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Summary of Cost of Capital 2nd Fair Rate of Return

Missouri American Water Company

Based upon the Estimated Capital Structure at April 30, 2007

Type of Capital Ratios (1)
l.ong-Term Debt 52.669 %
Short-Term Debt 0.000

Total Debt 52.669
Preferred Stock 0.420
Accumulated Deferred ITC Post 1970 0.000
Common Equity 46.911

Total 100.000 %
Notes:

(1) From Schedule JMJ-1, page 1.

Cost Rate

6.04%

4.53

9.16

0.00

11.30

(1)
(H

(N
(1)
(2)

Schedule PMA-1
Page 1 of 18

Weighted Cost
Rate

318 %

0.00
3.18

0.04
0.00

5.30
8.52 %

(2} Based upon informed judgment from the entire study, the principal results of which are summarized on

page 2 of this Schedule.



Missouri American Water Company
Brief Summary of Common Equity Cost Rate

No. Principal Methods
1. Discounted Cash Flow Model (DCF) (1)
2. Risk Premium Model (RPM) (2)
3. Capital Asset Pricing Model (CAPM) (3)
4, Comparable Earnings Model (CEM) (4)
5. Indicated Range of Common Equity
Cost Rate before Adjustment for
Business Risk
6. Business Risk Adjustment (5)
7. Recommended Range of Common
Equity Cost Rate after Adjustment
for Business Risk
8. Midpoint
Notes: (1) From Schedule PMA-7.

{2)
(3)
4
(5)

From page 1 of Schedule PMA-11.
From page 1 Schedule PMA-12.
From page 2 and 4 of Schedule PMA-13.

Proxy Group of Six
AUS Utility Reports
Water Companies

103 %
10.7

10.4

14.0

10.95 %

0.075

11.025 %
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Proxy Group of Four
Value Line {Standard
Edition) Water
Companies

105 %
10.8

10.7

14.0

11.50 %

0.075

-- 11.575 %

11.30%

Business risk adjustment to reflect Missouri American Water Company's greater
husiness risk due to its small size vis-a-vis each proxy group as detailed in Ms. Ahern's

accompanying direct testimony.
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Notes:

(1)
@}

3
4

(6}

{6)
@)

(8)

&)
(10)

(1)
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Missouri American Water Company
Derivation of Investment Risk Adjustment Based upon
Ibbotson Associates’ Size Premia for the Decile Portfolios of the NYSE

From page 5 of this Schedule.

Line No. 1 — Line No. 2 and Line No. 1 — Line No. 3 of Columns 3 and 4, respectively. For example, the
0.33% in Column 5, Line No. 2 is derived as follows 0.33%% = 2.33% - 2.00%.

From page 1 of Schedule PMA-3

With an estimated market capitalization of $637.546 million (based upon the proxy group of ix AUS Utility
Reports water companies) and $574.198 (based upon the proxy group of four Value Line {Standard
Edition) water companies), Missouri American Water Company falls between the 8 the 9% deciles of the
NYSE/AMEX/NASDAQ which have an average market capitalization of $602.679 as can be gleaned from
the information shown in the table on the bottom half of page 3 of this Schedule.

Average size premium applicable to the 8™ and 9™ deciles of the NYSE/AMEX/NASDAQ as can be
gleaned from the information shown on page 15 of this Schedule.

From page 1 of Schedule PMA-4.

With an estimated market capltallzaton of $892 983 million, the proxy group of five AUS Utility Reports
water companies falls between the 7" and 8™ deciles of the NYSE/AMEXNASDAQ which have an
average market capitalization of $943.302 million as can be gleaned from the information shown in the
table on the bottom half of page 3 of this Schedule.

Average size premium applicable to the 7™ and 8™ deciles of the NYSE/AMEX/NASDAQ as can be
gleaned from the information shown on page 15 of this Schedule.

From page 1 of Schedule PMA-5.

With an estimated market capltallzahon of $1,185.869 million, the proxy group of four Value Line (Standard
Edition) water companies falls in the 7™ decile of the NYSE/AM EX/NASDAQ which has an average market
capitalization of $1,089.037 million as shown in the table on the bottom half of page 3 of this Schedule.

Size premium applicable to the 7™ decile of the NYSE/AMEX/NASDAQ as shown on page 15 of this
Schedule.

Source of Information: Ibbotson Associates, Stocks, Bonds, Bills and Infiation — Valuation Edition — 2006 Yearbook,

Chicago, I, 2006
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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 but is most evident among smaller
companies, which have higher returns on average than larger ones. Many studies have looked at 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 Graduate 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 Nasdaq
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 N'YSE price of a security that becomes delisted is 2 month-end price, then that month’s retarn
is included in the quarterly return of the security’s portfolio. When a month-end N'YSE 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 still is not determined, the last available daily
price is used.

Base security returns are monthly holding period returns. All distributions are added to 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. Nearly two-thirds of the market value is represented by the first
decile, which currently consists of 169 stocks, while the smallest decile accounts for just over

1 Rolf W. Banz was the first to document this phenomenon, See Banz, Rolf W. “The Relationship Between Returns and
Market Value of Common Stocks,” Journal of Financial Economics, Vol. 9, 1981, pp. 3-18.

Ibbotson Associates 129
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Chapter 7

one percent of the market value. The dara in the second column of Table 7-1 are averages across all
80 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 marker cap-
italization, presenting a snapshot of the structure of the deciles near the end of 2005.

Table 7-1
Size-Decile Portfolios of the NYSE/AMEX/NASDAQ Size and Composition
1926 through September 30, 2005

Recent

Historical Average Recent Decile Market Recent

Percentage of Number of Capltalization Percentage of

Decile Total Capitalization Compaties (in thousands)  Total Capitalization
1-largest 63.29% 169 $8,869,801,117 60.92%
2 13.97% 182 2,025,323,685 13.91%
3 7.57% 185 1,074,448,763 7.38%
4 4.74% 206 656,297,080 4.51%
5 3.24% 207 452,329,097 311%
3] 237% 238 389,595,517 2.68%
7 1.73% 289 319,642,175 2.20%
8 1.28% 352 287,783,718 1.98%
9 0.98% 693 268,738,291 1.85%
10-Smallest 0.81% 1,746 216,334,858 1.49%
Mid-Cap 3-5 15.55% 608 2,183,074,940 14.99%
Low-Cap 6-8 5.39% 889 997,021,410 6.85%
Micro-Cap 8-10 1.80% 2,439 485,073,148 3.33%

Source: © 200603 CRSP* Center for Research in Security Prices. Graduate School of Business, The University of Chicago. Used
with permission. All ights reserved. www.crsp.uchicage.edu.

Historical average percantage of total capitalization shows the average, over the last BO years, of the decile market values as a
percentage of the total NYSE/AMEX/NASDAQ calcutated each month. Number of companies in deciles, regent market
capltalization of deciles, and recent percentage of total capitalization are as of September 30, 2005.

Table 7-2 gives the current breakpoints that define the composition of the NYSEAMEX/NASDAQ
size deciles. The largest company and its market capitalization are presented for each decile. Table
.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
$7,187,244,000 but greater than $1,728,8 88,000. Low-cap stocks include deciles 6-8 and currently
include all companies in the NYSE/AMEX/NASDAQ with market capitalizations at or below
$1,728,888,000 but greater than $586,393,000. Micro-cap stocks include deciles 9-10 and include
companies with market capitalizations at or below $586,393,000. The market capitalization of the
smallest company included in the micro-capitalization group is currently $1,079,000.

130 SBBI Valuation Edition 2006 Yearbook
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Firmn Size and Return

Table 7-2

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

September 30, 2005

Market Capitalization
of Largest Company

Decile (in thousands) Company Name
1-Largest $367,405,144 General Electric Co.

2 16,016,450 Entergy Corp.

3 7,187,244 Chesapeake Ensrgy Corp.
4 3,061,425 Ball Corp.

5 2,518,280 Celenese Corp.

5 1,728,888 AGCO Corp.

7 1,280,966 ESCO Technologies Inc.

8 872,103 West Pharmaceutical Services Inc.
9 586,393 General Cable Comp.
10-Smallest 264,981 4Kids Entertainment Inc,

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

Presentation of the Decile Data

Summary statistics of annual returns of the 10 deciles over 1926-2005 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 returns are near zero for all but the smallest two deciles. Serial correlations and
their significance will be discussed in detail later in this chapter.

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 9 percent 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 between the first and tenth decile returns was far more
substantial, with the largest stocks rising 46 percent, and the smallest stocks rising 224 percent. This
divergence in the performance of small and large company stocks is a common occurrence.

ibbotson Associates 131
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Table 7-3

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

from 1926 101965

Capitalization of Largest Company Capitalization of Smallest Company
(in thousands) {in thousands)

Date Mid-Cap Low-Cap  Micro-Cap Mid-Gap Low-Cap  Micro-Cap
{Sept 30) 3-5 6-8 9-10 3-5 6-8 9-10
1926 $61,480 $14,040 $4,305 $14,100 $4,325 $43
1927 $65,281 $14,746 54,450 $15,311 $4,406 72
1928 $B1,988 $18,975 $5,074 $19,050 $5,119 $135
1929 $107,085 §24,328 $5,875 $24,480 $5.915 $126
1930 $67,808 $13,050 $3,219 $13,068 $3,264 $30
1931 $42,607 $8,142 $1,905 $B,222 $1,827 $i5
1932 $12,431 $2,170 $473 $2,196 $477 $19
1933 $40,298 $7,210 $1,830 £7,280 $1,875 $100
1934 $38,128 $6,662 §1,660 $6,734 $1,673 $68
1935 $37,631 $6,519 $1,350 $6,549 $1,383 $238
1936 $46,920 $11,505 $2,660 $31,526 $2,668 o8B
1937 $51,750 $13,601 $3,500 $13,635 $3,538 $68
1938 $36,102 $8,325 $2,125 $8,372 $2,145 $60
1838 $35,784 $7,367 $1,697 $7,389 $1,800 $75
1940 $31,050 $7,990 $1,861 $8,007 $1,872 $51
1941 $31,744 $8,316 $2,086 $8,336 $2,087 $72
1942 $26,135 $6,870 $1,779 $6,875 $1,788 $82
1943 $43,218 $11,475 $3,847 $11,480 $3,803 $395
1944 46,621 $13,086 $4,800 $13,068 $4.812 $308
1845 $55,268 $17,325 $6,413 $17.,575 $6,428 $225
1946 $79,158 $24,192 $10,013 $24,188 $10,051 $B29
1947 $57,830 $17,735 $6,373 $17,872 $6,380 $747
1948 $67,238 $19,575 $7,313 $19,651 $7.328 $784
1949 $55,506 $14,549 $5,037 $14,577 $5,108 $379
1950 $65,881 $18,675 86,176 $18,750 $6,201 $303
1951 $82,517 $22,750 $7,567 $22,860 $7.,598 $668
1952 $97,936 $25,452 $8,428 325,532 $8,480 $480
1853 $98B,585 $25,374 $8,156 $25,395 $8,168 $459
1954 $125,834 $29,645 $8,484 $28,707 $8,488 $463
1855 $170,829 $41,445 $12,353 $41,681 $12,366 $553
1956 $183,434 $46,805 $13,481 $46,886 $13,624 $1,122
1957 $192,861 $47,658 $13.844 $48,508 $13,848 $925
1958 $195,083 $46,774 $13,789 $46,871 $13,816 5550
1958 $253,644 $64,221 $19,500 $64,372 $19,548 $1,804
1960 $246,202 $61,485 $19,344 $61,528 $19,385 $831
1961 $206,261 $79,058 $23,562 $79,422 $23,613 $2,455
1962 $250,433 $58.866 $18,952 $59,143 $18,968 $1,018
1983 $308,438 $71,846 $23,819 $71,971 §23,822 $296
1064 $344,033 $79,343 $25,594 $79,508 $25,595 $223
1965 $363,759 $84,47¢ $28,365 $84,600 $28,375 $250

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

132 SBBI Vatuation Edition 2006 Yearbook
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Firm Size and Return

Table 7-3 {continued}

Size-Decile Portfolios of the NYSE/AMEX/NASDAQ

Largest and Smallest Company by Size Group

from 1966 to 2005

Capitallzation of Largest Company
{in thousands}

Capitatization of Smallest Company

{in thousands)

Date Mid-Cap Low-Cap Micro-Gap Mid-Cap Low-Cap  Micro-Cap
{Sept 30) 3.5 6-8 9-10 3-5 6-8 8-10
1966 $399,455 $99,578 $34.884 $99,035  $34,066 $381
1957 $459,170  $117,985 $42,267 $118,320  $42,313 $381
1968 $528,326  $148,261 $60,351 $150,128  $60,397 $592
1969 $517,452  $144,770 $54,273 $145,684  $54,280 $2,119
1970 $380,246 $94,025 $28,810 04,047  $20,016 $822
1971 $542,517  $145,340 $45,571 $145,673  $45,589 $865
1972 $545,211  $139,647 $46,728 $139,710  $48,757 $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 $97,266  $28,144 $540
1976 $551,071  $116,184 $31,987 $116,212  $32,002 $564
1977 $573,084  $135,804 $39,192 $137.328  $39,254 $513
1978 $572,867 $159,778 $46,621 $160,524  $46,629 $830
1979 $661,336  $174,480 $49,088 $174,517  $49,172 $048
1980 $754,562  $194,012 248,671 $194,241  $48,953 $549
1981 $054,665  $250,028 $71,276 $261,050  $71,289 $1,448
1882 $762,028  $205,590 $54,675 $206,536  $54,883 $1,080
1983  $1,200,680 $352,698 $103,443 $352,944 $103,530 $2,025
1884  $1,088,972 $314,650 $90,419 $315,214  $80,659 $2,093
1885  $1,432,342  $367,413 $93,810 $368,249  $94,000 $760
1986 31,857,621  $444,827 $109,956 $445648 $109,975 $706
1987  $2,059,143  $467,430 $112,035 $468,048 $112,125 $1,277
1988  $1,957,926  $420,257 $94,268 $421,340  $94,302 $696
1989  $2,147,608  $480,975 $100,285 $483,623 $100,384 $986
1990  $2,164,185  $472,003 $93.627 $474,065  $93,750 $132
1991 $2,120,863  $457.958 $87,586 $468,853  $87,733 $278
1992  $2.428,671  $500,346 $103,352 $501,050 $103,500 $510
1993 $2,711,068  $608,520  $137,945 $608,825 $137,987 $602
1994  $2,497,073 $601,552  $149,435 $602,552 $149,532 $508
1995  $2,783,761 $653,178 $158,011 $654,018 $158,063 $89
1986  $3,150,685  $763,377 $195,188 $763,812  $195,326 $1,043
1997  $3,511,132  $818,299 $230,472 $821,028 $230,554 $480
1998 $4,218,707  $934,264 $253,329 $936,727 $253,336 $1,671

1999  $4,251,741 $B875,309  $218,336 $875,582 $218,368 $1,502
2000  $4,143,902  $840,000  $192,598 $840,730 $192,72% $1,462
2001 $5,252,063 $1,114,792 $269,275 $1,115,200 $270,391 $443
2002 $5012,705 $1,143,845 $314,042 $1,144,452  $314,174 $501

2003 $4,794,027 $1,166,798  $330,608 $1.167,040 $330,797 $332
2004  $6,241,953 $1,607,854  $505437 $1,607,831  $506,410 $1,393
2005  $7.187,244 $1,728,888 $586,393 $1,729,364 587,243 $1,079

Source:; Center for Research in Security Prices, University of Chicago.
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Table 7-4
Size-Decile Portfolios of the NYSE/AMEX/NASDAQ, Summary Statistics of Annual Returns
1926-2005

Geometric Arithmetic Standard Serial
Decile Mean Mean Deviation Correlation
1-Largest 9.5 i1.3 1817 0.08
2 10.8 13.2 21.88 0.03
3 11.3 13.B 23.66 -0.02
4 11.3 14.3 25.94 -0.02
5 11.6 14.9 26.78 -0.02
6 11.8 15.3 27.84 0.04
7 11.6 15.6 20.99 0.0%
B i1.8 16.6 33.47 0.04
g 12.0 17.5 35.55 0.05
10-Smallest 14.0 21.6 45.44 0.i5
Mid-Cap, 3-5 11.4 14,2 24.74 -0.02
Low-Cap, 6-8 11.7 15.7 28.52 0.03
Micro-Cap, 8-10 12.7 18.8 39.16 0.08
NYSE/AMEX/NASDAQ
Total Value-Weighted Index 10.1 12.0 20.21 0.03

Source: Genter for Research in Security Prices, University of Chicage.

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
returns. Such serial correlation; or autocorrelation, is practically unknown in the market for large
stocks and in most other equity 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—long-term returns in excess of systematic risk, serial correlation, and seasonality—will be
analyzed thoroughly in the following sections,
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Graph 7-1
Size-Decile Portiolios of the NYSE/AMEX/NASDAQ: Wealth Indices of Investments in Mid-, Low-, Micro- and
TFotal Capitalization Stocks
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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 80 years for each
decile of the NYSEJAMEX/NASDAQ. Recall that the CAPM is expressed as follows:

k, =r, +(B, 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 market as a whole (systematic 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 market; 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 explained
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 lies on the security market line. However, the actual his-
toric returns 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 80-year arithmetic mean return on large company stocks, 12.30 percent, less
the 80-year arithmetic mean income-rerurn component of 20-year government bonds as the historical riskless rate, in this
case 5,22 percent. (It is appropriate, however, to match the maturity, or duration, of the riskless asset with the investment
horizon.) See Chapter 5 for more detail on equity risk premium estimation.

3 Historical betas were calculated using a simple regression of the monthly portfolio (decile) total returns 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.5. Treasury bill,
January 1926-December 2005. See Chapter 6 for more detail on beta estimation.

136 SBBI Valuation Edition 2008 Yearbook



Schedule PMA-1
Page 15 0of 18

Firm Size and Reiurn

Table 7-5
Long-Term Returns in Excess of CAPM Estimation for Decile Portfolios of the NYSE/AMEX/NASDAQ
1926-2005

Realized Estimated  Size Premium
Arithmetic Return in Return in {Return in
Mean Excess of Excess of Excess of
Decile Beta* Return Riskless Rate** Riskless Ratet CAPM)
1-Largest 0.1 11.29% 8.07% 6.45% -0.37%
2 1.04 13.22% 8.00% 7.33% 0.67%
3 1.10 13.84% B.62% 7.77% 0.85%
4 1.13 - 14.31% 8.09% 7.98% 1.10%
5 1.16 14.91% 9.69% B.20% 1.49%
B 1.18 15.33% 10.11% 8.38% 1.73%
7 1.23 15.62% 10.40% 8.73% 1.67%
8 1.28 16.60% 11.38% 9.05% 2.33%
] 1.34 17.48% 12.26% 9.50% 2.76%
10-Smallest 1.41 21.59% 16.37% 10.01% 6.36%
Mid-Cap, 3-5 1.12 14.15% 8.94% 7.91% 1.02%
Low-Cap, 6-8 1.22 15.66% 10.44% B.63% 1.81%
Micro-Cap, 8-10 1.36 18.77% 13.55% 8.61% 3.85

*Betas are estirmated from monthly portfolio total returns in excess of the 30-day U.S. Treasury bill total return versus the S&P
500 total returns in excess of the 30-day U.S. Treasury blll, January 1926-December 2005,

“*Historical riskiess rate is measured by the BO-year arithmetic mean income return component of 20-year government bonds
(5.22 percent},

fCalculated in the context of the CAPM by muttiplying the equity risk premium by beta. The equity risk premium is estimated by
the arithmetic mean total return of the S&F 500 (12.30 percent) minus the arithmetic mean income return component of 20-year

government bonds (5.22 percent) from 1926-2005.

Graph 7-2
Security Market Line versus Size-Decile Portfolios of the NYSE/AMEX/NASDAQ
1926-2005
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Beta Source: Center for Research in Security Prices, University of Chicago [decile data).
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Further Analysis of the 10th Decile

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 19
and 20 representing 10a 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 capitalization are presented. Then the largest company and jts
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 NYSE/AMEX/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 Jow, it is not too 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 greatly enhance the development of
cost of capital analysis for very small companies.

Table 7-6

Size-Decile Portfolios 10a and 10b of the NYSE/AMEX/NASDAQ,
Largest Company and its Market Capitalization

September 30, 2005

Recent Decile Market Capitalization
Recent Number Market Capitalization of Largest Company Company
Deciie of Companies {in thousands} {in thousands) Name
10a 4B3 $108,194,821 $264,981 4Kids Entertaint Ing,
10b 1,279 $102,157,012 $169,195 Quaker Chemical Corp.

Note: These numbers may not aggregate to equal decile 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
1926-2005

Realized Estimated Size Premium

Arithmetic Return in Return in {Return in

Mean Excess of Excess of Excess of

Beta* Return  Riskless Rate**  Riskless Ratet CAPM)

1-Largast 0.91 11.29% 8.07% 6.45% -0.37%
2 1.04 13.22% 8.00% 7.33% 0.67%
3 1.10 13.84% 8.62% 7.77% 0.85%
4 1.13 14.31% 9.09% 7.98% 1.10%
5 1.16 14,91% 9.69% 8.20% 1,49%
6 1.18 15.33% 10.11% B8.38% 1.73%
7 1.23 15.62% 10.40% B.73% 1.67%
] 1.28 16.60% 11.38% 9.05% 2.33%
9 1.34 17.48% 12.26% 9.50% 2.76%
10a 1.43 19.71% 14.49% 10.10% 4.38%
10h-Smallest 1.39 24.87% 19.65% 5.82% 9.83%
Mid-Cap, 3-5 1.12 14,15% 8.94% 7.91% 1.02%
Low-Cap, 6-8 1.22 15.66% 10.44% 8.63% 1.81%
Micro-Cap, 9-10 1.36 1B.77% 13.55% 9.61% 3.95%

*Betas are estimated from monthly portfolio total returns in excess of the 30-day U.S. Treasury bill total return versus the S&P
500 total returns in excess of the 30-day U.S. Treasury bill, January 1926-December 2005 .

**Historical riskless rate is measured by the 80-year arithmetic mean income return cornponent of 20-year government bonds

(5.22 percent}.

tCalculated in the context of the CAPM by multiplying the equity risk premium by beta. The equity risk premium is estimated b
8‘./ Y

the arithmetic mean total return of the S
govarnment bonds (5.22 percent) from 1926-2005.

P 500 (12,30 percent} minus the arithmetic mean income return component of 20-year

Graph 7-3

Security Market Line versus Size-Decile Portfolios of the NYSE/AMEX/NASDAQ, with 10th Decile Split
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Table 7-8

Historical Number of Companies for NYSE/AMEX/NASDAQ Decile 10
Sept. Number of Companies
1926 52*
1930 72
1940 78
1950 100
1960 109
1970 865
1980 685
1690 1,814
2000 1,927
2005 1,746

“The fewest number of companies was 48 in March, 1926

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 corder 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 2 mutually 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 are summarized in Table 7-% and depicted graphically in Graph 7-4.

For the entire period analyzed, 1926-2005, 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 6.33, as opposed to 7.08 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 account for the lagged
reaction of small stocks to market movements. The sum beta methedology was developed for the same reason that the
size premia were developed; small company betas were to0 small to account for all of their excess returns.

+

140 SBBI Valuation Edition 2006 Yearbook



Standard & Poor’s
CORPORATE
RATINGS CRITERIA




Schedule PMA-2
Page 2 of 156

CORPORATE RATINGS CRITERIA

LANDARD % EOOR'S BATINGS 5

Presidemt Leo C. O*Neill
Executive Vice Presidents
Hendrik J. Kranenburg Robert E. Maitner

Executive Managing Directors
Edward Z. Emmer, Corporate Finance Ratings
Clifford M. Griep, Financial Institutions Ratings
Vladimir Stadnyk, Public Finance Ratings
Roti_N. Taub, Insurance Ratings
Vickie A. Tillman, Strictired Finance Ratings

Dear Reader,

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

Joanne W, Rose, Senior Managing Direcior
General Counsel
Glenn S. Goldberg, Managing Director,

Ratings Development v Communications

Senior Vice President  Jefirey R. Paterson
up to date,
Vica Prasident  Robert Frump
. . . Product Manager Olga B. Sciortino
Standard & Poor’s criteria publications represent Marketiog sp,,,,,'i,, o Forrufine
our endeavor to convey the thought processes and Managing Editor  Linda Saul
Editoria)l Managers  Irene Coleman

methodologies employed in determining Standard

Rachel L. Gordon
Steve D. Homan

& Poor’s ratings. They describe both Copy Editor  Peter Dinolfo
the quantitative and qualitative aspects of the .
analysis. We believe that our rating product has PRODUCTION

the most value if users appreciate all that has
gone into producing the letter symbols.

Director of Design, Production

& Manyfacturing Laurel Bemnstein
DEsxror PUBLISHING

. . e te © Manager, Production Dp Randi Bend
Bear in .mmd, thoug-h, thata rating is, in the end, Prodoction havager By Rio
an opinion, The rating experience is as much an Production Coonfivators - Haryey Aronson
iCla jones

art as it is a science.

Solomon B, Samson
Chairman, Corporate Ratings Criteria Committee

Senior Production Assistants

Elise Lichterman

Laurie Joachim

Lisz Morano, Copy Editor
Stephen Williams

DesiGN
Marnager, Art& Design  Sara Burris
Sanior Designers  Claudia Baudoe

Donelie Sawyer

Designesr  Giulia Fini
Junior Designer Heidi Weinberg

TECHNOLOGY & DEVELOPMENT
Senlor Production Manager Edward Hanapole
Production Manager Theodore Perez
Senior Production Assistant Jason Rock

SALES
‘About photocopylng of g Coiporale Ralings Grileris..Reproducing of distributing Corporale Ratings Crteris wilhout the consert of _ VicoPrsident  Sarah Ferguson
ihe publisher ks prohiblied, For nformation on discounted buk rales, or our FAX services, please cal {712) 2081145, Bitector, Global Sales  George Schepp
Salss Managers i:“]ia Hflvdvs' f.'mjfe_ Pacif
. ichael Naylor, Asia-Pacific
Standard & Poor’s v Customer Service Manager  Robert Baumohl
Pubshed by Standard & Peor's, § Division of The McGraw-H B Companles. Precutlve offices: 1221 Avenve of the Americas, New York, N.Y, 10020, Edtorial offices: 25 Broadway, Now York, NY 10004, JESN 1069-077 8. Subscriber services:
5}2) 208-1146, Copyright 1996 b&;ﬂ MicGraw-Hill Companles. Alirighls reserved. Officess of the McGrrw-Hil Companies: Joseph L Dionne, Chalrman and Chief Executive Officer, Harokd W, McGraw, lll, President and Chiel Dpetating
icer; Robert N. Landet, Senlor utive Vice Presidem and Secretary; Kenneth M. Vittor, Bendor Vice Presiderk and General Counset, Frank Panglase, Ssnior Vice Prskiert, Treasury Operations. tniormnation has been obtained by Corporzts
Ratings Criferla from sources belived to be refeble. However, becaise of the possibhily of haman of mechanical srior by our sources, Cosprate Ralings Critari does not ke the accunacy, ad ¥, of . i any int ionand
ks not fhle for any &rTore o omissions of for the results oblalnes from the use of such infermalion.

Standad & Poor's recees compensation for rating dabt obfigations. Such compensation ks based onthe time and efiort 1o determ ke the raiing and is normaly pakd ekber by the ssuers of swch securiies or by e underwilters participating
In the distribution thereof, The fees generatly vary from $2 500 to $50.080. Whike Sandard & Poor's reserves the ight to disseminate the rating, K recelves ne payment for doing $0, except lof subseliptioh té s publications,



Schedule PMA-2
Page 3 of 15

Utilities

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

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

The credit analysis of utilities is quickly evolving, as
utilities are treated less as regulated monopolles and more
as entitles faced with a host of challengers in a competitive
environment. Marketplace dynamics are supplanting the
power of regulation, making it critically tmportant to re-
duce costs and/or rnarket new services in order to thwart
competitors’ inroads,

Markets and service area economy

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

Standard & Poor's tries to discern any secular consump-
tion trends and, more importantly, the reasons for them.
Specific items examined Include the size and growth rate
of the market, strength of the franchise, historical and
projected sales growth, Income levels and trends in popu-
laton, employment, and per capita income. A utility with
a healthy economy and customer base—as illustrated by
diverse employment opportunities, average or above-av-
erage wealth and Income statistics, and low unemploy-

ment—will have a greater capacity to support its opera-
tons.

For electric and gas utilities, distribution by customer
class is scrutinized to assess the depth and diversity of the
utlity’s customer mix. For example, heavy industrial con-
centration I5 viewed cautiously, since a utility may have
significant exposure to cyclical volatility. Alternatively, a
large residential component ylelds a stable and more pre-
dictable revenue stream. The largest utllity customers are
identified to determine their importance to the bottom line
and assess the risk of their loss and potential adverse effect
on the utlity’s financial position. Credit concerns arise
when individual customers represent more than 5% of
revenues. The company or Industry may play a significant
role in the overall economic base of the service area. More-
over, large customers may turn to cogeneration or alterna-
tive power supplies to meet their energy needs, poténtially
leading to reduced cash flow for the utility {even in cases
where a large customer pays discounted rates and {s not a
profitable account for the utility). Customer concentration
is less significant for water and telecommunication ut{li-
tles.

Competitive position
As competitive pressures have intensified In the utilities

industry, Standard & Poor’s analysis has deepened to In-
ciude a more thorough review of competitive position.

Electric utility competition

For electric utilities, competitive factors examined in-
clude: percentage of firm wholesale revenues that are most
vulnerable to competition; industrial load concentration;
exposure of key customers to alternative suppliers; com-
merclal concentrations; rates for various customer classes;
rate design and flexibility; production costs, both marginal
and fixed; the regional capacity situation; and transmission
constraints. A regional focus is evident, but high costs and
rates relative to national averages are also of significant
concern because of the potential for electricity substitutes
over time.

Mounting competition in the electric utility industry
derives from excess generating capacity, lower barriers to
entering the electric generating business, and marginal
costs that are below embedded costs. Standard & Poor’s
has already witnessed declining prices in wholesale mar-
kets, as de facto retall competition is already belng seen in
several parts of the country. Standard & Poor’s believes
that over the coming years more and more customers will
want and demand lower prices. Initial concerns focus on
the largest industrial loads, but other customer classes will
be Increasingly vuinerable. Cornpetition will not necessar-
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1y be driven by legislation. Other pressures will arise from
global competition and improving technologles, whether
it be the declining cost of incremental generation or ad-
vances in transmisslon capacity or substitute energy
sources ltke the fuel cell. It is impossible to say precisely
when wide-open retail competition will accur; this will be
evolutionary. However, significantly greater competition
in retail markets is inevitable.

Gas utility competition

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

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

Water utility competition

As the last true utility monopoly, water utilities face very
little competition and there is currently no challenge to the
continuation of franchise areas. The only exceptions have
been cases where Investor-owned water companies have
been subject to condemnation and municpalization be-
cause of poor service or political motivations. In that re-
gard, Standard & Poor’s pays close attention to costs and
rates in relation to neighboring utilities and national aver-
ages. (Incontrast, the privatization of public water facilities
has begun, albelt at a slower pace than anticipated. This is
occurring mostly in the form of operating contracts and
public/private partnerships, and not in asset transfers.
This trend should continue as clties look for ways to bal-

k)

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

Telephone competition

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

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

While LECs, and indeed all segments of the telecommu-
nications sector, face increasing competition, there are fa-
vorable industry factors that tend to offset heightened
business risk and auger for overall ratings stability for most
LECs. Importantly, telecommunications is a declining-cost
business. With increased deployment of fiber optics, the
cost of transport has fallen dramatically and digital switch-
ing hardware and software have ylelded more capable,
trouble-free and cost-efficient networks. As a result, the
cost of network maintenance has dropped sharply, asillus-
trated by the ratio of employees per 10,000 access lines, an
oft cited measurement of efficiency. Ratios as low as 25
employees per 10,000 lines are being seen, down from the
typical 40 or more employees per 10,000 ratio of only a few
Yyears ago.

In addition, networks are far more capable. They are
increasingly digitally switched and able to accornmodate
high-speed communications. The infrastructure needed to
accominodate switched broadband services will be built
Into telephone networks over the next few years. These
advanced networks will enable telephone companies to
lock to a greater variety of high-margin, value-added serv-
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ices. In addition to those current services such as call
waiting or caller 1D, the delivery of hundreds of broadcast
and nteractive video channels will be possible. While these
services offer the potential of new revenue streams, they
will simultaneously present a formidable challenge. LECs
will be entering the new (to them) arena of multimedia
entertalnment and will have to develop expertise In mar-
keting and entertainment programming acumen; such
skills stand in sharp contrast to LECs’ traditional strengths
in engineering and customer service.

Operations

Standard & Poor’s focuses on the nature of operations
from the perspective of cost, rellability, and quality of
service. Here, emphasis is placed on those areas that re-
quire management attentionin terms of time or money and
which, if unresolved, may lead to political, regulatory, or
competitive problems,

Operations of electric utilities

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

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

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

Operations of gas utilities

For gas pipeline and distribution companies, the degree
of plant utilization, the physical condition of the mains and
lines, adequacy of storage to meet seasonal needs, “lostand
unaccounted for® gas levels, and per-unit nongas operat-
Ing and construction costs are important factors. Efficlency
statistics such as load factor, operating costs per customer,
and operating income per employee are also evaluated in
comparison to other utilities and the industry as a whole.

Operations of water utilities

As a group, water utilities are continually upgrading
their physical plant to satisfy regulations and to develop
additlonal supply. Over the next decade, water systems
will increasingly face the task of maintaining compliance,
as drinking water regulations change and infrastructure
ages. Given that the Safe Drinking Water Act was author-
ized in 1974, the first generation of treatment plants bullt
to conform with these rules are almost 20 years old. Addi-
tionally, because the focus during this perfod was on sat-
isfying environmental standards, deferred maintenance of
distribution systems has been common, especially in older
urban areas. The increasing cost of supplying treated water
argues against the high level of unaccounted for water
witnessed in the Industry. Consequently, Standard &
Poor’s anticipates capital plans for rebuilding distribution
lines and major renewal and replacement efforts aimed at
treatment plants. .

Operations of telephone companies

For télephone companies, cost-of-service analysis fo-
cuses on plant capability and measures of efficiency and
quality of service. Plant capability is ascertained by looking
at such parameters as percentage of digitally switched
Mnes; fiber optic deployment, In particular in those por-
tions of the plant key to network survival; and the degree
of broadband capacity fiber and coaxial deployment and
broadband switching capacity. Efficlency measures in-
clude operating margins, the ratio of employees per 10,000
access lines, and the extent of network and operations
consolidation. Quality of service encompasses examina-
tion of quantitative measures, such as trouble reports and
repeat service calls, as well as an assessment of qualitative
factors, that may Include service quality goals mandated
by regulators.

Regulation

Regulatory rate-setting actions are reviewed on a case-
by-case basis with regard to the potential effect on credit-
worthiness. Regulators’ authorizing high rates of return is
of little value unless the returns are earnable. Furthermore,
alloewing high returns based on noncash items does not
benefit bondholders. Also, to be viewed positively, regula-
tory treatment should allow consistent performance from
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period to period, given the tmportance of financlal stability
as a rating consideration.

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

Standard & Poor's does not “rate” regulatory commis-
slons. State commissions typically regulate a number of
dlverse Industries, and regulatory approaches to different
types of companies often differ within a single regulatory
Jjurisdiction. This makes it alf but impossibie to develop
inclustve “ratings” for regulators.

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

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

Under traditional rate-making, rates and eamings are
tied to the amount of invested capital and the cost of
capital. This can sometimes reward companies more for
justifying costs than for containing them. Moreover, most
current regulatory policies do not permit utilities to be
flexible when responding to competitive pressures of a
deregulated market. Lack of flexible tariffs for electric utili-
ties may lure large customers to wheel cheaper power from
other sources,

In general, a regulatory jurisdiction is viewed favorably
if it permits earning a return based on the ability to sustain
rates at competitive levels. In addition to performance-
based rewards or penalties, flexible plans could include
market-based rates, price caps, index-based prices, and
rates premised on the value of customer service. Such rates
more closely mirror the competitive environment that utili-
ties are confronting,.

Electric industry regulation

The ability to enter into long-term arrangements at ne-
gotiated rates without having to seek regulatory approval
for each contract is also important in the electric industry.
(While contracting at reduced rates constralns financial
performance, it lessens the potential adverse Impact in the
event of retail wheeling. Since revenue losses assoclated
with this strategy are not likely to be recovered from rate-
payers, utilities must control costs well enough to remain
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competitive if they are to sustain current levels of bond-
holder protection.)

Natura! gas industry regulation

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

Water industry regulation

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

pated.

Telecommunications industry regulation

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

Where regulators do still set tariffs based on an author-
ized return, Standard & Poor’s strives to explore with
regulators their view of the rate-of-return components that
can materially impact reported versus regulatory earnings.
Specifically these include the allowable base upon which
the authorized return can be earned, allowable expenses,
and the authorized return. Since regulatory oversight runs
the gamut from strict, adversarial relationships with the
regulated operating companies to highly supportive pos-
tures, Standard & Poor’s probesbeyond the apparent regu-
latory environment to ascertain the actual impact of
regulation on the rated company.

Management

Evaluating the management of a utility is of paramount
importance to the analytical process slnce management's
abilities and decisions affect all areas of a comnpany’s op-
erations. While regulation, the economy, and other outside
factors can Influence results, it is ultimately the quality of
management that determines the success of a company.
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With emerging competition, utility managetment will be
more closely scrutinized by Standard & Poor’s and will
become an increasingly critical component of the credit
evaluation. Management strategles can be the key determi-
nant in differentiating utilities and in establishing where
companies lie on the business position spectrum. It is
imperative that managements be adaptable, aggressive,
and proactive if their utilities are to be viable in the future;
this is especially important for utilities that are currently
uncompetitive.

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

With competition the watchword, Standard & Poor's
also focuses on management's efforts to enhance financial
condition. Management can bolster bondholder protection
by taking any number of discretlonary actions, such as
selling common equity, lowering the common dividend
payout, and paying down debt. Also important for the
electric industry will be creativity in entering Into strategic
alliances and working partnerships that improve effi-
clency, such as central dispatching for a number of utilities
or locking up at-risk customers through long-term con-
tracts or expanded flexible pricing agreements. Proactive
management teams will also seek alternatives to tradi-
tional rate-base, rate-of-return rate-making, move to adopt
higher depreciation rates for generating facilitles, segment
customers by individual market preferences, and attempt
to create superior service organizations.

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

Fuel, power, and water supply

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

Electric utilities
For electric utlities emphasis is placed on generating

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

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

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

Buying power from neighboring utilities, qualifying fa-
cllity projects, or independent power producers may be the
best choice for a utility that faces increasing electricity
demand. There has been a growing reliance on purchased
power arrangements as an alternative to new plant con-
struction. This can be an important advantage, since the
purchasing ut{lity avoids potential construction cost over-
runs as well as risking substantial capital. Also, utilities can
avold the financial risks typical of a multiyear construction
program that are caused by regulatory lag and prudence
reviews. Furthermore, purchased power may enhance
supply flexibility, fuel resource diversity, and maximize
load factors. Utilities that plan to meet dermand projections
with a portfolio of supply-side options also rnay be better
able to adapt to future growth uncertainties. Notwith-
standing the benefits of purchasing, such a strategy has
risks associated with it. By entering into a firm long-term
purchased power contract that contains a fixed-cost com-
ponent, utllities can incur substantial market, operating,
regulatory, and financial risks. Moreover, regulatory treat-
ment of purchased power removes any upside potential
that might help offset the risks. Utilities are not compen-
sated through incentive rate-making; rather, purchased
power is recovered dollar-for-dollar as an operating ex-
pense.

To analyze the finandlal impact of purchased power,
Standard & Poor’s first calculates the net present value of
future annual capacity payments (discounted at 109%}. This
represents a potential debt equivalent—the off-balance-
sheet obligation that a utility incurs when it enters into a
long-term purchased power contract. However, Standard
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& Poor's adds to the utility's balance sheet only a portion
of this amount, recognizing that such a contractual ar-
rangement is not entirely the equivalent of debt. What
percentage is added is a function of Standard & Foor's
qualitative analysis of the specific contract and the extent
to which market, operating, and regulatory risks are borne
by the utility (the risk factor). For unconditional, take-or-
pay contracts, the risk factor range is from 40%-80%, with
the average hovering around 60%. A lower risk factor is
typically assigned for system purchases from coal-fired
utilities and a higher risk factor is usually designated for
unit-specific nuclear purchases. The range for take-and-
pay performance obligations is between 10%-50%.

Gas utilities

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

Since pipeline compandes no longer buy and sell natural
gas and are just common carriers, connections with varled
reserve basins and many wells within those basins are of
great importance. Diversity of sources helps offset the risks
arising from the natural production declines eventually
experienced by all reserve basins and Individual wells.
Moreover, such diversity can enhance a pipeline’s attrac-
tiveniess as a transporter of natural gas to distributors and
end users seeking to buy the most economical gas avaflable
for their needs.

Water utilities

Nearly all water systemns throughout the U.S. have ample
long-term water supplies. Yet to gain comfort, Standard &
Poor's assesses the production capability of treatment
plants and the ability to pump water from underground
aquifers in relation to the usage demands from consumers.
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Having adequate treated water storage facilities has be-
come important in recent years and has helped many
systems meet demands during peak summer periods. Of
interest is whether the resources are owned by the utility
or purchased from other utilitles or local authorities. Own-
ing properties with water rights provides more supply
security. Thisis especially so In states ke California where
water allocations are being reduced, particularly since re-
cent droughts and environmental issues have created
alarm. Since the primary cost for water companies is treat-
ment, it makeslittle difference whether raw water Isowned
or bought. In fact, compliance with federal and state water
regulations is very high, and the overall cost to deliver
treated water to consumers remains relatively affordable.

Asset concentration in the electric
utility industry

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

Earnings protection

In this category, pretax cash incormne coverage of all inter-
est charges is the primary ratio. For this calculation, allow-
ance for funds used during construction (AFUDC) is
removed from income and interest expense. AFUDC and
other such noncash items do not provide any protection for
bondholders. To Identify total interest expénse, the analyst
reclassifies certain operating expenses. The interest com-
ponent of various off-balance-sheet obligations, such as
leases and some purchased-power contracts, isincluded in
interest expense, This provides the most direct indication
of a utility's ability to service its debt burden.

While considerable emphasis in assessing credit protec-
ton is placed on coverage ratios, this measure does not
provide the entire earnings protection picture. Alsoimpor-
tant are a company’s earned returns on both equity and
capital, measures that highlight a firm'’s earnings perform-
ance. Consideration is given to the interaction of embed-
ded costs, financial leverage, and pretax return on capital.

Capital structure

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

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

Some firms use short-term debt as a perrnanent plece of
their capital structure. Short-term debt also is considered
part of permanent capital when It {s used as a bridge to
permanent flnancing, Seasonal, self-llquidating debt is ex-
cluded from the permanent debt amount, but this situation
fs rare—with the exception of certain gas utilitles. Given
the long life of almost all utility assets, short-term debt may
expose these companies to interest-rate volatility, remar-
keting risk, bank line backup risk, and regulatory exposure
that cannot be readily offset. The lower cost of shorter-term
obligations (assuming a positively sloped yield curve) isa
positive factor that partially mitigates the risk of interest-
rate variability. As a rule of thumb, a level of short-term
debt that exceeds 10% of total capital is cause for concern.

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

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

Cash flow adequacy

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

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

Financial flexibility/capital atiraction

Financing flexibility incorporates a utility’s financing
needs, plans, and alternatives, as well as its flexibility to
accomnplish its financing program under stress without
damaging creditworthiness. External funding capability
complements internal cash flow. Especially since utilities
are so capital intensive, a firm's ability to tap capital mar-
kets on an ongoing basis must be considered. Debt capacity
reflects all the earlier elements: earnings protection, debt
leverage, and cash flow adequacy. Market access at reason-
able rates is restricted if a reasonable capital structure is not
maintained and the company’s financial prospects dim.
The analyst also reviews indenture restrictions and the
impact of additional debt on covenant tests.

Standard & Poor's assesses a company's capaclty and
willingness to Issue common equity. This is affected by
various factors, Including the market-to-book ratio, divi-
dend policy, and any regulatory restrictions regarding the
compaosition of the capital structure.
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New Business Profile Scores Assigned— for U.S. Utility and Power
Companies; Financial Guidelines Revised

tandard & Poor's Ratings Services has assigned new

business profile scores to U.S. utility and power compa-
nigs to better reflect the relative business risk among com-
panies in the sector. Standard & Poor's also has revised its
published risk-adjusted financial guidefines. The new busi-
ness scores and financial guidelines do not represent a
change to Standard & Poor’s ratings criteria or methodology,
and no ratings changes are anticipated from the new busi-
ness profile scores or revised financial guidetines.

New Business Profile Scores and Revised

Financial Guidelines

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

file scale for U.S. investor-owned utilities was implemented
that a comprehensive assessment of the benefits and the
application of the methodology has been made. The princi-
pal purpese was to determine if the methodology continugs
to provide meaningful differentiation of business risk. The
review indicated that while business profile storing contin-
ues to provide analytical benefits, the complete range of the
10-point scale was not being utilized to the fullest extent.
Standard & Poor's has also revised the key finangial guide-
lings that it uses as an integral part of evaluating the credit
quality of .S, utility and power companies. These guidelines
were last updated in June 1989 The financia! guidelines for
three principal ratios {funds from operations {FFO} interest cov-
erage, FFO te fotal debt, and total debt to total capital) have
been broadened so as to be more flexible. Pretax interast cov-

Chart1

Distribution of Business Profile Scores
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erage as a key credit ratio was eliminated.

Finally, Standard & Poor's has segmented the utility and
power industry into sub-sectors based on the dominant cor-
porate strategy that a company is pursuing. Standard &
Poor's has published a new U.S. utility and power company
ranking list that reflects these sub-sectors.

There are numerous benefits to the reassessment. Fuller
utilization of the entire 10-point scale provides a superior refa-
tive ranking of qualitative husiness risk. A revision of the
finantial guidefines supports the goal of not causkg rating
changes from the recalibration of the business profiles.
Classification of companies by sub-sectors will ensure greater
comparability and consistency in ratings. The use. of industry
segmentation will also allow more in-depth statistical analysis
of ratings distritwtions and rating changes.

The reassessment does not represent a change to
Standard & Poor's criteria or- methodotogy for determining
ratings for utility and power companies. Fach business pro-
file score should be considered as the assignment of a naw
score; these scores do not represert improvement or deteri-

oration in our assessment of an individual company’s busi-
ness risk relative to the previously assigned score. The
financia! guidelines continue to be risk-sdjusted based on
historical utility and industrial medians. Segmentation into
industry sub-sectors does not imply that specific company
characteristics will not weigh heavtly into the assignment of
a company’s business profile score.

Results

Previously, 83% of U.S. utility and power business profile
scores fell between ‘3 and ‘6", which clearly does not
reflect the risk differentiation that exists in the utility and
powet industry today. Since the 10-point scale was intro-
duced, the industry has transformed inte a much less
homogenous industey, where the divergence of business
risk—particularly regarding management, strategy, and
degree of competitive market exposure—has created a
much wider spectrum of risk profiles. Yet over the same
period, business profile scores actually converged more
tightly around a median score of *4". The new husiness pro-

Chart 3
Trensmission Only—Electric, Gas, and Other
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file scores, as of June 2, are shown in Chart 1. The overall
median business profile score is now s’

Table 1 contains the revised financial guidstines. it is
important to emphasize that these metrics are only guide-
lines associated with expectations for various rating lev-
els. Although credit ratio analysis is an important part of
the ratings process, these three statistics are by no means
the only critical financial measures that Standard & Poor's
uses in its analytical process. We also analyze a wide
array of financial ratios that do not have published guide-
lines for each rating category.

Again, ratings analysis is not driven solely by these
financial ratios, nor has it aver been. In fact, the new finan-
cial guidelines that Standard & Poor’s is incorporating for
the specified rating catepories reinforce the analytical
framework whereby other factors can outweigh the achieve-
ment of otherwise acceptable financial ratios. These factors
include:

m Effectiveness of liability and liguidity management;
m Analysis of internal funding sources;

m Return on invested capital;

m The execution record of stated business strategies;

m Accuracy of projected performance versus actual results,
as well as the trend;

m Assessment of management’s financial policies and atti-
tude toward credit; and

m Corporate governance practices.

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

m Integrated electric, gas, and combination utilities;

m Diversified energy and diversified nohenergy, and

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

The average business profile scores tor transmission and
distribution companies and transmission-caly companies are
lower on the scale than the previous averages, white the aver-
age business profile scores for integrated utilities, diversified
energy, and energy merchants and developers are higher.

Chart 5
Diversified Energy and Diversified Non-Energy
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See pages 16 to 19 for the company ranking list of busi- file scores are assigned to all rated utility and power compa-
ness profile scores segmented by industry sub-sector and nies, whether they are holding companies, subsidiaries, or
ranked in order of credit rating, outlook, business profile stand-alone corporations. For operating subsidiaries and
store, and relative strength. stand-alone companies, the score is a bottom-up assess-

ment. Scores for families of companies are a composite of
Business Profile Score Methodology the operating subsidiaries’ scores. The actual credit rating of
Standard & Poor's mathodelogy of determining corporate a company is analyzed, in part, by comparing the business
utility business risk is anchored in the assessment of certain profile score with the risk-adjusted financial guidelines.
spacific characteristics that define the sector. We assign For most companies, business profile scores are
business profile scores to each of the rated companies in the assessed using five categories; specifically, regulation, mar-
utility and power sector on a 10-point scale, where “1" repre- kets, operations, competitiveness, and management. The
sents the fowest risk and '10° the highest risk. Business pro- emphasis placed on each category may be influenced by the
Table 1
Revised Financial Guidelines
Funds from eperationsfinterest coverage {x)
Business Profile AA BEB BB
1 3 25 25 15 15 1
2 4 3 3 2 2 1
3 45 35 35 25 25 15 15 1
4 5 42 42 35 35 25 25 1.5
5 5.5 45 45 KE:] 38 28 Z8 18
6 B © 62 52 42 42 3 3 2
7 B 6.5 6.5 45 45 32 3z 22
8 10 15 7.5 55 55 35 35 5
9 10 7 7 4 4 2.8
0 " B 8 5 5 3
Funds from operationftotal debt (%)
Business Profile AA BBB BB
1 it 15 15 10 10 5
2 25 20 20 12 12 8
3 30 25 Vil 15 15 10 0 5
4 K] 28 28 20 20 12 12 8
5 40 30 30 22 22 15 15 10
6 45 35 35 28 28 18 18 12
7 55 45 45 30 30 20 20 15
8 70 55 55 a0 40 25 % 15
9 85 45 45 30 0 20
10 70 55 55 40 a0 25
Total debt/total capital (%)
Business Profile AA 8BB BB
1 18 55 55 60 60 0
Z 45 52 52 58 a8 &8
3 az 50 50 55 55 65 65 70
4 38 45 45 52 52 62 62 68
5 35 42 42 50 50 60 1] 65
B 32 40 40 48 48 58 58 62
7 30 38 38 45 45 55 55 60
B 25 35 35 47 42 52 52 58
8 32 40 a0 50 50 55
10 25 35 35 43 48 52
{ Back to

Table of Contents
Next Page }
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dominant strategy of the company o other factors. For
example, for a tegulated transmission and distribution com-
pany, requlation may account for 30% to 40% of the busi-
ness profile score because regulation can be the single-
mpst important credit driver for this type of company.
Conversely, competition, which may not exist for a transmis-
sion and distribution company, would provide a much lower
proportion (e.g., 5% to 15%} of the business profile score.

For certain types of companies, such as power genera-
tors, power developers, oil and gas exploration and produc-
tion companies, or nonenergy-related holdings, where these
five components may ot be appropriate, Standard & Poor’s
will use other, more appropriate methodologies. Some of
these companies are assigned business profile scores that
are useful only for relative ranking purposes.

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

Pape 6 June?7, 2004

mining the proportion or weighting that each subsidiary rep-
resents in the overall business profile score. instead, it is
determined based on a number of factors. Standard & Poer’s
will analyze each subsidiary’s contribution to FFO, forecast
capital expenditures, liguidity requirements, and other para-
meters, inciuding the extent to which one subsidiary has
higher growth. The weighting is determined case-by-case. &
Ronald M. Barone
New York (1) 212-438-7662
Richard W. Cortright, Jr.
New York {1} 212-438-7685
Suzanne G. Smith
New York {1} 212-438-2106
John W, Whitlock
New York {1} 212-438-7678
Andrew Watt
New York {1) 212-438-7868
Arthur F. Simenson
New York {1) 212-438-2094
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Missouri American Water Company
Capitalization and Financial Statistics

2001-2005, Inclusive

Notes:

(1)  Ali capitalization and financial statistics are based upon financial statements as originally reported
in each year.

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

(3) Funds from operations (sum of net income, depreciation, amortization, net deferred income tax and
investment tax credits, less total AFUDC) plus interest charges divided by interest charges.

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

Source of Information: Missouri American Annual Reports to the Public Service Commission of the State of
Missouri and Audited Financial Statements
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Proxy Group of Six AUS Utility Reports Water Companies
Capitalization and Financial Stafistics
2001-2005, Inclusive

Notes:

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

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

(3) Funds from operations (sum of net income, depreciation, amortization, net deferred income tax and
investment tax credits, less total AFUDC) plus interest charges divided by interest charges.

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

Selection Criteria;

The basis of selection was to include those water companies: 1) which are included in the Water Company
Group of AUS Utility Reports (November 2006); 2) which have Value Line (Standard Edition) five-year EPS growth rate
projections or Thomson FN / First Cali consensus five-year EPS growth rate projections; and 3) which have more than
70% of their 2005 operating revenues derived from water operations.

The following six water companies met the above criteria:

American States Water Co.
Agua America, Inc.

Artesian Resources, Inc.
California Water Service Group
SJW Corporation

York Water Co.

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus / Research
Insight Database
Company Annual Forms 10K



American States Water Co.
Long-Term Dabt

Shont-Term Debt

Preferred Stock

Commeon Equity
Total Capitad

Agqua ica, Inc.
Long-Term Debt
Short-Term Debt
Preferred Stock
Common Equity
Total Capital

Artesian Resources Corp.
Long-Term Debt

Short-Term Debt

Preferred Stock

Common Equity
Total Capital

Califomia Water Service Group
Long-Term Debt

Short-Term Dabt

Preferred Stock

Cormnmon Equity
Total Capital

SJW Corporation
Long-Term Debt

Short-Term Debt
Preferred Stock

" Common Equity
Total Capital

York Water Company
Long-Term Debt
Short-Term Debt
Preferrad Stock
Common Equity
Total Capital

Proxy Group of Six
AUS Water Companies
Long-Term Debt
Short-Term Debt
Prefarred Stock
Cormmon Equity

Total Capital

Schedule PMA-4

Page 3 of 3
Capital Structure Based upon Total Capital for
tha Proxy Group of Six AUS Utility Reports Watar Companies
for the Years 2001 through 2005
5 YEAR
2005 2004 2003 2002 2001 AVERAGE
48.03 % 43.66 % 46.21 % 4961 % 5263 % 48.03 %
482 8.55 11.22 7.10 427 7.19
0.00 0.00 0.00 0.00 0.40 0.08
47.15 4779 4257 43.29 42.70 4470
100.00 % 100,00 % 100.00 % 100.00 % 100.00 % 100.00 %
48.68 % 50.03 % 49.35 % 50.36 % 47.67 % 49.22 %
7.47 5.10 6.47 939 9.83 7.65
0.08 0.08 0.06 0.06 0.17 0.09
L.77 44.79 44.12 40.19 42.33 43.04
100.00 % 100,00 % 100.00 % 100.00 % 100.00 % 100.00 %
60.30 % 55.85 % 54.79 % 53.82 % 49.44 % 54.84 %
2.08 7.38 .39 3.24 16.68 7.75
0.00 0.00 0.07 0.17 0.56 0.16
37.62 36.77 3575 4277 33.32 37.25
100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
48.07 % 48.66 % 51.77 % 51.25 % 48.36 % 49.62 %
.00 0.00 1.22 7.42 511 275
0.61 0.61 0.66 0.7 0.81 0.68
51.32 50.73 45.35 40.62 4572 4895
100.00 % 100.00 % 100.00 % 300.00 % 100.00 % 100.00 %
4263 % 43.77 % 4564 % 39.08 % 40.59 % 42.52 %
0.00 0.00 0.00 4.16 424 1.68
0.02 0.04 0.05 0.07 0.06 0.05
57.35 §6.19 54.31 55.79 §5.11 55.75
100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
47.34 % 51.84 % 41.40 % 45.00 % 46.35 % 46.41 %
665 0.00 9.07 3.77 283 4.46
0.00 0.00 0.c0 0.00 0.00 0.00
46.01 48.06 49.53 51.23 50.82 49.13
100.00 % 100.00 % 100.00 % 300.00 % 100.00 % 100.00 %
49.18 % 48.99 % 48.19 % 48.33 % 47.51 % 48.44 %
3.50 3.50 6.23 5.85 7.16 525
0.12 0.12 0.14 0.17 033 0.18
47.2 47.38 45.44 45.65 45.00 46.13
100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %

Source of Information: Standard & Poeor's Compustat Services, Inc., PC Plus / Research Insight Data Base
Company Annual Forms 10K (Sinking Fund Requirements}
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Proxy Group of Four Value Line (Standard Edition) Water Companies

Capitalization and Financial Statistics
2001-200S, Inclusive

Notes:

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

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

(3) Funds from operations (sum of net income, depreciation, amortization, net deferred income tax and
investment tax credits, less total AFUDC) plus interest charges divided by interest charges.

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

Selection Criteria:

The basis of selection was to include those water companies: 1) which are included in the Value Line
(Standard Edition).

The following four water companies met the above criteria:

American States Water Co.
Aqua America, Inc.

California Water Service Group
Southwest Water Company

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus / Research
Insight Database
Company Annual Ferms 10K



American States Water Co.
Lohg-Term Debt
Short-Term Debt
Prefermed Stock
Common Equity

Total Capital

Agua America, Ine.
Long-Term Debt
Short-Term Debt
Preferred Stack
Common Equity
Total Capital

Califomia Water Service Group
Long-Term Debt
Shoit-Term Celbt
Preferred Stock
Common Equity
Total Capital

Southwest Water Compan:
Long-Term Debt
Short-Term Debt
Preferred Stock
Common Equity

Tatal Capital

Proxy Group of Four Value Line
{S5id. Ed.) Water Companies
Long-Term Debt
Short-Term Debt
Preferred Stock
Common Equity

Tatal Capital

Schedule PMA-S

Page 3of 3
Capital Structure Based upon Totai Capital for
the Proxy Group of Four Value Line (Standard Edition ) Water Companies
for the Years 2001 through 2005
5 YEAR
2005 2004 2003 2002 2001 AVERAGE
48.03 % 43.66 % 46.21 % 4961 % 5263 % 48.03 %
4.82 B.55 11.22 7.10 427 7.19
0.00 0.00 0.00 0.00 0.40 0.08
47.15 47.79 4257 4329 42.70 4470
100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
48.68 % 50.03 % 49.35 % 50.36 % 47.67 % 49.22 %
7.47 5.10 6.47 9.39 9.83 7.65
0.08 0.07 0.08 0.06 0.17 0.09
4377 44,80 44.12 4019 42.33 43.04
100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
48.07 % 45.668 % 5177 % 51.25 % 45.36 % 49.62 %
0.00 0.00 122 7.42 5.11 2.75
0.61 0861 0.66 0.71 0.31 0.68
1.32 50.73 45.35 40.62 45.72 45.95
100.00 % .00 % 100,00 % 100.00 % 100.00 % 300.00 %
45.67 % 48.53 % 458,50 % 5707 % 55.97 % 3135 %
0.00 0.00 0.00 0.00 0.00 0.00
0.17 023 .85 0.74 D.41 0.49
53.16 5119 50.65 42.19 43.62 48.16
300.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
47.86 % 47.72 % 48,96 % 5207 % 51.16 % 49.55 %
3.07 a4 473 5.95 480 4.40
0.22 0.25 0.39 0.38 0.45 0.34
48.85 48.62 4592 41.57 4359 45.71
100.00 100.00 % 10000 % 100.00 % 100.00 % 100,00 %

Source of Information;  Standard & Poor's Compustat Senvices, Inc., PC Plus / Research Insight Data Base
Company Annual Forms 10K (Sinking Fund Requirements)



Line No.

Notes:

Per Share

DCF Cost Rate (1)

Return in Dollars
Dividends (2)

Growth in Dollars

Return on Market Value

Rate of Growth on Market Value

{1} Comprised of 3.5% dividend yield and 6.5% growth.
(2) $24.00 * 3.5% yield = $0.840.

i

Market Value

$ 24.00
10.00%

$ 2.400

$ 0.840

$ 1.560
10.00%

6.50% (5)

(3) $1.333/$24.00 market value = 5.55%.
(4) $3.000 f $24.00 market value = 12.50%.

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

Misscuri American Water Company
Hypothetical Example of the Inadequacy of

A DCF Return Rate Related to Book Valus
When Market Value is Greater / Less than Book Value

2

Book Value with
Market to Book
Ratio of 180%

Schedule PMA-8

3

Book Value with
Market to Book
Ratio of 80%

$ 1333
10.00%

$ 1333

$ 03840

$ 0493

5.55% (3)

2.05% (8)

$ 3000
10.00%

$ 3.000

$ 03840

$ 2160
12.50% (4)

9.00% (7)

{8) Actual rate of growth when DCF cost rate is applied to book value {$1.333 possible earnings - $0.840
dividends = $0.493 for growth / $24.00 market value = 2.05%).

(7) Actual rate of growth when DCF cost rate is applied to book value ($3.000 possible earnings - $0.840
dividends = $2.160 for growth / $24.00 market value = 9,00%).
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lncimedcormmqutyCos‘theWUseofha
Single Stage Discounted Cash Flow Model for

mmxyG:uvofSixAUSUﬂtyRepmtwmetCmarﬂesandm

Froxy Group of Six AUS LHilty
R Water

Amedican States Water Co.
Aqua America, Inc.
Artesien Resources Corp.
California Water Services Group
SJW Corp.
York Waler Compatty

Average

Proxy Group of Four Velue Line
(Siandard Edition) Water

American States Water Co,
Aqua America, inc.

Caffomia Water Services Group
Southwest Water Company

Average

Proxy Group of Six AUS Lty

. Reporis Water Companies
American States Water Co.
Aqua America, Inc.

Artasian Resources Comp.
California Water Services Group
SJW Corp.

York Water Comparny

Average

Proxy Group of Four Value Line
{Standand Edition) Water

American States Water Co.
Agua America, inc,

California Water Services Group
Soutrwest Water Company

Average

Conclusion

Proxy Group of Six AUS Uity
Reports Water Companias

Proxy Group of Four Value Line
{Standard Edition) Water
Companies

Notes:

1 F4 2 3 g
Dividend Indicated
Average Growth Adustad Common

Dividend Component Dividend Growh Exquity Cost
Yea(l), (3 = _Vied(3 _Rete(d) _ Raie(5)

26 % 0.1 % 27 % 55 % 82 %

19 0.1 20 a3 13

3.4 0.4 35 64 89

3.0 0.1 31 40 71

19 01 20 85 105

25 0.1 28 78 104

26 % 0.1 % 27 % 69 % 10.5 % (6)

26 % 01 % 2T % 58 % 82 %

18 01 290 93 13

3.0 01 31 4.0 71

2.4 0.1 25 82 10.7

26 % 0.1 % 26 % &8 % 11.0_%{6)

Based upon Profected Growth in EPS
1 2 3 4 &
Dividend indicated

Average Growth Adgusted Common

Yigdd (1) (2} Yieid {3) Rata {4) Rate (5}

Z6 % 01 % 27 % 83 % 10 %

18 0.1 20 1.3 133

34 Q.2 36 10.0 138

30 0.1 31 59 2.0

18 0.1 20 4.0 16.0

26 2.1 28 115 i4.1

26 % 0.1 % 27 % 10.2_ % 10.0 % (8)(7)
26 % 01 % 27 % 83 % 1.0 %

18 0.1 20 "3 133

30 0.1 31 59 20

24 B.1 28 110 135

25 % 0.1 % 26 % 2.1 % 10.0_%(6}(7)

10.3 %

10.5 %

{1) From Schedule PMA-8 of this Exhibit

{2) This refiacts a growth rate component equal 1o one-half the conclusion of growth rate
(ﬂumpage1of5d\edtlePMA—10ofﬂsBdibrt)xcm1mrene¢Imepeﬁodc
payment of dvidend Muodel} as opposed fo the continuous payment. Thus,
I'orAmerleunstahsthrCo 26% X(12x55% )=0.1%.

{3} Column 1+ Cokumn 2,
{4} From page 1 Schedule PMA-10 of this Exhibit.
(5} Column 3 + Column 4.

{6) includes only those Indicated common equity cost rates which are greater than 8.3%,
i.e., 200 basis points above the prospeciive yield on A rted Moody's public utify
bonds of 6.3% (from page 1 of Schedule PMA-11 of this Exhibit).

(7) Excludes Aqua America, Inc's resulls of 13.3%, Artesian Resources Corp.'s 13.6%,
SJW Corp.'s 16.00%, York Water Co.'s 14.1% and Souftwest Water Company's DCF
results of 13.5%, because in Ms. Ahem's opinion i is unliely that a water company
would be ruthorized a retum nate on common equity of 12.0% or greater based upon
the DCF model in the immediate futire.
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Missouri American Water Company

Derivation of Dividend Yield for Use in the

Proxy Group of Six AUS Utility Reports
Water Companies

American States Water Co.
Aqua America, Inc.

Artesian Resources Corp.
California Water Services Group
SJW Corp.

York Water Company

Average

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

American States Water Co.
Aqua America, Inc.

California Water Services Group
Southwest Water Company

Average

Notes:

Discoyunted Cash Flow Modet

Dividend Yield
Average

of Average

Spot Last3 Dividend
(11/10/2008) (1) _ Months (2) Yield {3)

26 % 25 % 26 %
19 1.9 18
35 32 34
3.0 a0 3.0
1.8 20 19
24 25 25
25 % 25 % 26 %
26 % 25 % 26 %
1.9 19 1.9
30 3.0 3.0
30 1.7 24
26 % 23 % 25 %

(1) The spot dividend yield is the current annualized dividend per
share divided by the spot market price on 11/10/06.

(2) The average 3-month dividend yield was computed by relating the
indicated annualized dividend rate and market price on the iast
trading day of each of the three months ended October 31, 2008,

(3) Equal weight has been given to the 3-month average and spot
dividend yield. This provides recognition of current conditions,
but does not place undue emphasis thereon.

Source of information: Standard & Poor's Compustat Services, Inc., PC Plus

Research Insight Database
finance.yahoo.com
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Missouri American Water Company
Current Institutional Holdings (1} and individual Holdings (2} for

the Proxy Group of Six AUS Utility Reports Water Companies,

the Proxy Group of Four Value Line (Standard Edition) Water Companies

1 2
November 2006 November 2006
Percentage of Percentage of
Institutional Individual
Holdings (1) Holdings (2}

Proxy Group of Six
AUS Utility Reports Water Companies
American States Water Co. 50.0 % 50.0 %
Aqua America 33.8 66.2
Artesian Resources Corp. 1.2 88.8
California Water Service Group 30.5 69.5
SJW Corp. 38.9 61.1
York Water Company 6.7 93.3
Average 285 % 715 %
Proxy Group of Four Value Line
Water Companies
American States Water Co. 50.0 % 50.0 %
Agua America 33.8 86.2
California Water Service Group 305 69.5
Southwest Water Company 45.3 54.7
Average 399 % 60.1 %

Notes: {1) (1-column 1).

Source of Information: today.reuters.com, updated November 10, 2006
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Proxy Group of Six AUS Utility Reports
Water Companies

American States Water Co.
Aqua America, Inc.

Artesian Resources Corp.
California Water Services Group
SJW Corp.

York Water Company

Average

Proxy Group of Four Value Line
{Standard Edition) Water Companies

American States Water Co.
Aqua America, inc.

California Water Services Group
Southwast Water Company

Average

Notes:

(1)
(2)
@)
4
5

Schedule PMA-10

Page 2 of 13
Missouri American Water Company
Calculation of Historical BR + SV
1 2 3 4 5
S \") BR +
BR (1} Factor {(2) Factor (3) SV &) SV (5}
3.4 % 22 % 439 % 1.0 % 44 %
55 39 68.0 2.7 8.2
26 6.3 453 29 55
1.6 41 511 21 37
53 0.0 442 0.0 53
25 29 63.B 1.9 4.4
3.5 % 3.2 % 52.7 % 1.8 % 53 %
34 % 22 % 439 % 1.0 % 4.4 %
55 39 68.0 27 8.2
16 4.1 511 21 3.7
55 13.8 53.8 7.5 13.0
4.0 % 8.0 % 542 % 33% 7.3 %

From column 8, page 3 of this Schedule.
From column 12, page 4 of this Schedule.
From column 7, page 5 of this Schedule.
Column 2 * column 3.
Column 1 + column 4.



Proxy Group of Six AUS Utility
Reports Water Companies
American States Water Co.
Commoen Equity Return Rate
Retention Ratio

Internal Growth Rate (1)

ua America, InG.
Commen Equity Retum Rate
Retention Ratio
Internal Growth Rate (1)

Artesian Resources Corp.
Common Equity Retum Rate
Retention Ratio

Internal Growth Rate (1}

Callfornia Water Services Group
Common Equity Retum Rate

Retention Ratio
Internal Growth Rate (1)

SJW Corp.

Common Equity Return Rate
Retention Ratio

Intamal Growth Rate (1)

York Water Company
Common Equity Return Rate
Retention Ratio

Intemnal Grewth Rate (1)

Average

Proxy Group of Four Value Line
{Standand Edition} Water
American States Water Co,
Common Equity Retum Rate
Retention Ratio

Internal Growth Rate (1)

Aqua America, Inc.
Common Equity Return Rate

Retention Ratio
Intemal Growth Rate (1)

Callfernia YWater Services Group
Commen Equity Return Rate
Retention Ratio

Internal Growth Rate (1)

Southwest Water Company
Common Equity Return Rate

Retention Ratio
Internal Growth Rate (1}

Average

Notes: (1) The internal growth rate Is calculated by multiplylng the common equity retumn rate by
the retention ratic (100% minus the dividend payout ratio). All data are on a
consolidated basis.

(2) Excludes negalives.

Seurce of Information:

Missouri American Water Com

Historical Internal Growth Rate (1), i.e., BR, for
the Proxy Group of Six AUS Utility Reports Water Companles and the
Proxy Group of Four Value Line {Standard Edition) Wates Companles

for the Years 2001 -2005

10.38
43.59
462

11.68
43.80
813

893
31.08
278

am
25.81
240

1148
56.23
6.34

11.85
24.70
283

10.38
4359
4,62

11.69
43.90
513

9.31
25.81
2.40

5.38
42.00
226

L]

7.9%
2517
20m

11.39
A2.75
4.87

8.18
25.80
2N

8.72
2297
223

11.27
52.90
5.96

12.17
25,86
3.15

7.99
2517
20

11.39
42.75
4.87

8.72
2287
223

4.40
21.88
0.96

%

(A

650 %
{12.98)
{0.73)

1230 %
43.61
5.36

4 %
19.24
1.43

8683 %
878
0.78

11.68 %
52.56
6.14

11.66 %
21.04
245

559 %
{12.98)
(0.73)

1230 %
43.61
5.36

868 %
8.8
0.78

1020 %
64.23
6.55

1

$.83
35.04
344

13.92
45.22
629

267
34.96
3.38

9.56
1013
0.97

9.40
4094
3.8%

10.37
12.32
1.28

9.83
a5.04
344

12.82
4522
6.29

9.56
10.13
0.97

10.32
64.02
6.61

Standard & Poor's Compustat Services, Inc., PC Plus f Research Insight Database

1en

2001

10.37
35,65
370

13.34
42.95
573

9.80
31.35
3.07

7.49
(14.22)
(4.07)

955
4411
421

11.73
21.97
258

10.37
35.65
70

13.34
4295
573

7.49
(14.22)
(1.07)

12.12
67.92
8.23

Schedule PMA-10
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&

Five-Year
Average
2000-2004
fntemnal Growth

Rate. Le., BR

34 %(2)

55

26

1.6 (2)

8.3

25

3.5 %

34 % (2)

55

16 (2)

55

4.0 %
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4950 [ 1991 [ 1892 [ 1993 | 1994 [ 1995 ] 1996 [ 1957 [ 19598 | 1999 [2000 | 2001 | 2002 | 2003 ] 2004 | 2005 | 2006 | 2007 | ©VALVELINEPUB, INC. | 09-11

o581 045( 1040 927 1043 | 1M03} 137 1144 1102 1281 | 1297 | 1308 [ 1378 | 1398 | 1351 | 1406 | 1485 1535 |Revenues persh 18.05
148 178 181 467] 168 175} 175| 1B5| 204| 226| 20| 253 254 | 208 223| 264| 305| 305|“CashFlow” parsh 60
B4 119 115 1M 85| 103F 143| 04| 108 1.19| 128| 135( 1M gl 105) 132 1.50 | 1.60 |Earnings persh A 1.9
J2 T3 kil KL B0 B8 K2 83 L) B5 B 87 &7 L) 89 90 .81) .52 |Div'd DecPd par sh ®» 96
53| 77| 231| 180 243| Z240[ 24| 28| 31| 40| 303| 518 | 268 | 376| 503 42| 40| 410 |CapTSpendingpersh 450 |
754 83e| e8B5| 995( 1007( 1028 M0 | 1124| 1148 | 1182 1274 | 1322 | 1405 | 1397 | 45.01 | 1572 | 1&70{ 17.70 |Book Vakuw persh 2000
T[T OE] 996 | WA | 57| 1107| Taa | 1944 | 1944 | 1344 | 1512 | 1542 | 1546 | 1521 | 16051 1660 11.50] 18.35 |Commen (] k]
BE[ 06| T3A| 28| 18| 128 WE| 55| 14| 13| 167 | H3 | 318 | 2BZ| 210 Boidfighws s |AvgAnnTFE Ratio [

T8 56 L) 70 B I8 Ie B4 81 87 18 861 100 | 182 123 117 [ Valelie  [Rgladive P/E Ratio 1.25
75%| 70%| 63%| 53% | 68% | 6.7%| 5B% [ 55% | 50% | 42% ] 42% | 39% | 36% ; 35% | 6% | 3% Avg Ann’) Div'd Yield 2.6%

CAPITAL STRUCTURE as of G/30/06 1515 | 1538 | 1481 | 1734 ) 1840 | 1975 | 2092 2127 | 2280 | 2362 260 280 | Revenues (fmil) i

Total Delnt §296.8 md. Due In 5 Yrs $30.0 mil. 135] 144f 461 161 180) 04| 3| 1NMI 165| 225| 260| 350 fNet Profil (fmh) 40.0

:fr?em?r:ﬁm'z mil 4 MLLL":;';" mmﬁ mi B50% | A11% | A0.9% | 46.0% | 45.1% | B30% | 365% | 15% | 314% | 47.0% | 28.0% | 40.0% [Income Tax Rate 4205,

coveinge; 4.1x) {49% of Capl) = - .- - = -- -- -- -- =+ |  Nit|  NIAFUDC % to Net Profit Nt

A19% | 43.0% | 436% | 51.0% | 47.5% | 54.9% [ 52.0% | 520% | 47.7% | 50.4% | 51.0% | 50.0% |LongTerm Dabt Rafio 5a0%

Leases, Uncapltatived: None ST3% | 56.3% | 55.0% | A84% | 51.9% | 44.7% | 40.0% | 4800 | 52.3% | 496% | 40.0% | 48.0% |Common Equily Rafio 8.0%

Pansion Assets-12105 §56.6 mil. 260 | 84| Z770) 3282 | M| 4476 | 4444 | 23| 4804 5325 590 660 |Tobsl Caphtal {§mi) 350

gg'gt:ck”ﬂ.l Pt Div'd None 3575 | 3836 4148 | 4406 | 5001 ] 5308 | 5635 | 6023 | 6642 7132| 785|810 |Net Plant (Smill]) 050

: : BO% | 69% | TO0% | 66% | 64% | 6.1% | 65% | 46% | 52% | 54% | 6.0% Redurn on Total Cap'l E5%

Commen Stock 16,981,858 shs, 90% | 92% | 94% [ 10.0% | 9.2% [ 10.1% | 9.5% | 56% | 66% | BS% | 80% 10.0%

MARKET CAP: §700 millien {Smal Cap) 90% | 92% | 04% | 10.1% | 9.3% [ 0.1% | 0.5% | 556% )| 66% | BS% [ 90% 10.0%

CURRENT POSITION 2004 2005 600/06 | 24% | 18% | 21% ] 29% [ 3.0% | 3 33% [ NMF | 1.0% ] 28% | 35% | 4.0% [Relained fo ComEq 50%

:aalilm-l 43 130 g4 | %% WW| TEN| 72 | BB% | 6% | 6% | 113% | B4%| 7% | 1% S56% |AWDidstoNstProf 50%

Receivables 143 133 13.2 | BUSINESS: American States Waler Co. operates as & holding Lake and in areas of San Bemardino County. Acquired Chapamal

Samh’y (Avg Cst) 3%3 412 41_2 company. Through s principal subsidiary, Goklen Siate Welar CRy Water of Arizona {10400); 11,400 customers. Has roughty 515

Current Assets —5-33 —m 57 lDumpany,.l supplies water 10 75 communities in 10 counties. Serv- employess. Off, & dir. own 3.1% of common stock {406 Proxy).

Aor:lsPayabba 8.2 197 200 ice araas includa the greatar metropolitan areas ofLogAngdesand Chaiman: Lloyd Ross. President & CEO: Floyd Wicks, In-

Dbt Cua 458 278 266 | Orange Counties. The company ubso provides electric utiily serv-  corporated: CA. Add.; 630 East Foothll Boukevard, San Dimas, CA

of 22 303 27.2 | ices io approximalely 23,000 cuslomers in the city of Big Bear 91773, Tel.; 909-394-3600. Weab: www.azwaler.com.
mﬁgugzv 222;; 3;;;5 3‘;"2,: An impreoving regulatory environment deem a one-time gain, the company

ANUALRATES Past— Past Estd'oaios| 2UBUTS well for American States reported a 12% earnings decline in the pe-

ofchange persh] 10¥m.  5¥n.  fo''H Water. Although coo! weather conditions ried, due to higher infrastructure costs.

Revenues 3.0% 30% 45% | have continued to thwart water consump- Water systems are eroding rather quickly,

‘éca:‘a“s_h Flow™ 30% 125% 173?’2 tion, more-favorable regulatory rulings and are subject to increasingly more up-

[TraR A 10% 5% 7s% | have enabled the company te continue in- keep. In fact, maintenance costs increased

Book Vakie 4.0% 45% 50% | creasing revenues at a decent clip for by roughly 31% in the most recent period,

o | ¥ Fa | YEATS: deed, the top line climbed 3% in causing operating profits to decline by 8%

endat |Mar31 Jum, 30 Sep. 30 Dec.31 Year the second quarter, despite 6% lower con- on a year-over-year basis. Infrastructure

7 | 467 518 637 505 | zizd] sumption. We suspect that such will costs will likely continue to increase, as

2004 | 467 693 690 530 | zpp Temmain the case going forward thanks to the EPA demands higher water quality

2005 | 488 805 681 578 | 2357 Tecent es to the makeup of the Cali- and better safety measures. As a result,

005 | 608 621 750 623 | 260 | fornia  Public  Utilities Commission we have lowered our full-year 2006 earn-

2007 | 630 700 e8po 670 | 280 (CPUC), the Golden State's utilities regu- Ings estimate by a dime, to $1.50 a share.

Cal- EARNINGS PER SHARE A Full latery body. Historically an antagonist to We are leaving our 2007 share-net figure

endar |Mar31 Jun. 30 Sep.30 Dec.3t| Year utility companies looking for rate relief, untouched, however, looking for 6%-7%

B | 29 51 612 7 the board has been redesigned and is, sub- .

2004 ] B 15| 1 sequently, more business friendly, handing ost investors will want to take a

25| 2 3 4 | 13z| down mere tmely and favorable verdicts. pass on this issue. American stock does

M6 | 35 30 .65 32| 150| American should continue to reap the ben- not stand out as a means of income and of-

2007 3 3 56 34| 1gp| efits of such backing for years to come. fers below-average 3- to 5-year appreci-

cal- | QUARTERLY DVDENDS PABD®= | py | DVevertheless, we remain concermed ation potential, owing to the infrastructure

endat |Mar3 Jon30 Sep30 Dec3t| Year | that bottom-line grawth will be slug- costs that we anticipate Making matters

002 —'2217 o7 27 2 a7 gish looking ahead. Although it appears worse, the company does not have the

Wil o wm m | at first blush that American posted solid means in hand to foot the bill, and will

004 [ 2 o wms P2 results in the second quarter, things get a likely have to look to the debt and/or equi-

005 | 225 5 o s | gp| little cloudier u further inspection. In- ty market in order to do so.

006 | 2% W o deed, excluding a $0.06 tax benefit that we Andre.J, Costanza Orctober 27, 2006
(A} Pr!'nary eaminge. Exchides nonrecurring | due sary November, Company's Financial Strength Bt
RS oty ot oy | I e oy | s s | S by ao
changa in shara r.wnt. Nexl eammgs report | ment plan avalabh Earnings Pradi::hmm 80

obtzined fmm sources. befieved eljabl
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*“Cash Flow” per sh
Eamnings persh A
Div'd Dacld por sh B

109
416

b2 20
3| 42

58

?_.69 28

Cap'TSpending per sh 780 |
Book Vahus par sh 880

4142 5840

59.17

53.74

72.20 | 10680 13,

.05 | GIAT

144
B5

108

] 76

13
3

] 1% ee%| se%

6%

120
B0
6.2%

238
12
25%

BE[ 52
17| 12
20% | 0%

%
58
A%

178
103
39%

129

25% | 25%

12557 | 130.00 | 131.00 |Common Shs Oufsfg © | 13400 |
g Ao T FFE Ralio 3T
Reladiva PIE Ratlo 155
MvpAnniDivdYid | 24%

LT Debt $907.2 mi.
282)

Pension Assets-12105 $117.7 mik
Pid Stock None

as of 712606

CAPITAL STRUCTURE as of &/30/06
Total Debt §1060.1 mill. Due In 5 Yrs $250.0 mill.
LT Interest $50.0 mik.
{LF intarest eamad: 5.2x; tolal intarest coverage:

(51% of CapT)

Comman Stock 131,396,751 shares

MARKET CAP: §3.1 blllion {Mid Cap)

Obllg. $176.7 mil

1510 | 2573 7.3 | 3220 | 3672
288 | 450 | 507 585 | 6a7] 673
405% [ 384% ] 38.9% [ 30.3% | 385% [39.3%
822%
A1.7%

1225
198

136.2
B2

414% | 406%

2%
45.6%

514%
46.6%

4% | 527%
44.8% | 46.6%

25%
46.™%

52.0%
47.6%

A%
4.0%

9904 | 1076.2 | 13557
1368.1 | 1490.8 { 18243

€011
12514

1827
1364

427.2 | 4965
5345 | 6098

4017
5028

TE% | 7.6% | 4%
123% 127% | 10.2%
124% [ 127% | 10.2%

14%
"%
1%

76%
122%
12.3%

74% | 78%
19% | 123%
120% | 124%

6.8%
10.7%
1.2%

CURRENT POSITION 2004

Current Lisb. 774
Fix. Ghg. Cov. 364%

2005
11.9

28% [ 36% | 45% ) 43% | 47% | 5i% | B2% | 42%

Revamues [$mill) &5
Net Profit (Smilf) 110
Income Tax Rate 0%
AFUDC % to Nat Profit 2%
Long-Term Dabt Ratio | 51.5%
Common Equify Ratlo | #2.5% |
Total Capttal {$mH]) U5
Net Plant {$mil) 3016
T.0% |Return on Total Cap'i 85%
120% [Return on Shr, Equity 14.5%
12.0% |Return on Com Equity 14.5%
a5% | 49% [ 3.0% | 50% [Retalnedto Com Eq 6%

29%
50.0%
0.0%
14973
20608 | 22800
BI% | 63%
10.7% [ 11.2%
107% [ 11.2% | 10.5%

To% P TO% | 4% | 60% | 60N | 59% [ 5% | 5%

5M% (| S6% | 66% | €0% [ARDWds to Net Prof %

BUSINESS: Aqua America, Inc. is the holding company for water
and wastewsaler vtites that serve approximaiely 25 milion resi-
dents in Pennsylvania, Ohio, North Caroling, [¥inois, Texas, New
Jersey, Florida, Indiana, and five other stetes. Divested three of
four nor-water businesses in "91; islemarketing group In '83; and
others. Acquired AquaSource, 7/03; Consumers Waler, 4/99; and

others. Waler supply revenues '05: residential, 59%: commercial,
15%; industrial & other, 26%. Officers and directors own 1.2% of
the common siock (406 Proxy). Chaiman & Chief Executiva OF
ficer: Nichotas DeBenedictis. lncorporeted: Pannsylvania. Address:
762 West Lancaster Avenue, Bryn Mawr, Pennsylvania 19010, Tol-
ephona; §10-525-1400, lniemet: www.aquaamerica.com.

ANNUM.ﬁErA;)ES 1"P?‘rn'(

of change 3.

Revenues 7.0%
“Cash Flow™ 9.5%
Eamings 9.0%
Dividends B5.0%
Book Value 9.5%

Past Esf'd '03-05
5¥s.  o'®'H
0% 11,

Cak | UUARTERLY REVENVES
endar |Mar31 Jun30 Sep.30

{$mil)
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805 6834 01
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Aqua America's third-quarter pros-
pects have worsened due to poor
weather conditions. The company
reported that an increased number of days
with rainfall, in several of Aqua’s regions,
likely hurt profitabflity in the third
quarter. Management stated that the Mid-
west (parts of Illinois and Ohio) was hit
especially hard; the number of rainy days
there increased 33% during the September
interim. We have, accordingly, reduced our
third-quarter share-earnings estimate by
$0.03, and our 2006 estimate by $0.05.

A string of recent acquisitions should
help fuel earnings growth in 2007. The
water utilities giant recently announced
that it has closed five acquisitions so far
this year. New York Water Service, one of
these purchases, cost the company roughly
$50 million and should enhance Aqua's to-
tal customer count by 135000 (5%), or
about $0.02 a share in annual earnings
contributions. New York has become the
company’s seventh-largest state as a re-
sult of the deal. Another recent ase,
Bregande Excavating, should help expand
Aqua’s wastewater presence in south-
eastern Pennsylvania. The highly frag-

mented nature of the water industry facili-
tates industry consolidation by big players
like Aqua. e company seems to be
making good progress on this front in
2006, and should start to see returns by
early 2007.
Growing infrastructure needs ought
ta help boost top-line growth over the
comingE;ears. ased on a recent ort
by the EPA, basic infrastructure ne of
gublic water-supply systems in the United
tates are estimated to be about $280 bil-
lion over the next two decades. This figure
is 60% higher than the administration's
revious tally. Higher capital spending al-
ows water utilitles ke Aqua to justify
higher rate requests. In the long run, the
steady revenue assoclated with Increased
rate relief more than offsets near-term
capital spending. That sald, earnings
growth in the short run will likely be pres-
sured by the heavy spending.
These shares are ranked Lowest (9)
for year-ahead relative performance.
Moreover, total return potential for the
years out to 2008-2011 seems limited
ven the stock’s current quotation.
raneeth Satish Cctober 27, 2006
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4990 ] 1991 | 1992 | 1993 | 1994 | 1095 5996 | 1397 [ 1998 | 1393 [2000 [ 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | ©VALUELINEPUB., G, 35-11
1083] #1148 1220| 1334 1259 1317] 1448 1548 1476 1596 | 9636 [ 1826 | 17.33 | 1637 | 1748 | 1744 | f635| (500 [Revenuss persh 2085
1971 198| 192| 225 202| 207] 250| 292| 260f 275| 252 220 265| 251 283( 3.04] 300| 220 (“CachFlow” prsh 15
1251 12t 108 35| t22| 147{ 181 83| 145)] 183 1M 81 125] 12 148 147 140 1.60 |Eamingspersh A 180
87 80 93 96 9| 102] 4104| 108 107 08| 10| 1f2| 42| 642] 143]| 44| 115{ 176 |D'd DecfdpershBm 1.2
Tl 30| 30| 2R IE| ZiT| 2E| 61| 78| M| Z45| AW | 58Z| 43| 313| 54| 535| S530|CapliSpendingpersh | 450
10041 035 1951 1000 1156 11.72| 1222 1300 1338 | 1343 1200 | 1295 | 13.12 | 1444 | 1586 | 1598 | 1805] 1455 jBookValue parchC 2035
T138] T3E| 1138| 1138 | 1245 1254| 1262| V27| 1262 | 1204 | 1545 | 1518 | 158 | 1643 | 1837 | 8.9 | 2030 21,60 [Cormon 90| 2360 |
F AT 20T W A 7 I T8 1E| A 185 DA WE| Z3| A1| 2| soidrgjresar [AvgAnmIFERaDY | 10
K 12 B RO 2 92 15 ] 83| 106 12| 138) 198 | 126 | 106| 130| WiweLee iRelative P/E Rafio 1.25
BT%| 66%| 61% | 52% | 58%| 64%{ 58% | 46% | 42% | 40% [ 43% | 44% | A5% | 4% [ 39% ] 3% Avg Ana'l Div'd Yield 3.5%
CAPITAL STRUCTURE as of &/30/08 1828 [ 1953 | 1863 | 2064 | 2448 | 2468 | 2632 | 277.t | 3166 3207 35 355 [Revenuss (Smilf) it
Total Debt $300.8 mB. Due in § Yrs $9.0 mil. 194 33| 184 199 200] W4]| 194 1941 260) 272| Zrot 340 |Net Profil $mil) [H]
LTDebt$273.7 mk  LTimerest $105mi  Rpag | 374% | 35.4% | 37.0% | 420% | 94% | 0.1% | 30.9% | S80% | AZ4% | 41.5% | 41.5% [income Tax ala A%
. . , - - - -- -~ -- -- 1 10.3% .- - N NIl |AFUDC % to Net Profit NA
{LT ndereof eamed: 3.5 totalnt. av.: 3.2 TTA% [ BAn | MAZ% | 465K | 9% | 503% | 3% | 502% | 4B6% | J60% | 4% | 455% [LongTem Debd Ratio | 47.5%
Pansion Assets-12103 §70.2 mill 51.4% | 53.5% { 54.7% | 52.0% | 50.2% | 46.8% [ 44.0% | 49.1% | 50.8% | 514% | 85.5% | 540% |Common Equity Ratio | 520%
Obllg. $103.2 mil. 29091 3087] %086 2338 | 3688 | 4027 | 4531 | 4944 | 5559 | M6 [ 725 | Total Capha! ($mix) 14}
PfdStock§35mil. ~ Pfd Div'd §.15 ms. 4436 | 4604 4783 | 5154 | 5820 | 6243 | o970 | 7505 | 8003 6567 | 915 | 080 |Net Prant(smin 1150
139,000 shares, 44% cumulafive (325 par). TEI% | 94% | TA% | 7% | 65% | 53% | 59% | 55% | 6.1% | 64% | 55% | G0% [RetenonTonlCagl | 5%
Common Stock 18,406,963 shs. 12.1% | 13.9% | 10.7% | 11.2% | 10.0% | 7.2% | 94% | 7.6% | B9%) 9.4% ( 7.5% | &5% (Returnon Shr. Equity 0%
as of 7131008 123% #4.1% [ 108% | 114% | 10.1% | 7.2% [ 956% | 7.9% { O0% ) 93% [ 7.5% | &5% [Retwnon Com Equily £.0% |
MARKET CAP: §700 mittion (Small Cap) 38% | 60% | 2B% [ 35% | 18% | NMF| 1.0% TR 2% 21% | 104 | 25% |Retzlned to Com Eq 3.0%
CURRENT POSITION 2004 2005 /30008 | 69% | 58%  74% | 70% [ B2% | 119% | 90% | S1% | 7/% | 77% | &7% | 72% (Al Divids to Net Prof 6%
Cash Assets 18. 95 2.2 | DUSINESS: Cakfornia Waler Service Group provides raquiated and  {11/00). Revenua breakdown, '05: residential, 69%; bushness, 18%;
Other 516 _427 _ 48.5 | nonmguiated water service to over 2 miion people (456,700 cus- public authorities, 5%; Industrial, 4%; other, 4%. '05 reported
Current Assets 704 T522 T 507 | mmers) ia 75 communities in Caldomia, Washington, and New deprec. rafe: 3,6%. Has about 840 employses. Chaiman: Robart
Accts Payabla 198 8361  34.2 | Maxico. Main service areas: San Francisco Bay area, Sacramento W, Foy. President & CEO: Peter €. Nelbson. lnc.: Debaware, Ad-
Deot Due s aid Z-1| Vabey, Sainas Valley, San Joaguin Valley & parts of Los Angeles. dress: 1720 North First Street, San Jose, Caliomia B5112-4558.
Current Liab. 573 —-75—5 m Acquired National Utlity Company (5/04) Rio Granda Comp. Telaphons: 408-367-8200. Internet www.calwatar.com,
Fix. Chg. Cov. 338% _361% _ 375% | Califormia Water Service Group and systems are old and in need of sig-
ANNUAL RATES  Past Past Est'd'03505{ should continue to benefit from an nificant renevations. Infrastructure costs
deengeipershl 0¥ 5Y¥n. W' | jmproving regulatory landscape ... will likely continue to rise and pressure
%:ﬂﬁw gg& 22% 383“ Indeed, the California Public {Jtﬂiﬁes rofit margins for years to come,
Eamings 5% 40% 45% | Commisslon (CPUC), which is in charge of It will have to look to cutside finan-
Dividends 15% 10% 10% | maintaining a balance between consumers ciers to keep things going. With only $2
Book Vaha 25% 19% 50% | and Cal-based utilities, looks to have million in cash on hang at the end of June,
Cak | QUARTERLY REVENUES (¥ mil) Full | changed its tune and be more business CWT does not have the reserves to fund
endar |Mar31 Jun30 Sep.30 Dec31| Year | friendly of late. Such developments paint a the needed i{mprovements. In fact, it
2003 | 513 680 882 698 | 217.1| favorable backdrop for CW?IE: which files a recently issued $20 million In unsecured
2004 | 602 888 97t B34 | 3156 general rate case (GRC) each year for senfor notes and sold two million shares of
005 | 603 815 1011 778 | 3207 | elght of its 24 districts. The company iIs stock, raising roughly $94 million in total.
206 | 652 BLT L7 B0 | &5 | cyrrently awaiting a decision on its 2005 Although necessary, the initiatives will
000 | 700 S00 190 858 | 35 | GRC, in which it is seeking roughly $11 probably centinue to dilute shareholder
cal- EARNNGS PER SHARE A E Full { million, on a 12.23% returmn on equity. Al- pgains. {Ve suspect similar undertakings
endar |Mar31 Jun3d Sep30 Dec.d| Year | though the CPUC may not grant the com- will be necessary poing forward. In all,
2003 1d05 30 53 41| 121] pany the entire amount requested, we we've reduced our full-year earnings es-
2004 1 08 59 59 20| 148| think that it will prohably sign off on a timate by a quarter, to $1.40 and our 2007
ms | e 4 71 321 14T healthy return, given the recent rulln%s. figure by $0.15, to $1.60 a share.
006 (04 3 72 43| 18] st still struggle to graow its bot- Ui&e do not recommend these shares at
Wor | 07 A 35§ 180 o line. Earnin decllneﬂy 24% in the this juncture. They are ranked Lowest
Cak | QUARTERLYDIVIDENDSPADB= | Fyif | second quarter. Although we suspect that (5) for Timeliness and offer minimal 3- to
endar |Mar31 Jun3) Sep.30 Dec31] Year | the unseasonably wet weather t pres- b-year appreciation potental. Meanwhile,
02 |8 2% 28 .28 112} sured the top line in the period will there are better income vehicles on the
2008 | 281 281 281 28t [ 112| eventually let up, we do not share the market at this time. Most investors will
2004 | 283 283 283 28 | 113| same optimism about operating costs. Ex- want to look elsewhere, given the capital
2005 | 285 285 285 285 | 14| panses increased €% for the six months constraints that we expect to contimae.
006 | 2875 2875 2875 ended June. Many of the company's wells Andre J. Costanza October 27, 2006
‘(0“0) Basic EPS. Exdl. nonrecumring gsin (loss): | (B) Dividends hist  pakd in mid+eb., g} Incl. deferred charges. In "05: §63.9 mik, Comrng‘a Financial Strength B+
,gfa); ‘01, 4¢; 02, B¢. Next eamnings report %.a.&ug., and Nov, = Div'd rainvestment plan | 53.47/sh. Stock's Price Stabillity 80
Janwary, avallable. In milons, adjusted for spl. 85
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RECENT 33 8 4 TRAILING 27 3 RELATIVE 1 35 DD 1 70/
SJW CORP, NYSE-Sow PRICE . P/E RATH »J [PERATIO . YLD o /0
T RANKS. L 11,92 2017 20.33 17.83 15.07 14.95 19.64 27.80
e PR e 8.08 9.54 15.83 11.58 12.67 12.57 14.60 16.07
PERFORMANCE 3 average LEGENDS 5
—— 12 Mos Mov Avg .
Technical 3 sverape é_‘fér‘_f‘::)l';";%f"eﬂmh P | + 30
SAFETY 2 fx,‘;s i 2-for-1 spiil 308 ) . =||!||| |I,J+,.LL. 225
Shadad area indicales reCossion | *ey p e 1Lt 1 '
BETA 75 {1.00 = Market) g /_'T SR Y PRI . - 13
| ]||]' - . s 0
. . 12 ) " L O R ECVEEE N
Financlal Strength B+ . e 8
Price Stabllity 85 4
Price Growlih Persistence 65 3
350
Earnings Predictabllity 75 T T i VoL
ot l-r-|||||l||l|n|l”|l]| [EREBEFRAET |..|I||u|||||”””|” ”” I”“ l (thous.)
® VALUE LINE PUBLISHING, INC.t 1998 1999 2000 2002 2003 2004 2005 2006 2007/2008
SALES PER SH 558 6.40 6.74 7.97 8.20 9.14 9.88 -
“CASH FLOW" PER SH 126 1.43 1.23 1.55 1.75 1,89 2.21 -
EARNINGS PER 5H 76 87 58 78 o 87 1.12 1.35"8 1.495/NA
DIV'DS DECL'D PER SH 85 40 A1 A48 49 51 .53 -
CAP'L SPENDING PER 5H 1.81 177 1.89 2,08 3.41 2.31 2.83 -
BOOK VALUE PER SH 753 7.88 7.90 . B.40 9.1 10.11 10.72 -
COMMON SHS QUTST'G (MILL} 19.01 18.27 18.27 18.27 18.27 18.27 18.27 18.27 -
AVG ANN'L P/E RATIO 13.1 15.5 33.1 185 17.3 15.4 19.8 9.7 25.1 22,7/NA
RELATIVE P/E RATIO 68 .88 2.15 .85 94 88 1.04 1.04 -
AVG ANN'L DIV'D YIELD 3.9% 3.0% 2.1% 3.0% 3.4% 3.5% 3.0% 24% | -
SALES (§MILL) 108.0 117.0 123.2 136.1 145.7 1487 166.0 180.1 - Bold figures
OPERATING MARGIN 36.0% 33.2% 30.2% 64.4% 63.7% 56.0% 56.4% 55.0% | - are consensus
DEPRECIATION ($MILL) 9.6 10.2 11.9 13.2 14.0 15.2 185 19.7 - earnings
NET PROFIT (SMILL) 14.4 15.9 0.7 14.0 14.2 16.7 16.0 20.7 - estimates
INCOME TAX RATE 40.2% 35.9% 41.0% 34.5% 40.4% 36.2% 42.1% 416% | - and, using the
NET PROFIT MARGIN 13.6% 13.6% 8.7% 10.3% 9.8% 11.2% 9.6% 15% | - recent prices,
WORKING CAP'L (SMILL) 9.4 d3.0 d11.4 d3.8 d4.9 12.0 13,0 108 - P/E ratios.
LONG-TERM DEBT ($MILL} 90.0 80.0 80.0 110.0 110.0 139.6 1436 145.3 -
SHR. EQUITY (SMILL) 143.2 143.9 144.3 149.4 153.5 18664 184.7 195.9 -
RETURN ON TOTAL CAP'L 74% 8.2% 5.9% 6.7% 6.9% 6.9% B.5% 76% | -
RETURN ON SHR. EQUITY 10.1% 11.0% 7.4% 9.4% 9.3% 10.0% 8.7% 106% | -
RETAINED TO COM EG 4.9% 5.8% 2.2% 41% 3.8% 47% 3.6% 56% | -
ALL DIV'DS TO NET PROF 52% 48% 70% 56% 58% 53% 58% 47% -
ANo. of analysis changing eam. esl, in Jas! 14 days: © up, 0 down, consensus 5-year gamings growth nof available. Bpased upon one analyst’s astimate. ©Based upon one analyst’s estimale.
ANNUAL RATES ASSETS ($mil,) 2006 2005  6AOD6 NDUSTR Iit
of change (per share) 5 Yrs. 1Yr. | Cash Asgets 109 04 26 :
Sales 5% BO% | Roceivables 146 184 258 | BUSINESS: SITW Corp. operates as the holding company
Eg?;: Flow’ 8.5% 17.0% | Inventory 5 B .7 | for San Jose Water Company (STWC), STW Land Company,
gs 55% 26.0% | Other 23 3.3 48 . .
Dividends 50% 40% | Corem Assets 4 37 a0 Crystal Choice Water Service LLC, and SIW'I_X Water, Inc.
Book Value 5.0% 6.0% ’ : STWC produces, purchases, stores, purifies, distributes, and
Fiscal | QUARTERLY SALES (smill) | Full | Propery, Plant sells water. It provides water service to customers in
vear | 1@ 20 30 4G |Year AD;: rﬁqlgg’érzid 'ﬁ}n ?;g-? g?g-g . Cupertino, San Jose, Campbfell, Monte Sereno, Saratoga, the
1230a| 311 456 523 379 |166.3] Net Property iy s sag | Town of Los Gatos, and in the county of Santa Clara,
1o;ios] 333 448 585 435 [180.1| Otner 60 712 sa2 | California, STWC also provides nonregulated water related
12/31/08} 337 47.9 Tolah Asssals 5500  587.7 a0 | services, including water system operations, billings, and
12/31/07 cash remittance services. STW Land owns and operates
Fiscal | EARNINGS PERSHARE | Full kﬁg"}gﬁ;gm'"-) s & 54 | PATKing facilities in San Jose, California, as well as owns
Year | 10 2@ 3@  4Q |Year| papt Due 3 g 254 | commercial buildings and other undeveloped Jand primarily
aas| 18 24 a3 16 | .91 | Other 142 155 234 | in the San Jose Metropolitan area, some properties in the
i273v04| 09 27 ap 21 | .a7 | Gurrent Lisb 154 209 502 | states of Florida, Texas, and Connecticut, and a 70% limited
iayes| 45 31 53 13 |12 partnership interest in 444 West Santa Clara Street, L.P.
123508 23 a8 50 .28 Crystal Choice sells and rents water conditioning and
123107) 22 '-ONG‘I%F;"&&EBT AND EQUITY purification equipment. Has 311 employees. Chairman:
Cal- | QUARTERLY DIVIDENDS PAID' | Full a0 Drew Gibson. Inc.: CA. Address: 374 West Santa Clara
endar | 10 20 30 4Q | Year E%le gegtsuza“?-.iu, Dueln 5 Yrs.NA | Street, San Jose, CA 95113. Tel.: (408) 279-7800. Internet:
2003 | 122 122 .22 122 | 49 1 $148.9 mill http://www.sjwater.com.
204 | 128 128 .28 28 | 58 | Inoiueing Cap. Leases NA 3% of Cap) ! AO.
. . R . | i
gggg :3‘1‘ :3‘1‘ 1:‘: 134 | .54 | {eases, Uncapitalized Annual rentals NA Ociober 27, 2006
Pension Llabllity $13.2 mill. in'€5 vs. $9.4 mill. in ‘04
INSTITUTIONAL DECISIONS TOTAL SHAREHOLDER RETURN
40'05 1006 acros | Prd Stock None Pid Div'd Pald None Dividends plus appreciation as of 9/36/2006
to Buy 2 o 3 Common Siock 18,271,698 shares 3 Mos. & Mos. 1Yr 3 ¥Yrs. 5 Yrs.
to Sell 21 24 27 (57% o Capl)
Hid's{000) 6498 6507 6941 18.15% 12.61% 26.62% 130.31% 152.30%
©2006 Value Line PubBshing, Inc. Al i lesesved. Factua? malerial is obkaingd ¥om sources belived jo be refiable and is provided wilhou wamanties of any kind.

THE PUBLISHER IS NOT RESPONSIBLE FOR ANY ERRORS DR OMISSIONS HEREIN, This
of & may be reprodueed, resold, stored of bansmilled in any prinied, electronic of other form, of u!
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RECENT 1 9 13 TRALING 3 4 2 RELATIVE 1 69 0D 2 30/
NDQ--YoRW PRICE 2 PERATIO J .4 |PERATIO . Y /0
o R AR AN T 10.22 13.45 13.49 14.03 17.87
: RANKS i | 5.67 8.20 9.33 11.00 11.67 15.33 Low
PERFORMANGE 2 fmomee LEGENDS
Above || =— 12 Mos Mov Avg M - 18
. ... . Rel Prige Strangth — m_J;H*LL_.__
Techniz! g Aversae R g-lnr-é Sp:i}rggg e |1|. rr.JJJ.I..-I—I——"’”_ ,nllﬂ" 3
SAFETY average || Ghaod an i 'y e LN L
Shatted arsa indicalzs recassion y,l/"ﬁ . .
BETA 50 (1.00 = Markel) . ..
g
4
Financla) Strength B+ 3
Price Stability 60 2
Price Growth Persisience NMF
7
Earnings Predictability 85 - — - Y T Hh'l'ﬁﬂ'l’i_ vg,_s
s T III||]]IIII| 1 11 (trous)
® VALUE LINE PUBLISHING, INC.| 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007/2008
REVENUES PER SH - - - 2.05 2.05 247 2,18 258 -
“CASH FLOW” PER SH - - - 59 57 85 65 79 -
EARNINGS PER SH - - - 43 40 AT 49 56 6048 B45/NA
DIV'D DECL'D PER SH - - - .34 .35 .37 .39 A2 -
CAP'L SPENDING PER SH - - - 75 66 1.07 2.50 1.69 -
BOOX VALUE PER SH - - -- 3.79 3.80 4.06 4.65 4.85 -
COMMON SHS OUTST'G (MILL) -- - - 9.46 9.55 9.63 10.33 10.40 -
AVG ANN'L P/E RATIO - - - 17.9 26.9 245 25.7 26.3 31.9 29.9/NA
RELATIVE P/E RATIO - - - 82 1.47 1.40 1.36 1.39 -
AVG ANN'L DIV'D YIELD - - - 4.3% 3.3% 3.2% 31% 29% | -
REVENUES (SMILL) - - 185 19.4 19.8 20.9 225 26.8 - Boid figures
NET PROAIT ($MILL) - -- 3.8 4.0 3.8 4.4 4.8 58 - are consensus
INCOME TAX RATE - = 35.7% 35.8% 34.9% 34.8% 36.7% 36.7% | - earnings
AFUDC % TO NET PROFT . - -- 2.2% 3.7% - -- -- - esltimates
LONG-TERM DEBT RATIO - - 50.2% 47.7% 46.7% 43.4% 42.5% 441% | - and, using the
COMMON EQUITY RATIO - - 49.8% 52.3% 53.3% 56.6% 57.5% 55.9% | - recent prices,
TOTAL CAPITAL (SMILL} - - 65.2 68.6 69.9 69.0 836 90.3 - P/E ratios.
NET PLANT ($MILL) - - 97.0 102.3 106.7 116.5 140.0 155.3 -
RETURN ON TOTAL CAP'L - -- 7.9% 7.9% 7.4% 8.5% 7.6% B.A% | -
RETURN ON SHR, EQUITY - - 11.6% 11.2% 10.2% 1.4% 10.0% 1M16% [ -
RETURN ON COM EQUITY - - 116% 11.2% 10.2% | 11.4% 10.0% 11.6% | -
RETAINED TO COM EQ - - 25% 2.5% 1.3% 26% 2.1% 30% | -
AL{ DIV'DS TO NET PROF - - 78% 78% B88% 77% 79% 74% -
AN, of analysis changing eam. esl. inJast 14 days: O up, 0 down, consensus 5-year eamings growdh 7.0% per yoar. P Basad upon 2 analysis’ eslimales. CBased upon 2 analysls’ estimales.
ANNUAL RATES ASEETS (Sl 004 2005 6ADE Us
of changa {per share} 5 Yrs. 1Yr. | Cash Assels 2 o 0
ﬁg"ag'gsw, - ;3123 Receivables 37 as 44 | BUSINESS: York Water Company engages in the im-
Ea::jngs" N o 'c';l‘;“*;“"!' 7 H -g pounding, purification, and distribution of water in York
Dividends -8.5% TE% | o Assels _5;5 ? —5-‘-9 County, Pennsylvania. The company has two [ESEIVOIrS,
Book Value - 40% i ’ ~ | Lake Williams and Lake Redman, which together held
Fiocal | GUARVERLY SALES ($mill} | Full | Property, Plant approxtmalely. 2.2?3 billion galchms pf water. It supplies
Year | 1Q 20 30 40 |Year Nx& qurp. :Li ct:jsl 12:-3 12;-‘11 -~ | water for residential, commercial, industrial, and other
um Depreciation 3 A - .
12/3104] 53 55 56 61 |225| NelProperty 1s0 1853 1y | customers. As of June 30, the company served approxi
123105 6.2 87 72 67 |z6.8| Other 1.4 19 io8 | mately 56,281 customers in 34 municipalities in York
12/31/08} 6.6 70 Tolal Assels 1561 1723 1814 | County. Has 97 employees. C.E.O. & President: Jeffrey 5.
12131707 Osman. Inc.: PA. Address: 130 East Market Street, York, PA
Frocal EARNINGS PER SHARE | Full mg;‘;}iaésm"'-) .8 26 4 | 17401 Tel.: 7 845-3601. Internet:
Year | 1@ 2@ 3G 4Q |Year| penipye 63 193 oag | httprfwww.yorkwater.com.
1emios] 08 a1 a8 .z | .47 | Other _31 28 27
1213104F 12 11 12 34 | .49 | Cumen! Ligb 212 247 20.3
12/31/05} .12 14 47 43 | .56
12131008] .12 14 R
1231007] .13 LONG-TERM DEBT AND EQUITY
car | QUARTERLY DVIDENDS PAD |Fan| = O So0%%
endar | 10 2@ 3Q 40 [Year| Total Debt §62.3 mill Due In 5 Yrs, NA
LT Debt $30.8 mill.
2003 b 09 .09 09 0 | .38
st | 057 097 0w oy | 3 | "meluding Cap. Leases NA (43% of Cap') A.0.
2005 | 04 104 104 04 | 42 | eages, Uncapitalized Annual rentals NA
2006 ¢ 12 152 112 42 | 45 ¥ October 27, 2006
Penslon Llability $3.9 mil. in ‘05 vs. $3.0 mill. in 04
INSTITUTIONAL DECISICNS TOTAL SHAREHOLDER RETURNM
40'05 10706 20'06 | Pid Stock None Pid DIv'd Paid None Dividends plus appraciation as of 9/30/2006
lo Buy 10 8 ° Comimon Stock 10,432,089 shares 3 Mos. 6 Mos. 1Yr 3¥rs. 5 Yrs.
lo Salt 3 i ] (57% of Cap')
Hid's{D00) 775 778 718 20.08% 9.67% 13.23% 82.58% 171.22%

catl 1-800-833-0046.
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SAFETY 3 wewiooans

TECHNICAL 5 Lowered 102706
BETA 80 (1.00=Markel)
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10.2
8.9

12.4
51

11.2
8.1

143
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©VALUELINE PUB., INC.

2004 ;2005 2007

48
M
A2
L]

420
38
.09
.08

3
2
02
4B

616
&
3
ALl

561
5
2
L

531
A48
A5
09

816
87
42
A4

a1z
86
39
A5

749
%
3
A3

1070
k|
44
A6

10.20
45

910 Revenies par sh
"Cash Flow” per sh
Earnlngs per sh A
Div'd Decld persh ®

]
245

Ei]
241

12

23] 23

55
40| 252

T4

2K 305

53

1.78
427

=
34

106
384

.60 T8 21| 1A

1245 | 1260 | 1312

T38| 1BI7 | 4%

1.14
4.90
L34

Cap'l Spending per sh
Book Value per sh ©
[Common Shs Dulsfg - |

R3IT 148
58

4.7%

142 NWF ]
105 | NWF 21| 146

57%| 55%| 66%| 4% | 42%

TS WS
103 o7
34% | 2™

hL13
112
18%

112
B9
23%

188
1
1.7%

248
135
1.5%

170
i
2.0%

242
12
1.7%

Fik)
140
1%

Avg Ann'TPIE Ratio
Refative P/E Ratio
Avg An’l Div'd Yiold

CAPITAL STRUCTURE as of 630/06

Total Debt $131.9 B, Duo n § ¥is $25.0 miL
LTDebt§t22.5mill. LT Interest §7.0 mil
(Todal intarest coveraga: 2.3x) {45% of Cap'l)

418%

122
34
395% |

809
| 42]
[TE0% |

g2 ™I
18| 28|
4T 5% |

115.5

62
36.0%

144%

1308

60
34.9%

3.2%

1047
54
37.0%

170
12

[ 35.9% | %6.1% |

Revenues ($mll)
Net Profit (i)
Incoms Tax Rate
AFUDC % fo Net Profit

15.0
380%
11.5%

Leases, Uncapitalized: Annual rentals $6.7 mik.

50.2% { 47.9% | 48.7% | 45.2%

48.8% 56.7%

429%

514%
48.2%

47.9%
51.6%

as of 406

Pension Liablilty None
P Stock §461,000 PR Div'd §24,000
Commeon Stock 22,608,703 shs.

MARKET CAP; §300 million {Emal Cap)

45.9% | 51.3% | 50.5% | 54.1% | 50.7%

450%
.08

Long-Term Debt Rati

35.1% Common Equity Ratio

130
1711
8%

1428
2039
5.8%

1528
285
6.2%

739
137
5%

95.0
1578
1.5%

622
1021
68%

B85
109:2
1%

1.1
914
5.5%

90%
91%

9.7%
9.7%

1.1%
11.1%

11.4%
114%

6.3%
6.3%

8.0%
B.1%

9.5%
96%

10.3%
104%

Current Liab.

CURRENT POSITION 2004 2005  GI30HE
Cash Assels
Receivables
lnvemnry {Avg Cst)

Currenl Assets
Actts Payable
Debt Dyé

1.8

Beo
o

B
o

-
iy
o
-
ml

453
12.3

20 0
N

b, one

sN d-h-\
S| ~0o N
ml=no

41.8

20% [ 45% 1 B0% | TO%| TEN | 78% | 63% | 58%

Total Capital (Smil] a6

Net Plant {$mil

4.1% 55%

5%
1.5%
5.5%

5.0%
50%
1%

60% (AN Dhds to Net Prof

55% | 45% | 8% | 3% ) 1% | 3™ | 3% | W

3.8
280
162
108
94
216

BUSINESS: Southwast Walar Company provides a broad sange of
services including water production, treatment and disirbution;
waslewater collection and freatment; uliity bling and collaclion;
utlity infrastructure consliection management; and public works
services. It operates out of two groups, Utiidy (39% of 2005 rave-
nues) and Services (61%). Utilly owns and manages rate-regulated

public water utiities in Cafifornia, New Mexico, Okiahoma, and
Taxas. Services does mosfly maimenance work on a contract
basis. Off. & dir. own 8.2% of com. shs.; T. Rowe Price, 5.8% (406
proxy). Chairman: Anton C. Gamier; CEQ: Mark Swalek Inc.: DE
Addr.; One Wishine Building, 624 S. Gramd Avemle. Ste. 2800, Los
Angeles, CA 90017, Tel.: 213-920-1800. infernat; www.swwe.com,

ANNUAL

Eamings
Dmdgng

nichrg- fpex sh)
“cash Fkrw"

Book Value

RAFES  Past
1% Yrs.
8.5%

7.0%
15
6.0%

8.5%

Past Est'd 0305
to 1t
4.
8.0%

Cal-
endar

QUARTERLY REVEMUES
Mar.31 Jun. 30 Sep. 30

(6 mi)

2003
2004
2005
2006
207

514
55.0
5.7

3.1
30.8
452

415
45.7
51.3
508 554 595
650 GO0 650

41.5
520
54.3
5.0

Cal-
andar

EARNNGS PER SHARE A

Mar.31 Jun. 30 Sap.30 Dee. 3

2003
2004
2005
2006
2007

21
12
a4
0B 08 15
M55 16

11
dfz
06
09
A0

4.0t

d.01

13
A3
15

QUARTERLY DIVIDENDS PAD &

War31 Jun3d Sep3d Dec.d

2008

038
042
D45
048
052

138
042
046
048
052

038
M6
050
052
052

038
042
046
048
052

Southwest Water Company continues
to struggle. The water utility reported
second-quarter share of $0.08,
$0.04 below our estimate. Seasonahty
aside, weather was especially wet in the
company's main territery. California.
Several unusual char; jes also had a hand
in the fit sh ; Southwest booked
$0.7 mig;gn in relocation expenses for in-
coming CEO Mark Swatek and another
$0.7 mﬂlion in goodwill impairment dur-
ing the gquarter, We have reduced our
earnings estimate for 2006 by $0.02 a
share to account for unfavorable weather
conditions in California.

The Services Group is generating rev-
enue, but s are spread thin.
The group's top line increased 12% in the
June interim due to higher contract, con-
struction, and maintenance work and the
recently acquired (in 2005) Alabama
wastewater system. However, higher costs
have offset some of these gains. Gasoline
prices have pushed fleet operating ex-
penses higher, and steady employee
growth has sent staffing costs climbing as
well. Mr. Swatek is intent on bringing
about overall margin improvements by ei-

ther cutting the segment’s unprofitable
contracts or by selling the segment com-
pletely (unlikely in our view). Still, with
revenues pgrowing and management
seeminily focused on cost control, we ex-
pect solid profit advances ocut of Services
in the coming years.
The Utility Group is a mixed bag.
thuuﬁ) a ng customer count in exas
ew Mexico has been generating top-
line advances, discouraging trends of lower
water usaée and higher water production
costs in California have offset some of
these gains. (The especially wet climate
over the last few months has not helped
matters either) A newly appointed Cali-
fornia Public Utilities ({ommlssion ought
to help smooth the process of requesting
rate increases, though. Under the new
board, Southwest is seeking an 11% return
on equity in its latest , compared to
the current allowed return of 9.8%.
Shares of Southwest Water Company
are ranked below average for year-
ahead performance. Additionally, long-
term total return potential seems limited
based on our earmnings prajections.
FPraneeth Satish October 27, 2006
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Missouri American Water Company
Indicated Common Equity Cost Rate
Through Use of a Risk Premium Model
Using an Adjusted Total Market ch
Proxy Group of Four Value
Line Proxy Group of Six AUS Line (Standard Edition)
No. Uiility Reports Water Water Companies

1. Prospective Yield on Aaa Ratad

Corporate Bonds (1) 58 % 58 %
2. Adjustment to Reflect Yield Spread

Between Aaa Rated Corporate

Bonds and A Rated Public

Uitility Bonds 0.5 (2) 05 ()
3. Adjusted Prospectiva Yield on A Rated

Pubtic Utility Bonds 63 % 63 %
4, Adjustment to Reflect Bond

Rating Difference of Proxy Group 0.0 (3 0.0 (3}
5. Adjusted Prospective Bond Yield 6.3 6.3
6. Equity Risk Premium (4) 4.4 4.6
7. Risk Premium Derived Common

Equity Cost Rate 10.7 % 10.9 %

Nofes: (1) Derived in Note (3) on page € of this Schedule.

(2) The average yield spread of A rated public utility bonds over Aaa rated corporate bonds of
0.51%, roundad to 0.5% from page 4 of this Schedule.

(3} No adjustment necessary as the average Moody's bond rating of the proxy group is A2.
{4) From paga 5 of this Schedule,
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Missouri American Water Company
Numerical Assignment for
Moody's and Standard & Poor's Bond Ratings
Moody's Numerical Standard & Poor's
Bond Rating Bond Weighting Bond Rating
Aaa 1 AAA
Aa1l 2 AA+
Aa2 3 AA
Aa3l 4 AA-
Al 5 A+
A2 6 A
A3 7 A-
Baa1 8 BBB+
Baa2 9 BBB
Baa3 10 BBB-
Bat 11 BB+
Ba2 12 BB

Ba3 13 BB-
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Missouri American Water Company
Judgment of Equity Risk Premium for
the Proxy Group of Six AUS Utility Reports Water Companies and
the Proxy Group of Four Value Line (Standard Edition) Water Companies

Proxy Group of Four
Proxy Group of Six AUS Value Line (Standard
Line Utility Reports Water Edition) Water
No. Companies Companies
1. Calculated equity risk
premium based on the
total market using
the beta approach (1) 44 % 48 %
2. Mean equity risk premium
based on a study
using the holding period
retuns of public utilities
with A rated bonds {2) 4.4 4.4
3. Average equity risk premium 4.4 % 46 %

Notes: (1) From page 6 of this Schedule.
(2) From page 8 of this Schedule.
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Missouri American Water Company
Derivation of Equity Risk Premium Based on the Total Market Approach
Using the Beta for
the Proxy Group of Six AUS Utility Reports Water Companies and
the P Group of Four Value Ling {Standard Edition} Water Companies
Proxy Group of Four Value
Line Proxy Group of Six AUS Line {Standard Edition)
No. Utility Reporis Water Water Companies

1. Arithmetic mean total retum rate on

the Standard & Poor's 500 Composite

Index - 1926-2005 (1) 123 % 123 %
2. Adithimetic mean yield on

Aaa and Aa Corporate Bonds

1926-2005 (2) (6.1) (6.4)
3 Histotical Equity Risk Prernium 6.2 % 6.2 %
4, Forecasted 3-5 year Tolal Annual

Market Retum (3) 11.1 % 111 %
5. Prospective Yield an Aaa Rated

Corporate Bonds (4) (5.8) (5.8)
6. Forecasted Equity Risk Premium 53 % 53 %
7. Average of Historical and Forecasted

Equity Risk Premium (5) 58 % 58 %
8. Adjusted Value Line Bela (6) Q.75 0.83
8, Beta Adjusted Equity Risk Premium 4.4 % 48 %

Notes: (1) From Stocks, Bonds, Bilis and Inflation - 2006 Yearbook Valuation Edition, Ibbotson Associates, Inc,,
Chicago, IL, 2006,

(2) From Moody's Industrial Manual and Mergent Bond Record Monthly Update,
(3) From page 3 of Schedule PMA-12.

(4) Average forecast based upon six quarterly estimates of Aaa rated corporate bonds per the consensus of
nearly 50 economists reported in Blue Chip Financial Forecasts dated November 1, 2006 (see page 7 of
this Schedule). The estimates are detaited below.

Fourth Quarter 2006 5.7 %
First Quarter 2007 658
Becond Quarter 2007 58
Third Quarter 2007 59
Fourth Quarter 2007 59
First Quarter 2008 5.9
Average 58 %

(5) Average of the Historical Equity Risk Premiurn of 8.2% from Line No. 3 and the Forecasted Equity Risk
Premium of 5.3% from Line No. 6 ({6.2% + 5.3%) /2 = 5,75%, rounded to 5.8%.

(5} From page 9 of this Schedule.



r2 B BLUE CHIP FINANCIAL FORECASTS W NOVEMBER I, 2006 |

History
—-----Average For Week Ending-——- -—Average For Month—- Latest Q
Interest Rates Oct. 20 Oct. 13 Qct. 6 Sep.29 Sep. Aus. July  30Q 2006
Federal Funds Rate 523 523 - 530 527 525 525 524 525
Prime Rate 825 825 825 825 825 825 8.25 825
LIBOR, 3-mo. 537 5.37 537 537 538 542 5.49 543
Commercial Paper, 1-mo. 520 520 5.19 522 521 522 524 522
Treasury bill, 3-mo. 5.15 5.12 5.02 501 5.08 5.09 5.08 508
Treasury bill, 6-mo. 5.15 5.12 5.02 501 5.08 5.17 527 517
Treasury bill, T yr. 5.05 5.03 490 4.90 4.97 5.08 522 5.09
Treasury note, 2 yr. 4.85 485 4.66 467 477 490 512 493
Treasury note, 5 yr. 475 474 4.56 4.56 467 482 5.04 4.84
Treasury note, 10 yr. 4.78 478 462 460 472 488 5.09 490
Treasury note, 30 yr. 491 491 477 473 4.85 5.00 513 499
Corporate Aaa bond 5.56 5.56 542 539 5.51 568 5.85 568
Corporate Baa bond 6.49 6.50 6.36 632 6.43 6.59 6.76 6.59
State & Local bonds 433 433 425 423 427 439 461 442
Home mortgage rate 6.36 637 630 631 640 6.52 6.76 6.56
History

4Q 1 20 3Q 4Q 1Q 2Q 3Q
Key Assumptions 2004 2005 2005 2005 2005 2006 2006 2006
Major Currency Index gl9 813 83.5 84.7 858 849 822 81.7
Real GDP 2.6 34 33 42 18 56 26 1.6
GDP Price Index 32 35 24 33 33 33 33 1.8
Consumer Price Index 36 23 33 5.5 33 22 49 30

Schedule PMA-11
Page 7 of 9

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

Consensus Forecasts-Quarterly Ave.

4Q 10 20 3Q 4Q 1Q
2006 2007 2007 2007 2007 2008
53 52 54 50 49 49
83 82 81 80 79 79
54 54 5§53 52 50 S50
53 53 5.2 5.1 5.0 49
50 50 49 48 47 47
51 51 50 49 48 48
50 50 50 49 43 48
49 49 49 48 48 48
48 49 49 49 49 49
48 49 49 492 49 50
4% 50 S50 S50 51 51
57 &8 58 5% 59 89
66 67 67 6B 68 68
44 45 4.5 46 46 4.6
64 65 65 65 6.6 66
Consensus Forecasts-Quarterly Avg,
4 1Q 2Q 3Q 40 10
2006 2007 2007 2007 2007 2008
816 811 806 80.2 801 802
26 27 27 2% 30 31
22 26 24 23 22 23
11 27 25 24 23 23

'Individual panel members’ forecasts are on pages 4 through 9. Historical data for interest rates except LIBOR is from Federal Reserve Release (FRSR) H.15. LIBOR quotes
available from The Wall Street Journal. Definitions reported here are same as those in FRSR H.15. Treasury yields are reported on a constant maturity basis. Historical data for the
U.5. Federal Reserve Board’s Major Currency Index is from FRSR H.10 and G.5. Historical data for Real GDF and GDP Chained Price Index are from the Bureau of Economic
Analysis (BEA). Consumer Price Index (CFI) history is from the Department of Labor’s Bureau of Labor Statistics (BLS)
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Missouri American Water Company
Derivation of Mean Equity Risk Premium Based on a Study

Using Holding Pericd Returns of Public Utilities

Over A Rated
Public Utility Bonds
AUS Consuitants -
Line Utility Services
No. Study (1)
1
Time Period 1928-2005
1. Arithmetic Mean Holding Period
Retumns (2):
Standard & Poor's Public
Utility Index 11.0 %
2. Arithmetic Mean Yield on:
A Rated Public Utility Bonds {(6.6)
3. Equity Risk Premium 44 %

Notes: (1)  S&P Public Utility Index and Moody’s Public Utility Bond Average Annual Yields
1928-2003, (US Consultants - Utility Services, 2006).

(2)  Holding period retums 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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Missouri American Water Company
Value Line Adjusted Betas for
the Proxy Group of Six AUS Utility Reports Water Companies and
the Proxy Group of Four Value Line (Standard Edition) Water Companies

Value Line
Adjusted
Beta
Proxy Group of Six AUS Utility
Reporis Water Companies
American States Water Co. 0.80
Aqua America, Inc. 0.85
Artesian Resources, Corp. NA
California Water Service Group 0.85
SJW Corp. 0.75
York Water Company 0.50
Average 0.75
Proxy Group of Four Value Line
(Standard Edition) Water
Companies
American States Water Co. 0.80
Aqua America, Inc. 0.85
California Water Service Group 0.85
Southwest Water Company 0.80
Average 0.83

NA = Not Available

Source of Information: Value Line Investment Survey, October 27, 2006
Standard Edition and Small and Mid-Cap Edition
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Missouri American Water Company
of the Capitai Assst Pricing Model for
the Proxy Group of Six AUS Utility Reports Water Companies and the
Proxy Group of Four Value Line {Standard Edition) Water Companies
Line Proxy Group of Four Value
Proxy Group of Six AUS Utility Line {Standard Edition})
No. Reports Water Companiss Water Companies
1. Traditiona! Capital Asset
Pricing Model (1) 10.4 % 106 %
2. Empirical Capital Asset
Pricing Model (1) 10.4 % 10.8 %
3. Conclusion 10.4 % 10.7 %

Notes: (1) From page 2 of this Schedule.



Proxy Group of Six AUS Utility
Roports Water Companies

American Stafes Water Co.
Aqua America, Inc.

Artesian Resources Corp.
California Water Service Group
SJW Corp.

York Water Company

Average

Proxy Group of Four Valua Line
{Standard Edition) Water Companies

American States Water Co.
Aqua America, Inc.

Caltfornia Water Service Group
Southwest Water Company

Average

Proxy Group of Six AUS Liility
Reports Water Companies

American States Water Co.
Agua America, Ihc,

Artesian Resources Corp.
California Water Service Group
SJW Cormp.

York Water Company

Average

Proxy Group of Four Value Line
{Standard Edition) Water Companies

American States Water Co.
Aqua America, Inc,

California Water Servica Group
Southwest Water Company

See page 3 for notes.

Missouri American Water Company
Indicated Common Equity Cost Rate Through Use

of the Capitad Asset Pricing Modet

1

Value Line
Adjusted
Beta

0.80
0.85

0.85
0.75
0.50

0.75

0.80
085

0.85
0.75

0.50

0.75

0.80
0.85
0.85

0.80

0.83

2

Company-Specific
Risk Premium
Basad on Market
Premium of 6.6% (1)

Schedule PMA-12
Page 2 of 3

3

CAPM Result
Including
Risk-Free

Rate of 5.0% (2}

Traditionaf Capital Asset Pricing Model (3)

53 %

56
5.0
33

50 %

53 %

56 %

5.9
5.6

58 %

10.3 %
10.6
NA
108
10.0

83
10.4 % (4)

103 %
1086
10.6

10.3

106 %
10.8
NA
108
104
9.1

10.4 % (4)

106 %
108
109

106
10.8 % (4)
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Missouri American Water Company
Development of the Market-Required Rate of Return on Commeon Equity Using

the Capital Asset Pricing Mode! for
the Proxy Group of Six AUS Utility Reports Water Companies and the
Proxy Group of Four Value Line (Standard Edition) Water Companies
Adjusted to Reflect a Forecasted Risk-Free Rate and Market Return

Notes:

(1 From the three previous month-end {Aug. ‘06 — Oct. ‘08), as well as a recently available (Nov. 10, 2008),
Value Line Summary & index, a forecasted 3-5 year total annual market return of 11,1% can be derived
by averaging the 3-month and spot forecasted total 3-5 year total appreciation, converting it into an
annual markst appreciation and adding the Value Line average forecasted annual dividend yield.

The 3-5 year ayerage total market appreciation of 43% produces a four-year average annual
return of 9.35 % ((1.43%) - 1). When the average annual forecasted dividend yield of 1.70% is added, a
total average market retum of 11.05%, rounded to 11.1% {1.70% + 09,35%).

The 3-month and spot forecasted total market return of 11.1% minus the risk-free rate of 5.0%
{developed in Note 2) is 6.1% (11.1% - 5.0%). The Ibbotson Associates calculated market premium of
7.1% for the period 1926-2005 results from a total markst return of 12.3% less the average income
return on long-term U.S, Government Securities of 5.2% (12.3% - 5.2% = 7.1%). This is then averaged
with the 6.1% Value Line market premium resulting in a 6.6%, market premium, The 6.6% market
premium is then multiplied by the beta in column 1 of page 2 of this Schedule.

(2) Average forecast based upon six quarterly estimates of 30-year Treasury Note yields per the consensus
of nearly 50 economists reported in the Blue Chip Financial Forecasts dated November 1, 2006 (see
page 7 of Schedule PMA-11.) The estimates are detailed below:

30-Year
Treasury Note Yield

Fourth Quarter 2006 4.9%
First Quarter 2008 5.0
Second Quarter 2007 5.0
Third Quarter 2007 50
Fourth Quarter 2007 5.1
First Quarter 2008 51
Average 2.0%

3 The traditional Capital Asset Pricing Model (CAPM) Is applied using the following formula;
Rs= Rp+ﬁ(RM'-RF)

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

4 Includes only those indicated common equity cost rates which are above 8.3%, i.e., 200 basis points
?t:o)va the prospective yield of 6.3% on A rated Moody's public utility bonds (page 1 of Schedule PMA-

(5) The empirical CAPM is applied using the following formula:
Rs=RF+.25(RM - Re )"‘-TSB(RM -RF)

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

Source of Information:  Value Line Summary & Index

Blue Chip Financial Ferecasts, November 1, 2006
Value Line Investment Survey, October 27, 2008, Standard Edition and Small and Mid-Cap

Edition
Stocks, Bonds, Bills and Inflation — Valuation Edition 2006 Yearbook |,
Ibbotsen Associates, Inc., Chicago, IL
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Missouri American Water Company
Comparable Earnings Analysis

The criteria for selection of the proxy group of one hundred non-uility companies was that the
non-utility companies be domestic and have a meaningful rate of return on book common
equity, shareholders’ equity, net worth, or partners’ capital for each of the five years ended
2005 or projected 2009 - 2011 as reported in Value Line Investment Survey (Standard
Edition). The proxy group of one hundred non-utility companies was selected based upon the
proxy group of six AUS Utility Reports water companies’ unadjusted beta range of 0.28 - 0.86
and standard error of the regression range of 2.8881 — 3.7653. These ranges are based upon
plus or minus three standard deviations of the unadjusted beta and standard error of the
regression as detailed in Ms. Ahern's direct testimony. Plus or minus three standard deviations
captures 99.73% of the distribution of unadjusted betas and standard errors of the regression.

Ending 2005,

2009 - 2011.

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

The standard deviation of group of six AUS Utility Reports water companies’ standard error of
the regression Iis 0.1462. The standard deviation of the standard error of the regression is
calcutated as follows:

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

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

Thus, 0.1462 = 3.3267 = 3.3267
518 22,7596

Mid-point of the arithmetic mean of the historical five year average and five year projected rate
of return on book common equity, shareholder's equity, net worth, or partners’ capital.

Arithmetic mean of historical five year rates of return and five year projected rates of return on
net worth, common equity or partners’ capital excluding those 20% and greater as well as
those 8.3% or less, i.e., 200 basis points above the prospective vield of 6.3% on A rated
Moody's public utility bonds (from page 1 of Schedule PMA-11.)

Mid-point of the arithmetic mean of historical five year rates of return and five year projected
rates of return on net worth, common equily or partners’ capital excluding those 20% and
greater as well as those 8.3% or less, i.e., 200 basis points above the prospective yield of 6.3%
on A rated Moody's public utility bonds (from page 1 of Schedule PMA-11.)

The criteria for selection of the proxy group of one hundred twenty-five non-utility companies
was that the non-utility companies be domestic and have a meaningful rate of return on book
common equity, net worth, or partners' capital for each of the five years ended 2005 or
projected 2009 -2011 as reported in Value Line Investment Survey (Standard Edition). The
proxy group of one hundred twenty-five non-utility companies was selected based upon the
proxy group of four Value Line (Standard Edition) water companies’ unadjusted beta range of
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Missouri American Water Company

Comparable Earnings Analysis

0.40 - 0.98 and standard error of the regression range of 2.8425- 3.7053. These ranges are
based upon plus or minus three standard deviafions of the unadjusted beta and standard error
of the regression as detailed in Ms. Ahern’s direct testimony. Plus or minus three standard
deviations captures 99.73% of the distribution of unadjusted betas and standard errors of the

regression.

(10)  The standard deviation of the proxy group of four Value Line (Standard Edition) water
companies’ standard error of the regression is 0.1438 (3.2739 / 22.7596).

Source of Information:  Value Line, Inc., September 15, 2006
Value Line Investment Survey (Standard Edition)



