006 and for the years 2008-2010 are 10.6% and 12.0%, respectively,
which are also not supportive of a range of common equity cost rate of 9.5% -
10.0%.

In addition, in relying upon water companies in her CEM analysis,

From both the October 29, 2004 and January 28, 2005 Value Line Investment Survey.
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Ms. Carlock has introduced circularity into it as the ROEs of water companies
are a direct result of the regulatory process, i.e., authorized ROEs. The
circularity results because the earned returns, even on a projected basis, are not
determined by competitive factors but rather by the regulatory process. As
Roger A. Morin states’:
It would be hopelessly circular to set a fair return based on the past actions
of other regulators, much like observing a series of duplicate images in
multiple mirrors.

In other words, Ms. Carlock is using data resulting from authorized
ROES as the basis of recommending an authorized ROE.

As for Ms. Carlock’s “risk-adjusted comparison with Value Line
electric utilities”, because I still do not know upon which specific electric
utilities she relied or her risk-adjustment methodology, I can neither accept it
nor comment upon it. And, neither should the IPUC.

In view of the foregoing, Ms. Carlock’s range of CEM results of
9.5% - 10.0% is supported neither by the documentation she provided (or
failed to provide) or by the average expected ROEs of the three Value Line
(Standard Edition) water companies upon which the only DCF analysis
documented by Staff in Ms. Hall’s direct testimony is based.

B. Discounted Cash Flow Model (DCF)

Please comment upon Ms. Carlock’s DCF analysis.

Morin, Roger A., Regulatory Finance - Utilities” Cost of Capital. Public Utility Reports,
Inc., Arlington, VA, 1994, p. 395.

Ahemn, Re 11
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Once again, in response to the Company’s data requests, specifically Request
Nos. 21 and 22 (provided as Schedule (PMA-16), rather than provide the

requested source documents and calculations supporting her DCF analysis, Ms.

-Carlock responded that she relied upon Value Line, Exhibit No. 12 and my

nonexistent workpapers. Therefore, it is not possible to know exactly how
either her dividend yield range of 3.4% - 3.5% or her growth rate range of 5.0%
- 6.0% were derived. Nor is it possible to figure out how a dividend yield
range of 3.4% - 3.5% and a growth rate range of 5.0% - 6.0%, yields a range of
DCEF results of 8.0% - 10.5%.

In view of the foregoing, as with Ms. Carlock’s “risk-adjusted
comparison with the Value Line electric utilities” in her CEM, I éan neither
accept it nor comment upon it. And, neither should the IPUC.

Nevertheless, in her response to Part b. of Request No. 21, there is
a hint that she has relied upon Value Line data for the years 2004, 2005 and
2007 — 2009, indicating that she relied upon forecasted growth in arriving at
her growth rate range. Exactly how she utilized this information is unknown.
However, there is ample empirical academic support for the use of analysts’
forecasts of earnings growth in a DCF analysis. Over the long run, there can be
no growth in DPS without growth in EPS. Earnings expectations have a more
significant, but not exclusive, influence on market prices than dividend
expectations. Thus, the use of earnings growth rates in a DCF analysis
provides a better matching between investors’ market appreciation

Ahemn, Re 12
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expectations and the growth rate component of a DCF. This is obvious, even
to the laypersons who hear financial news reports on radio / TV and read them
in newspapers / magazines.

In addition, Myron Gordon, the “father” of the standard regulatory
version of the DCF model utilized by Ms. Carlock, Ms. Hall and myself in this
proceeding, has recognized the significance of analysts’ forecasts of growth in
EPS in a speech given in March 1990 before the Institute for Quantitative
Research and Finance. He said:

We have seen that earnings and growth estimates by
security analysts were found by Malkiel and Cragg to be
superior to data obtained from financial statements for the
explanation of variation in price among common stocks. . .
estimates by security analysts available from sources such as
IBES are far superior to the data available to Malkiel and
Cragg. Eq (7) is not as elegant as Eq (4), but is has a good
deal more intuitive appeal. It says that investors buy earnings,
but what they will pay for a dollar of earnings increases with
the extent to which the earnings are reflected in the dividend
or in appreciation through growth.

Therefore, in view of the foregoing, since Ms. Carlock is apparently relying
exclusively upon Value Line forecasted information in her DCF analysis, it
would be appropriate for her to rely upon Value Line’s projected growth in
EPS, which averaged 9.5% (October 29, 2004), 9.5% (January 28, 2004) and
8.8% (April 29, 2005) for the three water companies as shown on Schedule

(PMA-13). Using a projected EPS growth rate range of 8.8% - 9.5% and Ms.

- Carlock’s range of 3.4% - 3.5% and conservatively not growing the dividend

yield by the growth rate, results in a DCF common equity cost rate range of
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12.2% - 13.0%, Thus, Ms. Carlock’s DCF range of 8.0% - 10.5% is grossly
understated.

If Ms. Carlock, who states that she has relied upon the data in
Exhibit No. 12 accompanying my direct testimony, had utilized the growth rate

range indicated by the average growth rates shown in Column 4 on page 1 of

Schedule (PMA-5), 5.7% - 7.9%, a DCF cost rate range of 9.1% - 11.4%, with

a midpoint of 10.25% results. However, because this 10.25% DCEF cost rate is
applicable to the three Value Line water companies which are significantly
larger thén United in terms of both total capitalization énd estimated market
capitalization (see page 3 of Schedule (PMA-17), i.e., page 3 of Schedule
(PMA-l)(Updated)), this understates the common equity cost rate applicable to
United. Adding a modest size adjustment of 30 basis points (0.30%) (see page
2 of Schedule (PMA-17), i.e., page 2 of Schedule (PMA-1)(Updated)), to this
10.25% DCEF cost rate using Value Line projected growth in EPS, results in a
DCEF cost rate of 10.55% more applicable to United than Ms. Carlock’s
recommended range of DCF cost rate of 8.0% - 10.5%. Note, that a DCF cost
rate of 10.55% more closely approximates the updated DCF cost rates for my
two proxy groups of water companies, i.e., 10.4% and 10.6%, respectively as
shown on page 2 of Schedule (PMA-17), i.e., page 2 of Schedule (PMA-
1)(Updated). However, based upon the Efficient Market Hypothesis, (EMH)
as discussed in my direct testimony at pages 23 — 25, the results of multiple
cost of common equity models should be relied upon and not the results of a
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single model, such as the DCF.

V. CONCLUSIONS
What conclusions do you have after reviewing the direct testimonies of Ms.
Hall and Ms. Carlock?
I conclude that the Company’s debt cost rate should be accepted by the IPUC
because it affords the Company’s the opportunity to full recovery of all costs
associated with the debt issues outstanding and that the Staff’s debt cost rate
should be rejected because it does not.

I also conclude that Staff’s recommended return on common equity
of 10.00% is unsupported by the analyses of Ms. Hall and Ms. Carlock and
grossly understates the cost of common equity applicable to United, even if a
size adjustment of 30 basis points (0.30%) on an updated basis (see page 2 of
Schedule (PMA-17), i.e., page 2 of Schedule (PMA-1)(Updated)) is added.

IV. UPDATED COMMON EQUITY COST RATE
Have you prepared an update of your common equity cost rate to reflect current
capital market conditions?
Yes. The updated is shown on Schedule (PMA-17), which consists of forty-
two (42) pages. Current capital market conditions indicate that an appropriate
common equity cost rate applicable to United is 11.10% applicable to United’s
updated capital structure.
Does that conclude your rebuttal testimony?

Yes.

Ahern, Re 15
United Water Idaho Inc.




BEFORE THE IDAHO PUBLIC UTILITIES COMMISSION

IN THE MATTER OF THE APPLICATION
OF UNITED WATER IDAHO, INC.

FOR APPROVAL OF INCREASED RATES
FOR WATER SERVICE

CASE NO. UWI-\W-04-04

EXHIBIT 18
TO ACCOMPANY THE
REBUTTAL TESTIMONY OF
PAULINE M. AHERN, CRRA, VICE PRESIDENT
AUS CONSULTANTS — UTILITY SERVICES

ON BEHALF OF UNITED WATER IDAHO, INC.

MAY 2005




United Water daho, Inc.

Demonstration of the Inadequacy of IPUC Staff Wilness Haif's
Recommended Debt Cost Rate

Debl Cast Recovety to the Company of a Bond sold at Biscount

Example 1: 2 year, $100 bond, 8.00% coupon rate, sold at $80 {Discount)

Method 1 (Used by Company): Varying cost rate; revenue requirements are constant

Cash
Flows Debt in Total Amorlization
From { To Rate Base al Revenue interest of Bond
Year No. | Investors | Beginning of Year Requirements Payments Discount
0} (590 00) -
1 $8.00 $90 00 $13 00 $8 00 5500
2| $108 00 $95 00 $13.00 $6.00 $5.00
3 $100 00
Totals $26.00 $16.00 $10.00

Cost Rate

Year 1 $13/$90 = 14 44%

Year 2 $13 /%95 = 13 68%

(Revenue Requirement/Net Proceeds)
(Revenue Requirement/Net Proceeds)

Year 3 Rate Base =$100 00 {Face Value of Bond)
Bond Discount fully amortized in Year 2

Resuit: Company recovers its costs

Example 1: 2 year, $100 bond, 8.00% coupon rate, sold at $90 (Discount)

Method 2 (Used by Staff): Applying incorrect cost rate

Revenue
Requirements
Cost Rate
Cash of 130%
Flows Debt in Applied ta Amortization
From/To Rate Base a! Beg. - Year Interest of Bond
Year No, | Investors | Beginning of Year Rate Base Payments Discount
o| (s0.00) -
1 $8 00 $90 00 $1170 $8 00 $370
2| s10800 $93.70 $12.18 $8.00 $4.18
3 $97 88
Totals $23.88 $16.00 $7.88

Cost Rate

Year 1 ($8+85) or $13 /8100 = 13 00% (Revenue Requirement/Face Value of Bond)

Year 3 Rate Base =$97.88 (Does not Equal Face Value of Bond}
Bond Discount is not fully amortized in Year 2

Result: Company does not recover its costs

Exhibit No. 18

Case No. UWI-W-04-04

Pauline M. Ahern, AUS Consultants
Schedule (PMA-12), Page 1 of 2




United Water idaho, inc.
Demonstration of the Inadequacy of IPUC Staff Witness Hall's
Recommended Debt Cost Rate

Debt Cost Recovery to the Company of 2 Bond sold at Premium

Example 2: 2 year, $100 bond, 8.00% coupon rate, sold at $110 (Premium)

Method 1 {Used by Company): Varying cost rate; revenue requirements are constant

Cash
Flows Debt in Total Amortization
From/To Rate Base at Revenue Interest of Bond
Year No. | Inveslors | _Beginning of Year Requirements Payments Premium
0} (3110 00) -
1] 3800 $11000 $3 00 $800 (35.00)
2| $108 00 $105 00 $3.00 $8.00 {35.00)
3 $100 00
Totals $6.00 $16.00 ($10.00)
Cost Rate Year1 $3/8110=273% {Revenue Requirement/Net Proceeds)
Year 2 $3/8105=286% {Revenue Requirement/Net Proceeds)

Year 3 Rate Base =$100 00 (Face Vaiue of Bond)
Bond Discount fully amortized in Year 2

Result: Company recovers Its costs

Example 2: 2 year, $100 bond, 8.00% coupon rate, sald at $110 (Premium)

Method 2 (Used by Staff): Applying incorrect cost rate

Revenue
Requirements
Cost Rate
Cash of 3 0%
Flows Debt in Applied to Amortization
From/ To Rate Base at Beg. - Year Interest of Bond
Year No, | Investors | Beginning of Year Rate Base Payments Premium
0j ($110 00) R
t $8 00 $110.00 $3 30 56 00 {$4.70)
2| $108 00 $105.30 $3.16 $8.00 ($4.84)
3 $100.46
Totals $6.46 $16.00 (89.54

Cost Rate Year 1 (38-$5) or $3 /$100 = 3 00% {Revenue Requirement/Face Value of Band)

Year 3 Rale Base =3100 46 {Does not Equal Face Value of Bond)
Bond Premium is not fully amortized in Year 2

Result: Company recovers more than its costs

Exhibit No. 18
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Value Line Proejcled Return on Common

United Water Idahe, Inc.

ity and 5-Year Projected Growth in EPS

Retum on Common Equity (October 20, 2004)

2007-2009
2004-2005 Projected
Average ROE ~ Average ROE
Company 2004 2005 Percent Percent
Ametican States Water Company 90 % BS % 93 % 105 %
Aqua America, Inc 10 120 118 13.0
California Water Service Group 105 105 10.5 11.0
Average 102 % 107 % 104 % 115 %
Water Utility Industry 85 % 95 % 95 % 100 %
===
Relum on Common Equity (January 28, 2005)
2007-2009
2004-2005 Projected
Average ROE Average ROE
Company. 2004 2005 Percent Percent
American Stales Water Company 80 % 25 % B3 % 106 %
Aqua America, Inc 10 120 k] 130
Califomia Water Sewice Group 10.0 10.5 103 11.0
Average 100 % 107 % 104 % 115 %
Water Ulility Industry 85 % BS % 85 % 100 %
Relurn on Common Equity (April 28, 2005)
2008-2010
20052006 Projected
Average ROE ~ Average ROE
Company 2005 2006 Percent Percent
American States Wates Company 20 % 2§ % 83 % 120 %
Aqua Ametica. inc 120 125 123 130
Cailifomia Water Service Group 10.0 10.5 103 11.0
Average 103_ % 10.8 % 106 % 120 %
Walar Utility industry 110 % 15 % 13 % 120 %

Source of information:  Value Line |

t Survey. Qctobedr 20. 2004. January 28, 2005 and April 28, 2005

Exhibit No. 18
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Beta Estimation Methodologles

thus, the beta of Company B is not statistically different than zero at that confidence level. If the regres-
sion provides a beta of 0.90 but is not statistically different than zero, then other measures of bera may
need to be consulted {such as the company’s peer betas or industry average betas).

To better illustrate the typical range of a beta’s t-statistic, Graph 6-3 depicrs the distribution of
all -staristics calculated with respect to the betas of over 5,000 companies included in Tbbotson’s Beta
Book. Since these beta calculations use 60 months of data, the crirical value for the t-statistic is again
1.67 at the 90 percent confidence Jevel. Recall that the absolute value is what is compared to the crit-
ical value; t-statistics above 1.67 or below ~1. 67 would therefore be considered statistically significant.

Graph 6-3

t-Statistic Distribution

October 1998 through September 2004
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R-Squared
Another valuable regression statistic is the coefficient of determination, or R-squared. The R-squared
is a statistic that measures the “goodness of fit” of the regression line and describes the percentage
of variation in the dependent variable that is explained by the independent variable. The R-squared
measure may vary from zero to one. An Resquared of 1.00 means that the independent variable
explains 100 percent of the variation of the dependent variable. An R-squared of 0 indicates that the
independent variable does not explain any of the variation of the dependent variable.

IbbotsonAssociatas 109
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Chapter &

In rerms of measuring beta via regression, 2 high R-squared means that the movements of the
returns of the security are explained largely by the movements of the rerurns of the market. The
R-squared for security betas are usually quite low. Graphs 6-4 and 6-5 show a distribution of
R-squared statistics from Ibbotson Associates’ Beta Book. The first graph shows the distribution of
R-squared for all 5,000 plus companies included in the publication. The second graph shows the dis-
tribution of R-squared for the largest 100 companies, in terms of equity capitalization, thar are
included in the book.

Graph 6-4
H-Squared Distribution for Entire Population
Qctober 8989 through September 2004

1400

Nurmber of Companies

400

200

O 005 010 015 020 025 083 035 040 045 050 055 060

Range of R-Squared Values

Note thar most betas have an R-squared less than 0.3. What can we infer from this data? There may
be other company- or industry-specific factors that drive securiry prices. While the CAPM includes
only one factor in determining expected rerurns, it does not disallow the existence of others.

110 SBBI Valuation Edition 2005 Yearbook

Exhibit No. 18

Case No. UWI-W-04-04

Pauline M. Ahern, AUS Consuitants
Schedule (PMA-14), Page 3 of 3




UNITED WATER IDAHO INC.
CASE NO. UWI-W-04-4
FIRST PRODUCTION REQUEST OF UNITED WATER
TO COMMISSION STAFF

Request No. 20: Please refer to page 8, line 13 through 16 of Ms. Carlock’s direct
testimony. Please provide the following:

a.

The identity of the companies utilized by Ms. Carlock in her Comparable
Earnings method.

A copy of the source documents, electronic spreadsheets and calculations
relied upon by Ms. Carlock in developing the “reasonable return on equity
attributed to United Water Idaho [of] 9.5% - 10.5% under the Comparable
Earnings method.

Response to Request No. 20:

a.

The companies utilized for the comparable earnings method include an analysis of
water companies including those listed by Value Line and C. A. Turner as
included in Company witness Ahern’s Exhibit No. 12 A risk-adjusted
comparison with Value Line electric utilities was also evaluated

The source documents for Value Line are available online and is also utilized by
Company witness Ahern so she has access to this data This data can be made
available for review at the Commission office by setting up an appointment with
Terri Carlock. Ms. Ahern’s Exhibit No 12 and workpapers were also utilized

Preparer/Sponsoring Witness: Temi Carlock
Telephone Number: (208) 334-0356
Title: Audit Section Supervisor

STAFF’S RESPONSE TO UNITED 27 APRIL 29, 2005
WATER’S PRODUCTION REQUEST
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UNITED WATER IDAHO INC.
CASE NO. UWI-W-04-4
FIRST PRODUCTION REQUEST OF UNITED WATER
TO COMMISSION STAFF

Request No. 21: Please refer to page 10, line 25 through page 11, line 5 of Ms.
Carlock’s direct testimony. '

a.

Please provide all source documents, electronic spreadsheets and calculations
supporting Ms. Carlock’s conclusion of the cost of equity for United Water
Idaho, Inc. using the Discounted Cash Flow method of between 8% and
10.5%.

Please identify the “various time intervals” referenced on line 2 of page 11 of
Ms. Carlock’s direct testimony.

Please identify the companies relied upon for the dividend yield of 3.4% to
3.5% and growth rate of 5% to 6% referenced in lines 4 and 5 of page 8.

Response to Request No. 21:

a.

Value Line (October 2004, January 2005, March 2005), Company witness
Ahern’s Exhibit No. 12 and workpapers were utilized. Ms. Carlock’s judgment
differs but the data is the same.

The various time intervals include 2004, 2005 and 2007 ~ 2009 estimates
The companies utilized include the water companies listed by Value Line and C

A Turner as included in Company witness Ahern’s Exhibit No. 12

Preparer/Sponsoring Witness: Terri Carlock
Telephone Number: (208) 334-0356
Title: Audit Section Supervisor

STAFF’S RESPONSE TO UNITED 28 APRIL 29, 2005
WATER’S PRODUCTION REQUEST
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UNITED WATER IDAHO INC.

CASE NO. UWI-W-04-4
FIRST PRODUCTION REQUEST OF UNITED WATER
TO COMMISSION STAFF
Request No. 22: Please refer to page 10, lines 13 through 19 of Ms. Carlock’s direct
testimony.
a. Please provide all source documents, electronic spreadsheets and calculations
of 5% to 6%

supporting Ms. Carlock’s conclusion of expected growth rate
referenced on line 14 of page 8.

(October 2004, January 2005, March 2005),

Response to Request No. 22: Value Line
Ms Carlock’s

Company witness Ahern’s Exhibit No. 12 and workpapers were utilized.
judgment differs but the data is the same.

Preparer/Sponsoring Witness: Terri Carlock
Telephone Number: (208) 334.0356
Title: Audit Section Supervisor

STAFF’S RESPONSE TO UNITED 29 APRIL 29, 2005

WATER’S PRODUCTION REQUEST
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United Water idsho, Inc,
Summary of Cost of Capital and Fair Rate of Retum

Based upon the Consolidated Capital Structure of United Waterworks Inc.
at December 31, 2004

Type of Capital Ratios (1) Cost Rate Weighted Cost Rate
Long-Term Debt 5341 % 690 % (1) 369 %
Minority interest (Preferred Stock) 0.13 5.00 (1) 001
Common Equity 46.46 11.10 (2) 5.16

Total 100.00 % 8.86 %

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, i e. page 2 of Schedule (PMA-1) (Updated).

Exhibit No. 12

Case No. UWI-W-04-04

Pauline M. Ahemn, AUS Consultanis
Schedule (PMA-1), Page 1 of 18
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) United Water Idaho, inc.
Brief Summary of Common Equity Cost Rate

Proxy Group of Three Value Line

Proxy Group of Six C. A. Tumer (Standard Edition) Water

No. Principal Methods Water Companies Companles
1. Discounted Cash Flow Model (DCF) (1) 104 % 106 %
2 Risk Premium Model (RPM) (2) 108 108
3 Capital Asset Pricing Modet (CAPM) (3) 105 108
4. Comparable Eamings Model {CEM) (4) 142 138
5 Range of Indicated Common Equity Cost

Rate Before Business Risk Adjustment 106 % -- 110%
6. Business Risk Adjustment 0.20 ' 0.30
7. Range of Common Equity Cost Rate After )

Business Risk Adjustment 10.80 % .- 11.30 %
8 Midpaint of Common Equity Cost Rate Aftar

Business Risk Adjustment 11.10%
9. Recommended Common Equity Cost Rate 11,10%

Notes: (1) From page 19 of this Schedule, i.e , Schedule (PMA-5) (Updated).
(2) From page 29 of this Schedule. i.e , page 1 of Schedule (PMA-8) (Updated).
(3) From page 37 of this Schedule, i.e .. page 1 of Schedule (PMA-10) (Updated).
(4) From pages 41 and 43 of this Schedule. Le., pages 2 and 4 of Schedule (PMA-11) (Updated).
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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:
(n From page 5 of this Schedule, i.e , page 5 of Schedule (PMA-1) (Updated)

(2) Line No. 1 — Line No. 2 and Line No. 1 — Line No. 3 of Columns 3 and 4,
respectively. For example, the 3.80% in Column 5, Line No. 2 is derived as
follows: 3.80% =6.41%-261%.

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

(4) With an estimated market capitalization of $127.708 million {based upon the
proxy group of six C. A Turner water companies) or $129.932 million (based
upon the proxy group of three Value Line (Standard Edition) water companies),
United Water Idaho, Inc. falls in the 10" decile of the NYSE/AMEXNASDAQ
which has an average market capitalization of $104.276 million as can be
gleaned from the information shown in the table on the bottom half of page 3 of
this Schedule, i e , page 3 of Schedule (PMA-1) (Updated)

{5) Size premium applicable to the 10" decile of the NYSE/AMEXNASDAQ derived
from the information shown on page 15 of this Schedule, ie., page 15 of
Schedule (PMA-10) (Updated).

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

{7) With an estimated market capitalization of $670.824 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 $735.888
million as can be gleaned from the information shown in the table on the bottom
half of page 3 of this Schedule, i.e., page 3 of Schedule (PMA-1) (Updated).

(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
Schedule, i.e., page 15 of Schedule (PMA-1) (Updated).

(9} From page 1 of Schedule (PMA-4).

(10)  With an estimated market capitalization of $1,194 083 million, the ﬁroxy 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 $1,267.171
million as shown in the table on the bottom haif of page 3 of this Schedule, i e,
page 3 of Schedule (PMA-1) (Updated).

(11)  Size premium applicable to the 6" decile of the NYSE/AMEXNASDAQ derived
from the information shown on page 15 of this Schedule, ie, page 15 of
Schedule (PMA-1) (Updated). :

Source of Information: Ibbotson Associates, Stocks, Bonds, Bills and Inflation — Valuation
Edition — 2005 Yearbogk, Chicago, L., 2005
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Chapter 7

Firm Size and Return

The Firm Size Phenomenon

One of the most remarkable discoveries of modern finance is that of a relationship between firm size
and return. The relationship cuts across the entire size spectrum bur is most evident among smaller
companies, which have higher returns on average than larger ones. Many studies have looked ar the
effect of firm size on return.! In this chapter, the returns across the entire, range of firm size
are examined.

Construction of the Decile Portfolios

The portfolios used in this chapter are those created by the Center for Research in Security Prices
{CRSP) at the University of Chicago's Graduare School of Business. CRSP has refined the methodol-
ogy of creating size-based portfolios and has applied this methodology to the entire universe of
NYSE/AMEX/NASDAQ-listed securities going back to 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 trusts,
and Americus Trusts. All companies on the NYSE are ranked by the combined market capitalization
of their eligible equity securities. The companies are then split into 10 equally populated groups, or
deciles. Eligible companies traded on the American Stock Exchange {AMEX) and the Nasdag
National Market (NASDAQ) are then assigned to the appropriate deciles according to their capital-
ization in relation to the NYSE breakpoints. The portfolios are rebalanced, using closing prices for
the last trading day of March, June, September, and December. Securities added during the quarter
are assigned to the appropriate portfolio when two consecutive month-end prices are available. If the
final NYSE price of a security that becomes delisted is a month-end price, then that month’s return
is included in the quarterly return of the security’s portfolio. When a month-end NYSE price is miss-
ing, the month-end value of the security is derived from merger terms, quotations on regional
exchanges, and other sources. If a month-end value stil} is not determined, the last available daily
price is used.

Base security returns are monthly holding period rerurns. All distributions are added 1o the
month-end prices, and appropriate price adjustments are made to account for stock splits and divi-
dends. The return on a portfolio for one month is calculated as the weighted average of the returns
for its individual stocks. Annual portfolio returns are calculated by compounding the monthly port-
folio returns.

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. Approximately two-thirds of the market value is represented by the
first decile, which currently consists of 172 stocks, while the smallest decile accounts for just over
one percent of the market value. The data in the second column of Table 7-1 are averages across all

1 Rolf W Banz was the first to document this phenomenon. See Banz, Rolf W. *The Relationship Berween Returns and
Market Value of Common Stocks,” Josrnal of Financial Econonmiics, Vol. 9, 1981, pp. 3-18.
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Chapter 7

79 years. Of course, the proportion of market value represented by the various deciles varies from
year to year.

Columns three and four give recent figures on the number of companies and their market cap-
italization, presenting a snapshot of the structure of the deciles near the end of 2004.

Table 7-1
Size-Decile Portfolios of the NYSE/AMEX/NASDAQ Size and Composition
1926-2004
Recent
Historical Average Recent Decile Market Recent
Percentage of Number of Gapitalization Percentage of
Declie Total Capitalization Companies {in thousands)  Total Capitalization
1-Largest 63 31% 172 $8.214,688.366 63 16%
2 13.87% 177 1.722,153.325 13.24%
3 7.58% 198 B94.917.914 6.88%
4 4 74% 209 548,389,454 428%
5 3 24% 218 400.381.543 308%
6 237% 257 325.652.935 2 50%
7 173% 300 264.131.617 203%
8 128% 372 219.876.996 169%
8 098% 589 230.476.080 177%
10-Smallest 0 BO% 1.782 185.820.318 143%
Mid-Cap 3-5 15 56% 827 1.843.68@910 14 18%
Low-Cep 6-8 5 38% 929 808,771.549 5 28%
Micto-dap 9-10 179% 2.371 416.296.398 3 20%

Source: & 200503 CRSP* Center for Research in Security Prices Graduate School of Business. The University of Chicago Used
with permission Al rights reserved www crsp uchicago edu

Historicat average percentage of lotal capitalization shows the average, over the last 70 years, of the decile market values as 2
percentage of the total NYSE/AMBEX/NASDAQ calculated sach month. Number of companies in declles. recent market
capitaiization of dechies. and recent percenlage of total capitalization ere as of Septernber 30. 2004

Table 7-2 gives the current breakpoints that define the composition of the NYSE/JAMEX/NASDAQ
size deciles. The largest company and its market capitalization are presented for each decile. Table
7.3 shows the historical breakpoints for each of the three size groupings presented throughout this
chapter. Mid-cap stocks are defined here as the aggregate of deciles 3~5. Based on the most recent
data (Table 7-2), companies within this mid-cap range have market capitalizations at or below
$6,241,953,000 bur greater than $1,607,854,000. Low-cap stocks include deciles 6-8 and currently
include all companies in the NYSE/AMEX/NASDAQ with market capitalizations at or below
$1,607,854,000 but greater than $505,437,000. Micro-cap stocks include deciles 9-10 and include
companies with market capitalizations at or below $505,437,000. The market capitalization of the
smallest company included in the micro-capitalization group is currently $1,393,000.
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Firm Size and Return

Table 7-2

size-Decile Portfolios of the NYSE/AMEX/NASDAQ, Largest Company
and Its Market Capitalization by Decile
September 30. 2004

Market Capitalization
of Largest Company .
Declle (in thousands) Company Name
1-Largest $342.087.219 General Electric Co.

14 .095.885 Agilent Technologies Inc
6.241.953 “Tenet Healthcars Corp
3.454.104 Walichoice Inc
2.231.707 OGE Energy Corp

1.607.854 Entercom Communications Corp
1.087.603 Vintage Petrolaum Inc

746.218 Wabash National Comp

505.437 Waorld Fuel Senvices Corp
1G-Smallest 262.725 Mastec Inc

Source: Canter lor Research in Security Prices. University of Chicago

0O o~ M]h A @R

Presentation of the Decile Data

Summary statistics of annual returns of the 10 deciles over 1926-2004 are presented in Table 7-4.
Note from this exhibit that both the average return and the total risk, or standard deviation of annual
returns, tend to increase as one moves from the largest decile to the smallest. Furthermore, the
serial correlations of rerurns are near zero for all but the smallest two deciles. Serial correlations and
their significance will be discussed in detail later in this chaprer.

Graph 7-1 depicts the growth of one dollar invested in each of three NYSE/AMEX/NASDAQ
groups broken down into mid-cap, low-cap, and micro-cap stocks. The index value of the entire
NYSE/AMEX/NASDAQ is also included. All returns presented are value-weighted based on 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 actually declined in 1977, the smallest stocks
rose more than 20 percent. A more extreme case occurred in the depression-recovery year of 1933,
when the difference berween the first and tenth decile returns was far more substantial. This diver-
gence in the performance of small and large company stocks is a common occurrence.
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Chapter 7

Table 7-3

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

from 1926 101965

Capltalization of Largest Company Capitaltzation of Smallest Company
{in thousands) {in thousands)

Date Mid-Cap Low-Cap Micro-Cap Mid-Cap Low-Cap  Micro-Cap
{Sept 30} 3-5 6B 8-10 © 35 -8 9.10
1926 $61.480 $14.040 $4.305 $14,100 $2.325 $43
1927 $65.281 $14.7456 $4.450 $15,311 $4.498 $72
1828 £81,898 $18,975 $5.074 $19.050 $5.119 $135
1929 $107.085 $24.328 &5.875 $24.480 §5.915 $126
41830 $67.808 $13.050 $3.219 $13.068 $3.264 £30
1931 $42.607 $B.142 $1.805 $8.222 $1.927 $15
1932 $12.431 $2.170 $473 $2.196 $477 §18
1833 $40.298 §7.210 $1.830 $7.280 $1.875 $100
1934 $38.129 $6.669 $1.669 $6.734 $1.673 $68
1935 $37.631 £6.519 $1.350 $6.548 $1.283 £38
1936 $46.820 $11.505 £2.860 $11.526 $2.668 $98
1937 $51.750 $13,601 $3.500 $13.635 §3.539 368
1838 $36.102 $8.325 82,126 $8.372 $2.145 $60
1839 $35,784 $7.367 $1.897 $7.389 $1.800 875
1940 $31.050 $7.990 $1.861 £8.007 $1.872 §51
1841 $31.744 $8.318 $2.086 $8.336 $2.087 872
1942 $26.135 $6.870 $1.779 $6.875 $1.788 £82
1943 $43.218 $11.475 $3.847 $11.480 $3.803 $305
1944 $46.621 $13,066 $4.800 £13.068 $4.812 $309
1945 $55.268 $17.325 $6.413 $17.575 $6.428 §225
1846 $79.158 $24.182 $10.013 $24.199 $10.051 $829
1947 $57.830 $17.735 §6.373 $17.872 $6.380 8747
1948 $67,238 $10.578 87,313 $19.651 $7.328 $784
1949 $£65.506 $14.549 $5.037 $14.577 $5.108 $379
1850 $65.881 $18.675 $6.176 $18.750 $6.201 $303
1851 $82.517 $22.750 87,567 $22.860 $7,598 3668
1952 $97.836 $25.452 28.428 §25,532 $8.480 $480
1653 $98.595 $25.374 58,156 $25.395 $8.168 $459
1954 $125.834 $29.645 $8.484 $29.707 £8.488 $463
1955 $170.829 $41.445 $12.353 $41.681  $12.366 $553
1956 $183.434 $46,808 $13.481 $46,886 $13.524 $1.122
1857 $192.861 $47.658 $13.844 $48.509 $13.848 $925
1858 $195.083" $46.774 $£13,789 $46.871 $13.816 $550
1959 $253.644 $64.221 £19.500 $64.372 %$19.548 £1.804
1960 $246.202 $61.485 $19.344 $561,529 $19.385 831
1961 $296.261 $79.058 $23.562 $79.422 $23.613 $2.455
1962 $250.433 $58.866 $1B.952 $58.143 $18,968 $1.018
1863 $30B.438 $71,846 $23.819 $71.97% £23.822 $2986
1964 $344.033 $75.343 25,594 $79.508 $26.595 §223
1965 $363.758 $84.479 $28.365 £84.600 $28.375 8250

Source: Center for Research in Security Prices. Univarsity of Chicago
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Firm Size and Relurn

Table 7-3 (continued)
Size-Decile Portfolios of the NYSE/AMEX/NASDAQ

Largest and Smallest Company by Size Group

from 1966 to 2004

Capitalization of Largest Company

Capitalization ot Smallest Company

(In thousands) (in thousands)
Date Mid-Cap Low-Cap  Micro-Cap Mid-Cap Low-Cap  Micro-Cap
{Sept 30} 3.5 68 9-10 3-5 6-8 8-10
1966 $399.455 $599.578 $34.884 $99.935  $34.966 $381
1967 $458.170  $117.985 $42.267 $118,328 $42.313 $381
1968 $528.326  $148.261 $60.351 $150.128  $60.397 g502  °
1969 $517,452  $144.770 $54.273 $145,684 854,280 $2,119
1970 $360.246 $94.025 $29.910 $94.047  $20.916 §822
1971 $542.517  $145.340 345,571 $145.673  $45.589 £865
1972 $545.211  $139,647 $46.728 $139,710  $46.757 $1.031
1973 $424.584 §$94,809 $29,601 $95.378  $29.606 $561
1974 $344.013 $75.272 $22.475 $75.853  §22,481 $444
1975 $465.763 $96.954 $28.140 397,266  $28.144 $540
1976 $551.071  $116.184 $31.987 116,212  $32.002 $564
1977 $573.084  $135,804 $35.192 $137.328  $39,254 35138
1978 $572,867 $159.778 $46.621 $160.524 $46.629 $830
1979 $661.336 $174.480 $49.088 $174.517  $49.172 $948
1980 $754.562  $194,012 $48.871 $194.241 $48.953 $549
1981 $954.665  $259.028 $71,276 $261.05¢  §71,289 $1,446
1982 $762.028  $205.580 $54.675 $206.536  $54,883 $1,0680
1983 $1.200,680 $352,698 $103.443 $352.944  $103.530 $2.025
1984 $1.068.872 $314.650 $£90.419 $315.214  $90.659 $2.093
1985 $1.432.342  3367,413 $93,810 $368.249  $94,000 $760
1986 $1.857.621  $444.827 $109.956 $445.648 $109,975 $706
1987 $2.059,143  $467.430 $112.035 $468,948 $112.125 $1.277
1988 $1.857,826  $420,257 $94.268 $421,340  $94.302 $696
1989 $2.147.608  $480,975 $100,285 $483.623 $100,384 $96
1990 $2,164,185  $472.003 $93.627 $474,065  $93.750 $182
1981 $2.120,863  $457.958 $87.586 $458.853 $87.733 $278
1992 $2,428.671  $500,346 $103.352 $501.050 $103.500 8510
1993 $2.711.068  $608.520 $137,945 $608.825 $137,987 $602
1894 $2.497.073  $601.552 $149.435 $602,562 $149,532 8598
1995 $2,793.761  §653.178 $158.011 $654.019  $158.063 $89
1996 $3.150.6B5 $763,377 $195.188 $763.812 $195.326 $1.043
1997 $3,511.132  $818.209 $230,472 $821.028  $230,554 $480
1998 $4,215.707  $934.264 $253,329 $936.727 $253.336 $1.671
1999 $4.251.741  $875.309 $218.336 $875,582 $218,368 $1.502
2000 $4.143,902  $840.000 $192.598 $840.730 $182.721 $1.462
2001 $5.252,063 $1,114.792 $269.275 $1.115.200 $270.391 $443
2002 $5.012.705 $1.143,845 $314.042 $1,144.452  $314,174 8501
2003 $4.794.027 $1.166,799 $330,608 $1,167.040  $330,797 $332
2004 $6.241,953 $1.607.854 $505.437 $1.607.931  $508,410 $1.393

Source: Center for Research in Security Prices. University of Chicago
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Chapter 7

Table 7-4

Size-Decile Portfolios of the NYSE/AMEX/NASDAQ, Summary Statistics of Annual Returns
1926~-2004

Geometric Arithmelic Standard Seral

Decile Mean Mean Deviation Correlation
1-Largest 96% 11 4% 1927% 009
2 109 - 132 2200 Qo3
3 113 138 23 81 -0 02
4 13 144 2610 -0 02
5 n7 150 26 94 =002
[3 1138 155 2797 004
7 116 157 3017 001
8 118 167 3365 004
9 122 7 3677 005
10-Smallest 40 218 45 67 015
Mid-Cap. 3-5 114 142 24 90 -002
lL.ow-Cap. 6-8 18 158 29 68 003
Micro-Cap, 9-10 128 180 3538 008
NYSE/AMBX/NASDAQ

Total Value-Weighted Index 101 121 2032 002

Source: Center for Research in Security Prices. University of Chicago.

Aspects of the Firm Size Effect

The firm size phenomenon is remarkable in several ways. First, the greater risk of small stocks does
not, in the context of the capital asset pricing model (CAPM), fully account for their higher returns
over the long term. In the CAPM, only systematic or beta risk is rewarded; small company stocks
have had returns in excess of those implied by their betas.

Second, the calendar annual return differences between small and large companies are serially
correlated. This suggests that past annual returns may be of some value in predicting future annual
recurns. Such serial correlation, or autocorrelation, is practically nknown in the market for large
stocks and in most other equiry markets but is evident in the size premia.

Third, the firm size effect is seasonal. For example, small company stocks outperformed large
company stocks in the month of January in a large majority of the years. Such predictability is sur-
prising and suspicious in light of modern capital market theory. These three aspects of the firm size
effect—Ilong-term returns in excess of systematic risk, serial correlation, and seasonality—will be
analyzed thoroughly in the following sections.
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Firm Size and Return

Graph 7-1
Size-Decile Portfollos of the NYSE/AMEX/NASDAQ: Wealth Indices of Investments in Mid-, Low-, Micro- and
Total Capitalization Stocks

1925-2004
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Year-end Source: Center for Research in Security Prices, University of Chicage.
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Chapter 7

Long-Term Returns in Excess of Systematic Risk

The capital asset pricing model (CAPM) does not fully account for the higher returns of small com-
pany stocks. Table 7-5 shows the returns in excess of systematic risk over the past 79 years for each
decile of the NYSE/AMEX/NASDAQ. Recall that the CAPM is expressed as follows:

k, =t + (3, xERP)

Table 7-5 uses the CAPM to estimate the return in excess of the riskless rate and compares this esti-
mate to historical performance. According to the CAPM, the expected return on a security should
consist of the riskless rate plus an additional return to compensate for the systematic risk of the secu-
rity. The return in excess of the riskless rate is estimated in the context of the CAPM by multiplying
the equity risk premium by B (beta). The equity risk premium is the return that compensates investors
for taking on risk equal to the risk of the marker as a whole (systemaric risk).? Beta measures the
extent to which a security or portfolio is exposed to systematic risk.? The beta of each decile indi-
cates the degree to which the decile’s return moves with that of the overall market.

A beta greater than one indicates that the security or portfolio has greater systematic risk than
the marker; according to the CAPM equation, investors are compensated for taking on this additional
risk. Yet, Table 7-5 illustrates that the smaller deciles have had returns that are not fully explainable
by their higher betas. This return 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 return is especially pro-
nounced for micro-cap stocks (deciles 9-10). This size-related phenomenon has prompted a revision
to the CAPM, which includes a size premium. Chapter 4 presents this modified CAPM theory and
its application in more detail.

This phenomenon can also be viewed graphically, as depicted in the Graph 7-2. The security
market line is based on the pure CAPM without adjustment for the size premium. Based on the risk
{or beta) of a security, the expected return les on the security market line. However, the actual his-
toric rerurns for the smaller deciles of the NYSE/AMEX/NASDAQ lie above the line, indicating that
these deciles have had returns in excess of that which is appropriate for their systematic risk.

2 ‘The equity risk premium is estimared by the 79-year arithmetic mean return on Jarge company stocks, 12.39 percent, less
the 79-year arithmetic mean income-rerurn component of 20-year government bonds as the historical riskless rate, in this
case §.22 percent. (It is appropriate, however, to match the marurity, or duration, of the riskless asset with the investment
horizon ) See Chaprer § for more detail on equity risk premium estimation

a3 Historical betas were cajculated using o simple regression of the monthly portfolic {decile) total returms in excess of the
30-day U S. Treasury bill total returns versus the S&P 500 total returns in excess of the 30-day U.S, Treasury bill,
January 1926-December 2004 See Chapter & for more derail on beta estimarion,
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Table 7-5
Long-Term Returns in Excess of CAPM Estimation for Decile Portfolios of the NYSE/AMEX/NASDAQ
1926-2004
Realized Estlmated  Size Premium
Arithmetic Return In Return in {Return in
Mean Excess of Excess of Excess of
Declle Beta” Return Riskiess Rate**  Risklass Rate} CAPM) "
1-Largest a9 11 39% 6.18% 6 53% 037%
2 104 13 24% 8 02% 7.42% 060%
3 110 13 84% 8 62% 7 86% Q75%
4 113 14 38% 9 15% 8 08% 107%
5 1.16 14.96% 9.74% 8.30% 1.44%
6 118 15 46% 10 23% B 48% 1.75%
7 123 15 67% 10 45% 8 83% 161%
B8 j28 16 74% 11 51% 9 15% 2368%
¢] 134 1771% 12 48% 9 B2% 2 B8%
10-Sallest 141 2177% 16 54% 10 14% 641%
Mid-Cep. 3-5 112 14 19% 8 96% 801% 0.85%
t.ow-Cap. 6-8 122 15 76% 10 54% 873% 181%

Micro-Cap. 8-10 136 1897% 13 74% 972% 402%

~Belas are estimated from monthiy portfolio total returns in excess of the 30-day U.S. Treasury bill total return versus the S&F
500 total retums in excess of the 30-day U S. Traasury bill, January 1926-December 2004

“-Historical riskless rate is measured by the 79-year arithmelic mean income return component of 20-year gavernment bonds
(522 percent)

tCalculated In the context of the CAPM by multiplying the equily risk pramium by beta. Tha equity risk premium is estimatad by
the arithmetic mean total return of the S&P 500 (12.39 percent) minus the arithmetic mean incorng return component of 20-year
governmant bonds {5 22 percent) from 1926~2004.

Graph 7-2
Security Market Line versus Size-Declle Portiolios of the NYSE/AMEX/NASDAQ
19262004
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Beta Source: Center for Research in Security Prices. University of Chicago (decie data)
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Chapter 7

Further Analysis of the 10th Declle

The size premia presented thus far do a great deal to explain the return due solely to size in publicly
traded companies. However, by splitting the 10th decile into two size groupings we can get a closer
look at the smallest companies. This magnification of the smallest companies will demonstrate
whether the company size to size premia relationship continues to hold true.

As previously discussed, the method for determining the size groupings for size premia analysis
was to take the stocks traded on the NYSE and break them up into 10 deciles, after which stocks
traded on the AMEX and NASDAQ were allocated into the same size groupings. This same method-
ology was used to split the 10th decile into two parts: 10a and 10b, with 10b being the smaller of
the two. This is equivalent to breaking the stocks down into 20 size groupings, with portfolios 13
and 20 representing 102 and 10b.

Table 7-7 shows that the pattern continues; as companies get smaller their size premium increas-
es. There is a noticeable increase in size premium from 10a to 10b, which can also be demonstrated
visually in Graph 7-3. This can be useful in valuing companies that are extremely small. Table 7-6
presents the size, composition, and breakpoints of deciles 10a and 10b. First, the recent number of
companies and total decile market capitalizacion 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 a whole, however. The same holds true for comparing the 10th decile with
the Micro-Cap aggregation of the 9th and 10th deciles. The more stocks included in a sample the
more significance can be placed on the results. While this is not as much of a factor with the recent
years of data, these size premia are constructed with data back to 1926. By breaking the 10th decile
down into smaller components we have cut the number of stocks included in each grouping. The
change over time of the number of stocks included in the 10th decile for the NYSEAMEX/NASDAQ
is presented in Table 7-8. With fewer stocks included in the analysis early on, there is a strong pos-
sibility 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 oo low to still draw meaningful results even when broken down into subdivisions
10a and 10b. All things considered, size premia developed for deciles 10a and 10b are significant and
can be used in cost of capital analysis. These size premia should gréatly enhance the development of
cost of capital analysis for very small companies.

.

Table 7-6

size-Declle Portiolios 10a and 10b of the NYSE/AMEX/NASDAQ,
Largest Company and is Market Capitalization
September 30. 2004

Recent Decile Market Capitalization
Recent Number Market Capitalization of Largast Company Company
Decile of Companies {in thousands) {in thousands) Name
10a 532 $9B.581.341 $262.725 Mastec Inc
10b 1.261 £83.633.980 $143.916 Rex Stores Corp.

Note: These numbers may not aggregate to equal declie 10 figures.
Source: Center for Research in Security Prices. University of Chicago
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Table 7-7

Long-Term Returns In Excess of CAPM Estimation for Decile Portfolios of the
NYSE/AMEX/NASDAQ, with 10th Decile Split

1926~-2004
Realized Estimated Slze Premium
Arlthmetic Return In Return In (Return in
Mean Excess of Excess of Excess of
Beta* Return  Riskless Rate** Riskless Ratet CAPM)
1-Largest 0.91 11 39% 6 16% 653% -037%
2 104 1324% 802% 742% 080%
3 110 13 84% 862% 7 8B6% 075%
4 113 14 38% 8 15% 808% 107%
§ 116 14 96% 9 74% 8 30% 144%
<] 118 15 46% 10 23% 8 48% 175%
7 123 15.67% 10 45% 883% 161%
8 128 16 74% 11 51% 915% 236%
9 134 17 71% 12 48% 9 62% 2 86%
10a 142 19 95% 14 73% 1019% 4 54%
10b-Smaliest 189 25.13% 19 90% 10 00% 9 80%
Mid-Cap. 3-8 112 14 18% 886% 801% 095%
Low-Cap. 6-8 122 15 76% 10.54% B 73% 181%
Micro-Cap, 9-10 186 1897% 13 74% 972% 402%

“Betas are estimated from monthly portfolio total returns in excess of the 30-day U.S, Treasuty bill totat return versus the S&P
500 total returns In excess of the 30-day U S Treasury bill. January 1926-Decamber 2004.

~Historical riskless rate is measured by the 79-year arthmetic mean income return component of 20-year government bonds

{5 22 percent)

{Calculated in the conlext of the CAPM by muiltiplying the equity risk p
the arithmetic mean total return of the S&P 500 {12 39 percent) minus 1
governmeni bonds {5 22 percent) from 1926-2004

remium by beta, The equity risk premium is estimated by
he arithmetic mean income return component of 20-year

Graph 7-8
Security Market Line versus Size-Decile Portfollos of the NYSE/AMEX/NASDAQ, with 10th Decile Split
1926-2004
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Chapter 7

Table 7-8

Historical Number of Companies for NYSE/AMEX/NASDAQ Decile 10
Sept. Number of Companies '
1926 52°

1930 72

1840 78

1950 100

1960 108

1970 865

1880 685

1890 1.814

2000 1.927

2004 1,782

*“Ihe fewes! number of companies was 45 In March. 1826

Source: Center for Research in Security Prices. University of Chicage

Alternative Methods of Calculating the Size Premia

The size premia estimation method presented above makes several assumptions with respect to the
market benchmark and the measurement of beta, The impact of these assumptions can best be exam-
ined by looking at some alternatives. In this section we will examine the impact on the size premia
of using a 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 beta or an annual beta.

Changing the Market Benchmark

In the original size premia study, the S&P 500 is used as the market benchmark in the calculation of
the realized historical equity risk premium and of each size group’s beta. The NYSE total value-
weighted index is a common alternative market benchmark used to calculate beta. Table 7-9 uses this
market benchmark in the calculation of beta. In order to isolate the size effect, we require an equity
risk premium based on a large company stock benchmark. The NYSE deciles 1-2 large company
index offers a mutunally 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 9-10. The size premia analyses using
these benchmarks arg summarized in Table 7-9 and depicted graphically in Graph 7-4.

For the entire period analyzed, 1926-2004, the betas obtained using the NYSE total value-
weighted index are higher than those obtained using the S&P 500. Since smaller companies had
higher betas using 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 bench-
mark results in a value of 6.40, as opposed to 7.17 when using the S&P 500. The effect of the
higher betas and lower equity risk premium cancel each other out, and the resulting size premia in
Table 7-9 are slightly higher than those resulting from the original study.

4 Sum beta is the method of beta estimation described in Chapter 6 that was developed to better accouns for the lagged
reaction of small stocks to market movements. The sum bera methodology was developed for the same reason that the
size premia were developed; small company betas were too small to account for all of their excess returns.
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Besed upon Historical and Prolesiod Grewgh ln RPS. KPS, and BReSY

Proxy Group of S T A, Tumer
Water Companies

Amefican States Water Co
Artestan Resowses Corp.
Calfornia Waler Services Group
Middlesex Water Company
‘York Watet Company

Average

Proxy Group of Taree Vaks Lino
{Standard Editlon) Water
Lompatles
American Statos Watar Co.

Aqua Amedca, In.

Coklomis Water Seevices Group

Average

Proxy Group of Six € A. Tumer
WalerConpanies
Ametican Sttes Water Co

Aqua Ameiica, Inc.

Antestan Rasowces Corp
Califormia Water Semvices Group
Mididlzsex Water Company

York Water Company

Averago

Proxy Group of Three Valug Line
(Standand Etion) Watee

Companles.

American States Water Co
Agqua America, Ine,

Calfemia Waler Senvicet Group

Averagn

Conchnlon
Proxy Group of SkC A. Tumer
Waler Companiss

Proxy Group of Threo Valua Uno
(Standard Edglon) Water
Comoanies

Notes:

Unhed Water Idabe. Ine,
Indicaled Common equly Cost Rate Through Use of tho
Stngle Stage Discounted Cash Flow Model far
tho Proxy Group of Six ©. A. Tumer Waler Companies and the
andprd Egajon Water Comparios

1 H 3 4 ]
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Dividend Component Dividand Growih Rate Equity Coxt
Yieid (4} {2) Yield {3} 4 Rale (5)
35 % 01 % 30 % 42 % 8 %
20 0.3 21 1.4 12.2
33 0.1 34 58 9.2
34 0.1 kRS 52 er
a8 0.1 A0 3 73
3.2 ['A) 3.3 5.1 04
32 % b1 % 13 % 58 % ___y_l._lz_%lﬂ)
35 % 0.1 % 38 % 2 % 78 %
20 01 29 161 122
34 0.1 a5 52 87
30 % 0.1 % D1 % 8.5 % 10.5_% (0)
Bazed unon Prolected Geovihin KPS
1 H 3 4 5
Dividend Indicated
Average Growth Adpnted Comman
Dividend Componert Diddend Growih Rata Equiy Cost
Yieid (1) {2} Yield (3) {4} Rate (5}
is % 01 % 38 % 56 % ot %
20 (3] 21 84 1ns
33 01 24 a5 18
34 01 as a0 15
39 [:R] 40 8.0 10,0
3.2 X} 33 7.3 10.8
3.2 % 0.3 % 33 % 75 % 10.8_% (0)
35 % 01 % 38 % 55 % 9.1 %
20 04 21 94 ns
34 0.1 35 8.0 15
30 % 0.1 % 31 % 7.0 % 10.7_%(8)
0.4 %
10.8 %

(1) From pape 20 of this Schedue. f.o., Scheduls {(PMA-C) {Updated).

(2) This mflects a growth rate component oqual te ane-half tho cancluzion of grawth rale {frem
prgo 21 of this Schedule, |.e., page 1 of Schedule (PMA-7) (Updated) ) ¥ Columin 1 to refiact
the periodic paymeet of diddends (Gerdon Model) av opposed to the corlinuous payment
Thus. for AmeHcan States Water Co.. 0.5% x {172 x5.5% ) = 0.1%

{3) Cohuvm 1 4 Cokrmn 2.
(4) From page 21 of this Schedule. Le.. page 1 of Schedule (PMA-T) (Updated).
{5) Column 3 + Column 4.

(G) Indludes only those indicaled cammon equity cost rates which are preater than !LS%,LQ., 200
basis points above the prospective yield on A rated Moady's public wilky bonds of 6.5% (from
page 2D of this Scheduio. i.0.. pags 1 of Schedids (PMA-9 (yg.nmi)\‘

Exhibit No. 12

Case No. UWI-W-04-04

Pauline M. Ahern, AUS Consultants
Schedule (PMA-5), Page 1 of 1
(Updated)

Exhibif No. 18

Case No. UWI-W-04-04

Pauline M. Ahermn, AUS Consultants
Schedule (PMA-17), Page 19 of 43




United Water Idaho, Inc.

Derivation of Dividend Yield for Use in the
Discounted Cash Flow Model

Proxy Group of Six C. A Turner Water
Companies

American States Water Co.
Aqua America, Inc.

Artesian Resources Corp.
California Water Services 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 Services Group

Average

Dividend Yield
Average

of Average

Spot Last3 Dividend
{04/29/04) (1) Months (2) Yield (3)

35% 35% 35%
1.9 21 20
33 32 33
3.4 34 34
39 38 39
3.1 3.2 3.2
32 % 3.2% 32%
35 35% 35%
19 21 20
34 34 34
29 % 3.0% 3.0 %

Notes: (1) The spot dividend yield is the current annualized dividend per

@

3

Source of Information;

share divided by the spot market price on 04/29/04.

The average 3-month dividend yield was computed by
relating the indicated annualized dividend rate and market
price on the last trading day of each of the three months
ended April 28, 2005

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.

Standard & Poor's Compustat Services, inc., PC Plus
Research Insight Database
finance.yahoo.com
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CAPITAL STRUCTURE as of 12/31/04
Total Debt $884.2 mill. Puc In § Yrs 5221.6 mil
LT Interest S40.0 mill

Pension Assets-12/04 $115.3 mill.

Ptd Stock None

Ohlig $17

Common Stack 85,475,161 sharos
as of U18105

MARHET CAP: $2.5 billion {Mid Cap)
CURREL?:J' POSMION 2002
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45

Othi
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11 mil.
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389%

520%
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19.8
414%
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2
406%
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529%
46.7%
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0%
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1T%

4017
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14%
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00%
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45.0%
540%
1550

3672
§7.3
39.3%
22%
5t4%
48.6%
1355.7
16243 | 20008
64%
10.2%
10.2%
4.2% 5.0% [Rotalned {0 Com Eq
59% §3% 1Al Dhv'ds fo Nel Prof

490
850
40.0%
5%

4004

52.0%
1525
225
15%
1204

12.0%
55%

Revanuss {$mill)
Net Profit ($mill)
Incoma Tax Raia
AFUDCG % to Net Profit
Lang-Term Dett Ratio
Common Ratlo
Total Capital {$mll)
Net Plant {$mil
Roturn on Total Cap’l

10.7%

BUSINESS: Aqua America, Inc is the holding company for walzr
and wastewaler uffiios thal serve appraximalely 2.5 miion fosi-
dents in Peansyivania, Ohia, New Jorsey, Illincis, Maine, North
Carotina, Texas, Florida, Kenlucky, and five other states. Divested
theee of four non-waler businesses iy "9%; telemarkeling group in

7103; and olhers. Water supply ravanues '04: residenfial, 60%;
commercia), 15%: indusirial & other, 25%. Officrs and direclors
own 1.5% of the common stock {4105 Praxy). Chairman & Chief Ex-
eculive Officor: Nicholas DeBenedict: ied: Pennsylvani

Addross: 762 Wast Lancaster Avenur, Bryn Mawr, Pennsylvania

°B3; and others. Acqui Waler, 489; Aq

18010, ‘Telephona: 630-525-1400. Inteme: www.aquaamarica.com.

274
364%

We look for Aqua America to realize

sl
ol . 5¥rs
Revanues 55% 75%
“Cash Flow'
Eamings

Dividends

Book Value

to

9.5%
9.0%
55% B5

85% 105%

9.5%
8.5%

Past Est'd '02°04

'08-10

0%

an earnings gain of asbout 12% in the
current year, following similar increases
in 2004. Continued growth will likely stem
from further acquisitions and some rate
increases. The company could alse benefit
from a long hot summer, as reservoirs in

GUARTERLY REVENUES ($ mil)

Mar31 Jun30 Sep.30 Dec.it

the Northeast are at or near capacity
thanks to 8 wet winter, which will enable

M7 W6 919 818

805 834 1021 1012

998 1065 1203 1154
10 120 130 130
120 1% Mo 13§

the utility to meet customer demand from
its own facilities.

Monagement has been fairly success-
ful in securing rate increases. A pend-
ing North Carolina case will yield a $3.2

EARNINGS PER SHARE A0
Mar.31 Jun36 Sepl0 Dec.3t

1 1% 25 17
15 18 24 18
17 19 % A
19 23 21 ¥
25 30 28

million increase if granted in full. We be-
lieve a realistic decision will be reached,

—21 based on previous outcomes in that state.

Utility commissions are more apt to award
increases due to rising capital costs rather
than operating expenses. Its ability to
lower the ratio of expenses te revenues im-

QUARTERLY DIVIDENDS PAID 8 »
Mar,31 Jun30 Sep.30 Bec.3t

2005

presses the commission.
The company is further ecxpanding

B9 0% 058 106
106 106 106 112
w2 1 12 12
12 12 12 13
A3

through acquisitions. WTR completed
eight purchases in the first quarter of
2005. We expect a similar rate of expan-
sion throughout the year. Most of these op-

erations are located in Pennsylvania and

New Jersey, areas in which the company
already has & strong presence. It is likely
to file for additional rate hikes, reflecting
the cost of hose acquisitions. Also, three of
these purchases represent Agqua’s first
venturc into the specialized area of
wastewater treatment. It will enable the
company to provide internal sludge haul-
ing and collection system maintenance for
ite own treatment facilities in south-
eastern Pennsylvania. If this allows
tifﬂxter cost contrel, it may be applied to
ather geographic regions as opportunity al-
lows, perhaps providing a new source of

earnings.

This stock’s Price/Earnings ratio is
somewhat above its 15-year median.
Consequently, despite decent earnings
growth prospects, this equity’s appreci-
ation potential to 2008-2010 is unatirac-
tive But acquisitions of additional small
water utilities will likely continue. The
company has typically been able to in-
crease returns on those operations, due to
its larger size and lower capital costs. Ac-
cordingly, our projections might well prove

conservative.
Marc Denton April 29, 2005

{A) Primary shares oulstanging through ‘86;
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Obllg, $87.6 mill

as of 3/4/05

CAPITAL STRUCTURE a3 of 12/34/04

Tolal Dobt 52748 mil Dupin5 Vs S11.0mil.
LT Debt $274 8 mil.
(LT intorest eatnod: 3.8x tolafink cov: 3.4%)
Penslon Assets-12104 $75.1 mil.

Ptd Stock $3.5 mil.
139,000 shares, 4 4% cumulative (325 par).

Commen Stock 18,372.486 shs.
MARKET CAP: $600 milllon {Small Cap}
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QOther
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CURRENT POSITION
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6.8%

90%

34
0.0
40.0%
K
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50.0%
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850
6.5%
10.0%
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0%
%

365

350
40.0%
Ny

3156
%0
'396%
486%

50.6%

565.9

800.3

61%
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9.0%
18%
80%

Revanues ($mil

Net Profit (S}
Incomo Tax Ra
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Long-Torm Debt fafio

Commeon Ratle

™ £50 {Total Capital (3mil]
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62% {A Div'ds to Not Pro!

18.8

e BUSINESS: Caldomia Waler Satvica Group provides regqulaled and

nonragulated walor service to over 2 milion people {451,800 cus-
tomers) In 75 communities in Califoia, Washington, and Now
Maxico. Main senvice arcas: San Francisco Bay area, Sacramanlo
Valley, Safinas Vallay, San Joaquin Valley & paris of Los Angeles.
Acquired National Uiy Company (5/04); Rio Granda Corm.

>
e
P

w2 .ﬁl
o~ O

73
32.5

43.0 A
3.6

9.5

o

{11/00). R breakdown, ‘04 iad, 70%; 18%;
public awlhordies, 5%; industial, 4%; othar, 3% 04 reporfed
deprec. rate: 23% Has aboul 837 employees. Chalman: Robert
W. Foy. Presidunt & CEO: Peler C Nelson. inc.: Delaware, Ad-
dress; 1720 North Firsl Street, San Jose, California 854124588,
Telaphona: 408-367-8200. Intomat: www.calwaler.com.

250% 218% Changes within the California Public

ANNUAL RATES
of change {per sh)
Revenues
"Cash Flow’
Eamings
Dividends

Book Valve

Past
Y.
30%

20%
0.5%
20%
25%

Past Est'd '02-04

pa Utility Commission (CPUC) paint a
s,

brighter picture for California Water
Service Group going forward. The com-
pany has been {orced to deal with regu-
latory delays from the board for years, as
general rate case requests often remained

Cal-
endar

QUARTERLY REVENUES {$ mill}
Yar.31 Jun30 Sep.3d Decdt

in limbo for up to two years. However, two
of the main adversaries to rate increase

2002
2003
2004
2005
2006

517
513
60.2
65.0
7510

609

696
694
80.0
850

692
680 882
8y 971
900 105
950 110

814 requests stepped down earlier this year
ond were replaced with more business-
friendly candidates. The landscape has al-
ready improved, as CWT received approval

to increase rates on an annual basis by

EARNINGS PER SHARE A&
Mar3 Jun30 Sep3D Decdt

$4.1 million effective January, 2006. The
company is currently awaiting a decision

]
4.05
08
A0
A5

43
30
59
&0
.63

50
53
89
65
57

on its 2004 general rate case for eight dis-
tricts, totaling $26 5 million.

However, there are some concerns
looming. Barlier this year, the Office of
‘Ratepayer Advocates (ORA) took issue

150

a0 17

28
28

281
283
285

QUARTERLY CIVIDENDS PAID &
Mar.31 Jun30 Sep30 Decit

Full
Yoar
112
112
112
i1

with CWT's land sale program. The CPUC
branch, responsible for locking out for
ratepayers, charged that CWT viclated the
California Water Utility Infrastructure
Improvement Act of 1995, challenging its
land sales since 1996. It recommended
that the company pay a small fine and

28
2

281
283

279
28

281
283

pit]
28

281
283

that an unspecified portion of the $19.2
million in gains from these sales be allo-
cated for the benefit of the ratepayers. The
company denies the charges. The CPUC
does oot have to toke the ORAls advice,
but this is the first case of this nature,
making timeline and eutcome of a resolu-
tion difficult to pin down. We expect the
claim to slow earnings growth until the
matter is concluded, though As a result,
we have lowered our 2006 earnings es-
timate by a dime, to $1.60 a share.
Growth-minded investors will want to
look elsewhere. These untimely shares
are likely to underperform the broad mar-
ket out to late decade., Besides the un-
certainty surrounding the motion by the
ORA, profits will likely be thwarted by
ongoing share and debt issuances, a prod-
uct of rising infrastructure costs.
However, Cal may interest those look-
ing for some income. The company of-
fers an above-average dividend yield. And
the recent dividend hike marks the 38th
consecutive year that it has increased its
payout. Risk-averse investors should like
the stack's 2 (Above Avernge) Safety rank.
Andre J. Costanza April 29, 2005

a9

Basic EPS. Exd. nasrecurting gain {lossk
{78) '01, 4¢; Q2 °02, B¢. Next samings
report due lale July.

T{B} Dividends historicaly padl i midFeb.,
ay, Aug.. Nov » Div'd reinvestment plan
avadabla,

B

gc) Incl. deferred charges in ‘04: $54 3 mill..
96/sh,

{n millns, adjusted for splt
May nof total dus lo change in sharon,
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Stock's Price Stability
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Eamings Predictabillty
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© VALUE LINE PUDLISHING, INC| 1896 1997 1980 | 1999 2000 4001 ‘2002 2003 | 2004 |  2008/2006
SALES PER SH ) 452 472 439 535 539 587 598 612 628 )
“CASH FLOW™ PER SH o4 102 102 118 .89 118 120 115 128 .
EARNINGS PER SH 80 67 ! 76 51 66 73 61 73 79ABMNA. .
DiV'DS DECL'D PER 5H .56 57 .58 £0 61 62 63 83 £6 T
CAP'L SPENDING PER SH 73 120 268 233 132 125 159 187 263
BOOK VALUE PER SH 5.85 6.00 6.80 6.95 6.98 &AL 7.39 7.60 .838 | ...
COMMDN SHS OUTST'G (MILL) 8.41 8.54 9.82 10.00 10.11 1017 10.36 10.48 1136 .|, .-
AVG ANN'L P/E RATIO 144 134 152 17.6 287 246 235 30.0 264 a2 4/NA
RELATVE PIE RATIO 80 77 79 100 187 126 128 17 139
AVG BNN'L DWD YIELD . 6.4% 6.3% 5.4% 4.4% 4.2% 3.8% 7% 3.5% 3.4% : ;
SALES (SMILL) 380 a03 431 535 545 596 619 64 1 7o Hold figuras
OPERATING MARGIN 36.0% 37.2% 37.0% 33.9% 92.2% | A72% 47.1% 44.0% 44.4% | are cons
DEPRECIATION {SMILL) 29 31 38 43 49 53 50 56 6.4 eomnings
NET PROFIT {SMILL) 52 59 65. 7.9 5.3 7.0 7.8 6.5 8.4 - ostimates
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12/31/04] 09 5 28 19 {73 (¢ ol ties, Inc. and Scuthern Shores Water Company, LLC, offer
eRs) g2 M 28 Lo;‘f;ﬁgnmz?oi“ AND EQUITY water services to retnil cusiomers in New Castle. Kent, and
Cal | QUARTEALY DIVIDENDS PAID | Full Sussex Counties. Has 220 employces Chairman: J. Richard
endar | 1Q 30, 40 |Yesr| Total Debt $1274mil  Dueln5Yrs $194mil | Tompkins. Inc.: NJ Address: 1500 Ronson Road, Isclin, NI
02 | 156 158 18 161 | e | L DCBSTISS T e None 08830 Tel.: (732) 634-1500.  Intemet:
gggi :g; :g; :g; :gg g5 | nesina tap. (54% of Capl) hup:/lwww.middlcscxwaler.com. A.O.
66 -
2005 | 169 Leases, Uncapltalized An'r.wal tentals El'one April 29, 2005 .
Perislon Liabllity $5.5 mil. in ‘04 vs. $5.4 mill in 03
INSTITUTIONAL DECISIONS .. | TOTAL SHAREHOLDER RETURN .
2004 3004 4Q'p4 | Pld SlockSiimd Pid Biv'd Pald 5.3 il Dividends plis appmr:mllnn a5 of ¥31/2005
10 Buy 19 12 16 {2% ol Caph) . .
1o Sefl 1 - 12 . 3 Mos. 6 Mos. 1Y 4 Yrs. 5 Yrs:
LHIFS(000) . jgen .. 182 1881 Common Stock 11,358,772 shares " Bava- .00 o137 — ———
S {44% of Cap'l) .09% <8.13% 15.07% . 48,21% .

n,
JeeJ tor qanseaticg of m:mm any prated or elocvreric pubbicalon. sordcn of

infemal use. Mo part
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YORKWATER €0 nocam T 00,011, 30,2385 1 5010 289
i I - ~ T

AN | TS uE U8
PERFORMANCE 2 Avarago TEGENDS : .
Above —~— 12 Mos MoV Avgy [T LY LRI Y 18
Technical 2 Avemge || -« Ral Prico Strength T z
A 2-for-1 split §/02 ] 1 13
SAFETY 3 fvormga L Sheced e ccales . .
‘ . . o ~8
BETA 55 {1.00 = Markot) N A . .
L R
- s 4
Financiol Strength B+ - 3
Price Stablllty 70 —
Prite Growlh Peraisience NMF R
Sarrings Predictatllity  NMF — i w’,’f
: : - T T T
© VALUE LINE PUBLISRING, INC.| 1996 1997 "898 1989 | . 2000 2002 2003 2004 2005/2008 _
REVENUES PER 5H - - - 6.07 307 325 327
“CASH FLOW" RER SH - - - - 1.79 86 97 98 .
EARNINGS PER SH - - 124 &0 70 73 80*2/87%
DIV'D BECL'D PER SH - - - - 98 53 55 .58 L
_CAP'L SPENDING PER SH - T - - BEAR 55 161 376
BOOK VALUE PER SH - - - - 10.66 5.85 6.08 6.98 .
COMMON SHS OUTST'G (MILL} = - - - T304 6.36 6.42 6.89 i
AVG ANN'L, PJE RATIC - = P = - 269 245 267 2757253
RELATIVE PJE RATIO - - - - - 147 140 138 .
AVG ANN'L DIVD YIELD - - - - - 4.3% 3.3% 3.2% 31%
REVENUES (SMILL) - - - - 185 104 196 209 225 Bold figurca
NET PROFIT (SMILL) - - - - 3.8 4.0 3.8 4.4 4.8 8rg conaonsus
NCOME TAXRATE = - - S 35.7% 35 8% 34 9% 34 8% 36 7% oamipgs
AFUDC % TO NET PROFIY - - - - - 2.2% 3.7% - - 1 estumates
LONG-TEAM DEBT RATIO o = - - 50 2% 47 7% 46.7% 43 4% 425% | ond, using the
COMMON EQUITY RATIO - - - - 43.8% 52.3% 53.3% 56.6% 57.5% | rocant pricos,
TOTAL GAPITAL {SMILL) - - T - €52 686 699 5.0 816 PIE ratlos.
NET PLANT (SMILL) - - - - 97.0 102.3 106.7 116.5 140.0
RETURN ON TOTAL CAF'L - - - - 75% 7 5% 7 4% 85% 7.6%
RETURN ON SHR. EQUITY - - - - 116% 112% 102% 114% 100%
RETURN ON COM EQUITY - - - - 11.6% 11.2% 102% | - 11.4% 10.0%
RETAINED TO COM EQ - - - - - 25% 25% | °© 13% 2 6% 21%
ALL BIV'DS TO NET PROF ~ - - - 78% 78% B8% % 79%

AN, of analysts changing eam. est. in last 16 days: 0'up, O dewn, consensus 5-yoar eamings growih 7.3% per year. BBased ugon 2 analysis' astmates. SBased upon one analyst's esimale. -

ANNUAL RATES ASSETS (smill) 02 2003 \DUSTRY: ‘Water Utility -

of change fper shars) . BY¥es.  1Yr | Cash Assets 8 b 2 . -

f‘é:::"é: ) - “73}:» Receivables 28 a2 37 | BUSINESS: York Water Company engages in the im-

Eamings o ) - e gmrlw : ) 3 »g 1 pounding, purification. und distribution of water in York

Dividends 5% | o on Assots 37 vy —-3'—5 County, Pennsylvania The company has two reservoirs;

Book Valee - M y ) Lake Williams and L ake Redman, which together hold up to
Fiacal | QUARTERLY SALES (&} | Full Pm:eﬂy.?lem . ) 275 bnllit?n g:}llons of water. It supplies water for domestic,
Year | 10 20,3 4Q |Year Accugug'v. at cost 15’;’(7, };g.é lgig commercial. industrial. .nnd firc protection purposes. The
32| 47 . 49 53 47 |195| NelPropany 1057 1985 1400 company serves approXimately 149,000 people in 31 mu-
13| 48 50 56 63 |209 | Otver 80 68 113 | nicipalities in York County, Pennsylvania I supplies

Jreswed| sa 55 | s5 61 |225| Towl Assels 84 1275 1561 | through the company’s own distribution system to the city
12033105 ’ . . of York; the boroughs of New York State In March, York
Flscal | EAANINGS PER SHARE | Ful 2&?‘;}:&&?“““ . .5 | Water Company entered into an agrcement to acquire the
“Year | 16 20 30 4Q Year| pentpus 28 99 163 | water system of Spring Grove Bortugh that sérves custom-
Yomuorl 1 1 23 15 | & | Other 20 _24 31 | ers in York County In the same month, the company also

120102 14 15 18 13 | g0 ] Curent Liab 55 140 212 | agreed to acquire the water system of Mountain View Water
123103 12 B 2 18 {70 Company that serves customers and a 220-unit mobile home
1231041 18 16 1B 21 park in Conewago Township, York County Has 95 employ-
tosis| 92 & ‘-0:‘3;151'2‘%’1?9?7 AND EQUITY ecs. Chairman: William Morris. Inc : PA Address: 130 East

Cal- | QUARTERLY DIVIDENDS PAID {Ful) Market Street. York, PA 17405 Tel: (717) 843-36D1.
ondor | 10 20 30 40 |Year| TolalDent$519m#  Duein§Vrs $19.2mi | Internet: hup:/www.yorkwater.com.

2002 13 13 13 I gcﬂ%?; ss!:sa'\E m&uses STDmil . ‘ . .

2000 | 135 195 105 135 |54 Cha 3% of Capl) A0

2004 | 145 145 145 345 | 6B m I ; :

a00s | 15 {Leases, Uncapltslized Annual rentals None . April 29. 2005

Penslor Lighility $3.0 mill in ‘04 vs. Non in 03 -
INSTITUTIONAL BECISIONS ) TOTAL SHAREHOLDER RETURN | )
2004 3091 4Q'0q | Pid Stock Nene. Pid Div'd Paid Nens Dividends plus sppieclation as of ¥31/2005 .
:g ::g é i ; Common Stock 6.887.047 shares caot 3 Mos 6 Mos. 1Ye. AVYss. 5Yrs.
% al i
Hid's{ooo) 541 430 443 el T 11.61%

$2005 Valua fina Publching, Inc. AR ngm tescrved, Facual matetial is chtalned Irom scurces bobioved (o e reSabla and is provided withcut warmanties ol 3oy Kisd,
- THE PUELISHER !5 HOT RESPONSIBLE FCR ANY ERRORS OR CMISSIORS HERE!N, This puteatlon is sirictly for ib0:'s G, at, wtemal uso. Ho part
n_l iy 93 mmd:ed. 5o, stored ar Irancreted in any prinied, eleckenc of otet form, of veed for guterateg 6 muketng any pated of eleetrens utheaton, s6rved of product
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Line
No.

Notes:

United Water ldaho, Inc.

indicated Common Equity Cost Rate
Through Use of a Risk Premium Model

Using an Adjusted Total Market Approach

Proxy Group of Three Value
Proxy Group of Six C. A. Line (Standard Edition)
Tumer Water Companies —___Water Companies ____
Praspective Yield on Aaa Rated
Corporate Bonds (1) 61 % 61 %
Adjustment to Reflact Yield Spread
Between Aaa Rated Corporale
Bonds and A Rated Public
Utifity Bonds 04 (2) 0.4 (2
Adjusted Prospective Yield on A Rated
Public Utility Bonds 65 % 65 %
Adjustment to Reflect Bond
Rating Difference of Proxy Group 0.0 (3) 0.0 (3
Adjusted Prospective Bond Yield 65 65
Equity Risk Premium (4) 4.3 4.4
Risk Premium Derived Common
10.8 %

Equity Cost Rate 10.8 %

(1) Derived in Note {3) on page 33 of this Schedule, i.e., page 6 of Schedule (PMA-9) (Updated).

(2) The average yield spread of A rated public utility bonds over Aaa rated cotporate bonds of 0.43%,
rounded to 0.4% from page 31 of this Schedule. i.e., page 4 of Schedule (PMA-9) {Updated).

(3) No adjustment necessaty as the average Moody’s bond rating of the proxy group Is A2.
(4) From page 32 of this Schedule, i e., page 5 of Schedule (PMA-8) (Updated)
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Pauline M. Ahern, AUS Consultants

Schedule (PMA-8), Page 4 of 9
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‘United Water Idaho, Inc.

Judgment of Equity Risk Premium for
the Proxy Group of Six C. A. Turner Water Companies and the
Proxy Group of Three Value Line (Standard Edition) Water Companies

Line
No.

1. Calculated equity risk
premium based on ths
total market using
the beta approach (1)

2. Mean equity risk premium
based on a study
using the holding period
retums of public utilities
with A rated bonds (2)

3. Average equity risk premium

Proxy Group of Three
Proxy Graup of Six C. Value Line (Standard
A. Tumer Water Edition) Water
Companies Companies
43 % 46
4.2 4.2
43 % 4.4 %

Notes: (1) From page 33 of this Scheduls, i.e., page 6 of Schedule (PMA-8) (Updated).
{(2) From page 350of this Schedule, i e., page 8 of Schedule (PMA-9) (Updated)
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Line
No.

Notes:

United Water ldaho, inc,

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

Asithmetic mean total retum rate on
the Standard & Poor’s 500 Composite
Index - 1926-2004 (1)

Arithmetic mean total return rate on

Aaa and Aa Corporate Bonds
1926-2004 (2)

Historical Equity Risk Premium

Forecasted 3-5 year Total Annual
Market Return (3)

Prospective Yield an Aaa Rated
Corporate Bonds (4)

Forecasted Equity Risk Premium

Average of Historical and Forecasted
Equity Risk Premium (5)

Adjusted Value Line Beta (6)

Beta Adjusted Equity Risk Premium

Proxy Group of Three Value
Proxy Group of SixC. A. Line (Standard Edition) Water
Turmer Water Companies Companies
124 % 124 %
(6.1) 6.1)
63 % 63 %
123 % 123 %
(6.1) (6.1)
6.2 % 62 %
1 P
63 % 63 %
0.68 0.73
43 % 46 %

(1) From Stocks, Bonds, Bills and Inflation - 2005 Yearbook Valuation Edition, Ibbotson Assoclates, inc ,

Chicago, IL. 2005

(2) From Moody's Industrial Manual and Mergent Bond Record Monthly Update.
(3) From Note 1. page 39 of this Schedule. i .. 3 of Schedule (PMA-10) (Updated).

(4) Average forecast based upon six quarterly estimates of Aaa rated corperate bonds per the consensus of
nearly 50 econamists reported in Blue Chip Financial Forecasts dated May 1. 2005 (see page 34 of this
Schedule. i.e.. page 7 of Schedule (PMA-8) (Updated)). The estimates are detailed below.

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

Average

55 %
58
6.1
6.2
64
6.4

61 %

(5) Average of the Historical Equity Risk Premium of 6 3% from Line No. 3 and the Forecasted Equity Risk
Premium of 6 2% from Line No. 6 ((6.3% + 6.2%) / 2 = 6.25%, rounded to 6.3%).

5) From page 36 of this Schedle. i.e., page 9 of Schedule (PMA-8) (Updated)
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[2 W BLUE CHIP FINANCIAL FORECASTS M MAY 1, 2005 |

Interest Rates
Federal Funds Rate
Prime Rate
LIBOR, 3-mo.

Commercial Paper, 1-mo.

Treasury bill, 3-mo.
Treasury bill, 6-mo.
Treesury bill, I yr.
Treasury note, 2 yr.
Treasury note, 5 yr.
Treasury note, 10-yr.
Treasury note, 20 yr.
Corporate Aan bond
Corporate Ban bond
Siate & L.ocal bonds
Home morigage mic

Key Assumptions
Major Currency Index
Real GDP

GDP Price Index
Consumer Price Index

ndividual panel members' forecasts ore on pages 4 through 9. Bi
available from The Wall Street Jounal. Definitions reporied here are sume s
the U S. Federal Restrve Bonrd's Major Currency Index is from FRSR H.100ond G 5 Historieal
nomic Analysis {BEA). Consumer Price Index (CPT) history is from the Departmeat o

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

- History Consensus Forecasts-Quarterly Avg.
- Average For Week Ending—— -—Avernge For Month—— LatestQ | 2@ 3Q 4Q 1Q 2Q 3Q
Apr22 AprlS Apr8 Aprl Mar,  Feb. Jan. 102005 | 2005 2005 2005 2006 2006 2006
278 276 2381 277 263 250 228 247 30 34 38 40 42 43
5.75 515 575 5.15 5.58 549 525 544 60 64 68 170 72 13
316 314 312 3.10 3.02 282 267 284 32 37 40 42 44 4S5
289 281 274 274 267 249 233 250 30 35 38 41 43 43
2.90 27 278 2.82 2.80 258 237 258 30 34 38 40 42 43
313 315 313 3.15 3.09 285 268 287 33 37 40 42 43 44
328 332 333 338 330 3.03 286 306 35 39 42 44 45 46
357 3.65 374 384 373 338 322 344 38 42 44 46 47 48
390 402 413 424 417 377 . 388 42 45 47 49 50 50
4.26 437 448 455 450 417 422 430 45 48 50 581 53 53
463 479 487 493 4389 461 41 476 49 52 54 55 586 56
521 536 543 544 540 520 536 532 55 58 61 62 64 64
6.01 608 613 6.17 6.06 582 6.02 597 62 65 68 170 71 72
4.42 445 456 461 457 435 441 444 46 48 50 51 52 53
5.80 591 593 6.04 593 563 5N 576 60 63 65 66 67 68
History Consensus Forccasts-Quarterly Avg,
2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q* 20 30 4Q 1Q 20 3Q
2003 2003 2003 2004 2004 2004 2004 2005 12005 2005 2005 2006 2006 2006
90.8 207 878 853 88.0 865 819 813 | 807 802 797 796 797 79.9
41 74 42 4.5 33 4.0 38 31 34 35 35 34 34 34
11 14 16 28 32 14 23 33 25 21 21 23 22 22
04 22 0.9 40 44 L7 34 25 33 25 25 25 26 25

U.S. Treasury Yield Curve
Week shded Aprl 22, 2005 and Year Agova.
2Q 2005 and 30 2006 Consensus forecasts

700 — 7.00
650 3+ Yoot Ago . 650
8.00 J. —¥—Weck endod 4122/05 + 600

| 8 Consensus 3Q 2006 k550
+ e CaisENSUS 2Q 2005 : 5.00
3 S A 5D

4 4.00

Basis Folnts

+ 350
4300
+ 250
4200
£ 150
1.00 4 + 1.00
0.50 + + + — + 050
3mo Emp 1yt 2yr . Syr 10yr 20yr
Matutitles
Corporate Bond Spreads
As of woek ended Aprit 22. 2005
400 400
375 + L 375
450 1. Baa Corporate Bond Yield j \ [ 350
3251 minus 10-Year T-Bond Yield }\) l/ \,\ 325

s0 3 Ana Corporate Band Yield - 50
zg + X X minus 10-Yoar 7-Bond Yield 35
1897 1998 1899 2000 2001 2002 2003 2004 2005

storical data for interest rates except LIBOR is frors Federul Reserve Release (FRSR) H.15. LIBOR quotes
those in FRSR H.15 Treasury yields ar yeported on a constont moburity basis. Histarical data for
1 data for Real GDP and GDP Chuined Price Index are from the Bureau of Bco-
{ I.obor's Burcou of Labor Statistics (BL-S).

U.S. 3-Mo. T-Bills & 10-Yr. T-Note Yield

{Quarierly Average) History Forpenst

1 10-Yr. T-Nots

750
- 7.00
- 650
L 8.00

Conssnsus .
+ 550
\: é 4 500
4 450
/—\/_\/\u s s

K Ve
) 7 % 35D
"'\ Consonsus w1 -,-// - 3.00

250 Yield £ 250
200 4 « / 4200
N—
150 4 / £ 150
3-Month T-Bill Yield . y
1.00 3 o R— +100
Y= P PEE——— R R S S S s el S
1Q 1 1Q 1 1Q 1 1Q hit} 1Qa 10
1897 4BOB 1999 2000 2007 2002 2003 2004 2005 2006
U.S. Treasury Yield Curve
As of week ended April 22. 2005
40D 400
ggg ES i E 375
3T 10-Yoar T-Bond Yield & 1B F 322
300 3 minus 3-Manth T-Bill Yield \ £ 30n
: v
- \ '\ F225
i b
3 P (35
75 - \A\ »tjw, "( i .:1: ;gn
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United Water Idaho, 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.
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Proxy Group of Six C. A
Turner Water Companies

United Water Idaho, 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

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

0.70
075
NA

- 075
0.65
0.55

0.68

0.70
075
0.75

0.73

Source of Information: Value Line Investment Survey,

April 29, 2005
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Line
No.
1 Risk-Free Rate (1)
2. Average Company-Specific
Market Premium (2)
3. Capital Asset Pricing Model
Derived Company Equity
Cost Rate
4. Risk-Free Rate (1)
5 Average Company-Specific
Market Premium (2)
6. Capital Asset Pricing Mode!
Derived Company Equity
Cost Rate
7 Conclusion

United Water {daho, Inc.

of the Capitat Asset Pricing Model for
the Proxy Group of Six C. A. Turner Water Companies and the
Proxy Group of Three Value Line (Standard Edition) Water Companias

Proxy Group of Three Value Line

Proxy Group of Six C. A. (Standard Editien) Water
Turmer Water Companies Companiles

Traditional Capital Asset Pricing Modal

54 %

48

102 %

54 %

52

10.6 %

Emplrical Capital Asset Pricing Model

54 %

54

10.8 %

105 %

54 %

5.7

111 %

108 %

Notes: (1) Daveloped in note 2 of page 39 of this Schadule, i e., page 3 of Schadule {(PMA-10) {(Updated)
(2) Developed on page 38 of this Schedule. i 2., apge 2 of Schedule (PMA-10) (Updated).
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United Water idaho, Inc.
Indicated Common Equity Cost Rate Through Use

of the Capijtal i Moda!
Company-Specific CAPM Result
Value Line Risk Premium Including
Adjusted Based on Market Risk-Free
Beta Premiumof 7.1% (1) Rate of 54% (2)

Traditional Capital Asset Pricing Model (3

Proxy Group of Six C. A Tumer
Water Companies

American States Water Co. 0.70 50 % 104 %

Aqua America. Inc. 0.75 53 10.7

Artesian Resources Corp. NA NA NA

Califomia Water Service Group 075 53 107

Middlesex Water Company 065 486 : 100

York Water Company 0.55 39 9.3
Average 0.68 48 % 10.2 % (3)

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

Amarican States Water Co. 070 50 % 104 %

Aqua America, Inc. 0.75 53 10.7

California Water Service Group 0.75 53 . 10.7
Avarage 0.73 52 % 10.6 % (3)

Empirical Capital Asset Pricing Model (5)

Proxy Group of Six C. A. Turer

Water Companies

American States Water Co. 070 55 % 108 %
Aqua Amaerica, Inc. 075 58 11.2
Artesian Resources Corp. NA NA NA
California Water Service Group 075 58 1.2
Middlesex Water Company 0.65 52 106
York Water Company __ 055 4.7 10.1

Average 0.68 54 % 10.8 % (3)

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

American States Water Co. 070 55 % 109 %
Aqua America, Inc. 0.75 58 12
Califomnia Water Service Group 0.75 5.8 11.2

0.73 5.7 % 111 % (3)

See page 39 for notes.
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Notes:

m

@

(&)

4

(5

United Water idaho, Inc.
Development of the Market-Required Rate of Return on Common Equity Using
the Capital Asset Pricing Model for
the Proxy Group of Six C. A. Turner Water Companles and the
Proxy Group of Three Value Line (Standard Edition) Water Companies
Adjusted to Reflect a Forecasted Risk-Free Rate and Market Retum

From the three previous month-end (Feb. ‘05 — Apr. '05), as well as a recently available (Apr, 29,
2005), Value Line Summaty & Index, a forecasted 3-5 year total annual market return of 12.3% can
be derived by averaging the 3-month and spot forecasted total 3-5 year total appreciation, converting
it.ir;éo an annual market appreciation and adding the Value Line average forecasted annual dividend
yield.

The 3-6 year avgmge total market appreciation of 50% produces a four-year average annual
return of 10.67% ((1.50%) - 1). When the average annual forecasted dividend yield of 1.67% Is
added, a total average market retumn of 12 349, rounded to 12.3%, (1.67% + 10.67%) is derived.

The 3-month and spot forecasted total market return of 12 3% minus the risk-free rate of
5.4% (developed In Note 2) is 6.9% (12.3% -~ 5.4%). The Ibbolson Associates calculated market
premium of 7 2% for the period 1926-2004 results from a total market return of 12.4% less the
average income return on long-term U.S. Government Securities of 5.2% (12.4% - 5.2% = 7.2%).
This is then averaged with the 6.9% Value Line market premium resulting in a 7. 05%, rounded to
7.1% market premium. The 7.12% markel premium is then multiplied by the beta in column 1 of
page 38 of this Schedule , i e., Schedule (PMA-10), page 3 (Updated)

Average forecast based upon six quarterly estimates of 20-year Treasury Bond yields per the

consenstis of nearly 50 economists reparted in the Blue Chip Financial Forecasts dated October 1,

guﬁ (ze;: ;lyage 34 of this Schedule, i.e , page 7 of Schedule (PMA-9) (Updated)) The estimatesare
etailed below:

20-Year
Treasury Bond Yield

Second Quarter 2005 4.9%
Third Quarter 2005 52
Fourth Quarter 2005 54
First Quarter 2006 55
Second Quarter 2006 5.6
Third First Quarter 2006 58
Average 2.4%

The traditional Capital Asset Pricing Model (CAPM) is applied using the following formula:
Rs=Re+ B (Ru-Re)

Where Rg = Return rate of common stock
Re = Risk Free Rate
B = Value Line Adjusted Beta
Ry = Return on the market as a whole

Includes only those indicated common equity cost rates which are above 8.5%, i e., 200 basis points
above the prospective yield of 6 5% on A rated Moody's public utility bonds (from page 28 of this
Schedule, e, page 1 of Schedule (PMA-9) (Updated)).

The empirical CAPM is applied using the following formula:
Rs=Re+.25(Rw -Re )+ 7SB(Ru -Re)
Where Rs = Retum rate of common stock

Ry = Risk-Free Rate

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

Source of information: Value Line Summary & index

Blue Chip Financial Forecasts, May 1, 2005
Value L(gs‘ ttinves.tment Survey, April 29, 2005, Standard Edition and Small and Mid-Cap
ition

Stocks, Bonds, Bliis and Inflation — Valuation Edition 2005 Yearbook ,
ibbotson Associates, Inc., Chicago, L
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