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Illinois American Water Companv 
Summary of Cost of Capital and Fair Rate of Return 

Based won  the Estimated Averaae Capital Structure Endina June 30.2009 

Type of Capital 

Long-Term Debt 

Short-Term Debt 
Total Debt 

Preferred Stock 

Common Equity 
Total 

Weighted Cost 
Ratios (1) Cost Rate Rate 

53.12 96 5.71 % (1) 3.03 % 

0.22 4.81 (1) 0.01 
53.34 3.04 

0.00 0.00 (1 ) 0.00 

46.66 11.25 (2) 5.25 
100.00 % 8.29 % 

Notes: 

(1) From Schedule D-I, page 1. 

(2) Based upon informed judgment from the entire study, the principal results of which are summarized on 
page 2 of this Schedule. 
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Illinois American Water Comwnv 
Brief Summaw of C m m o n  Eauitv Cost Rate 

Proxy Gmup of Thirteen 
utilities Selected Upon the 

Basis of least  Relative Proxy Gmup of Eight 
Principal Methods Water Companies Distance 

Including All Resulls 

Discounted Cash Flow Model (DCF) (1) 11 38 % 1 0 7 2  % 

Capital Asset Pricing Model (CAPM) (2) 11 16 12.22 

Indicated of Common Equity Cost 
Rate before Adjustment for 
Business Risk 11 27 96 I1 47 % 

Business Risk Adjustment (3) 

Common Equity Cost Rate after 
Adjustment for Business Risk 

0.10 

11.37 % 11.57 % 

Indicated Common Equity Cost 
Rate 11.45% 

Including Only Those Results Greater than 8 6% and 
Less than 12.0% 

Discounted Cash Flow Model (DCF) (4) 11.51 % 9 9 5  % 

Capital Asset Pricing Model (CAPM) (5) 10.97 11 29 

Indicated of Common Equily Cost 
Rate before Adjustment for 
Business Risk 11 24 % 1 0 6 2  % 

Business Risk Adjuslment (3) 

Common Equity Cost Rate afler 
Adjustment for Buslness Risk 

0.10 

11 34 % 1 0 7 2  X 

Indicated Common Equity Cost 
Rate 11.13% 

Recommended Common Equity Cost Rate D 11 25% 

Notes: ( I )  From Line No. 3 on page 1 of Schedule 12.07. 
(2) Fmm Line No. 3 on page 1 of Schedule 12.09. 
(3) Business risk adjustment to reflect Illinois American, Incas greater business risk due 

to its small size relative to each proxy group as detailed in Ms. Ahem's 
a-panying direct testimony. 

(4) Fmm Line No. 6 on page 1 of Schedule 12 07 
(5) From tine No. 4 on page 1 of Schedule 12 09 
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Notes: 

Illinois American Water Comoany 
Derivation of Investment Risk Adjustment Based upon 

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 
0.21% in Column 5, Line No. 2 is derived as follows 0.21% = 2.49% - 2.28%. 

From page 1 of Schedule 12.04. 

With an estimated market capitalization of $579.569 million (based upon the proxy groupof eightwater 
companies) and $478.1 572 (based upon the proxy group of thirteen utilities selected upon the basis of 
least relative distance), Illinois American Water Company falls between the 8" and 9thh deciles of the 
NYSE/AMEWNASDAQ which have an average market capitalization of $626.647 as can be gleaned 
from the information shown in the table on the boilom half of page 3 of this Schedule. 

Average size premium applicable to the and 9th deciles of the NYSEfAMWNASDAQ as can be 
gleaned from the information shown on page 15 of this Schedule. 

From page 1 of Schedule 12.05. 

With an estimated market capitalization of $729.21 1 million, the proxy group of eight water companies 
falls in the 8" decile of the NYSE/AMEX/NASDAQ which has an average market capitalization of 
$801.171 million as shown in the table on the bottom half of page 3 of this Schedule. 

Size premium applicable to the deciie of the NYSUAMEWNASDAQ as shown on page 15 of this 
Schedule. 

From page 1 of Schedule 12.06. 

With an estimated market capitalization of $10,122.044 million, the proxy $roup of thirteen utilities 
selected upon the basis of least relative distance falls between the 2" and 3a deciles of the 
NYSE/AMEWNASDAQ which have an average market capitalization of $8.846.235 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 2"6 and 3d deciles of the NYSUAMEWNASDAQ as can be 
gleaned from the information shown on page 15 of this Schedule. 

Source of Information: lbbotson Associates, Stocks, Bonds. Bills and Inflation - Valuation Edition - 2007 
Yearbook, Morningstar, Inc., Chicago, IL. 2007 
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Chapter 7 0 
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 reNrn. The relationship cuts across the entke 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 methodology of cre- 
ating size-based portfolios and has applied this methodology to the entire universe of 
NYSUAi"ASDAQ-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 capitahzation of their 
eligible equity securities. The companies are then split into IO 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 capitalization in relation to 
the NYSE breakpoints. The portfolios are rebalanced, using closing prices for the last trading day of 
March, June, September, and December. Securities added during the quarter are assigned to the 
appropriate portfolio when two consecutive month-end prices are available. If the final NYSE price of 
a security that becomes delisted is a month-end price, then that month's re tun is included in the 
quarterly return of the security's portfolio. When a month-end NYSE price is missing, 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 
dividends. 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 
portfolio returns. 

0 

Size of the Deciles 

Table 7-1 reveals that the top three deciles of the NYSWAMFXNASDAQ account for most of the total 
@market value of its stocks. Nearly two-thiids of the market vdue is represented by the first decile, which 

currently consists of 168 stocks, while the smallest decile accounts for just over one percent of the 

1 Rolf W. Barn was the furt to document this phenomenon. See Barn, Rolf W. 'The Relationship Between Rerorns and Mnrkct 
Value of Common Smdrs,"~ouml of Financial Economicl,Vol. 9, r98r, pp. 5-18. 

Morningstar, IIK. 129 



Schedule 12.01 
Page 8 of 18 

Chapw 7 

market value. The data in the second column of Table 7-1 are averages across all 81 years. Of course, 
the proportion of market value represented by the various deciles varies from year to year. 

Columns three and four give recent figures on the number of companies and their market 
capitalization, presenting a snapshot of the structure of the deciles near the end of 2006. 

Table 7-1 
Size-Decile Portfolios of the NYSElAMWASDAQ Sire and Composition 
1926 through September 30.2006 

Number 01 Capimiimtion Percentage 01 
Deeila Told Capitalization Companies [in Ihmsandd Total C a p i t a l i i m  

1-largest 63 26% 
2 13 97% 
3 7 57% 
4 4.73% 
5 3.24% 

6 2 38% 
7 174% 
8 129% 
9 100% 

16% 19,586,846,750 
179 2.148.609.950 
198 1,126.434.240 
184 624,621.080 
209 432,840,110 

264 428.711.640 
291 333.661.890 
355 284,415.720 
660 298.400.730 

61 64% 
1381% 
7 24% 
4 02% 
3 17% 

2 76% 
2 15% 
1 83% 
192% . .  

1D-Smallest 0.82% 1.744 229.218.310 1,47% 

Mid-Cap 3-5 15.54% 591 2.243.894.380 15.41% 
low-Cap 6-8 541% 910 1.046.789.1 10 7 19% 
Micro-Cap 9-10 1.63% 2404 527.619.1W 3 62% 

Source: @ 200703 C R S P  h t e r  la @search in Security Pricer. Graduate School of Business, The University of Chicego. 
Used with permission All nghtr resewed W C R P  uchicago edu 

Historical average percentage of total cdpitalization r h m  the average. wBr Ihe la61 81 years. of the decile marketvaluer 
as a percentage of the mlal NYSVAMWNASOAO calculated each monlh. Number olcompnier in dsciles. recent markst 
capitalization of deciler. and recent percentage of total capitalization are as of SepIemberlO. 2006~ 

Table 7-2 gives the current breakpoints that define the composition of the NYSWAMEXMASDAQ size 
deciles. The largest company and its market capitalization are presented for each decile. Table 
7-3 shows the historical breakpoints for each of the three size groupings presented throughout this 
chapter. Mid-cap stocks are defined here as the aggregate of deciles 3-5. Based on the most recent data 
(Table 7 - 4 ,  companies within this mid-cap range have market capitalizations at or below 
$7,777,183,000 but greater than $1,946,588,000. Low-cap stocks include deciles 6-8 and currently 
include all companies in the NYSEIAMEXMASDAQ with market capitalizations at or below 
$1,946,588,000 but greater than $626,955,000. Micro-cap stocks include deciles 9-10 and include 
companies with market capitalizations a t  or below $626,955,000. The market capitalization of the 
smallest company included in the micro-capitalization group is currently $z,247,000. 

130 SBBl Valuation Edition 2Wl Yearbook 
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Firm Size and Return 0 

Table 7-2 
Size-Decile Portfolios of the RIYSEIANIUVNASOAQ Largest Company 
and Its Market Capitalization by Oecile 
September 30. 2006 

Marks1 Capitaiiralion 
01 Larger( company 

Decile (in tbowandsl Company Name 

1-Largest 5371,187,368 Euon Mobii Gorp 
2 16.820.566 EOG Resources Inc 
3 7,771,183 Xcel Energy Inc 
4 4.085.184 Firs1 American CornlCA 
5 2.848.771 Scotts Miracle Gro Co 

R 1 946 580 ORS Technolooier Inc 
7 
E 
9 
10-Smallest 

. ~~ 
.~ ~.~~~ ~ ~ ~~ 

1.378.476 ESCO Technologies Inc 
876.624 Knoll Inc 
626.955 Bandag Inc 
314.433 M E  F Worldwide Corp 

SOYR~.  Center lor Research in Security Prices. Univerriq 01 Chicago 

0 
Presentation of the Decile Data 

Summary statistics of annual returns of the IO deciles over 1926-2006 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 NYSUAMF.X/NASDAQ 
groups broken down into mid-cap, low-cap, and micro-cap stocks. The index value of the entire 
NYSUAMEWNASDAQ is also included. All returns presented are value-weighted based on the 
market 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 LO 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 214 percent. This 
divergence in the performance of small and large company stocks is a common occurrence. 

Morningstar, lm. 131 
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Table 7-3 
Size-Decile Portfolios of the NYSE/AMEXjNASOAQ 
largest and Smallest Company by Size Group 

from 1926 to1965 
Cspializaticn dlarper l  Colnparq Capiralization of Smallest Compny 

fill Ihouramlrl [ in  thousands1 

Oats Mid-Cap Low-Cap Micro-Cap Mid-Cap Low-Cap Micro-Cap 
lSSPl 301 3.5 6-8 $10 3-5 6-8 9-10 

1926 $61.490 $13.035 $4.263 $13.060 $4,270 $43 
1927 $65.070 $14,522 $4,450 514.664 $4.496 $65 
1928 581.0% 510.788 55.119 $10.001 $5.170 $135 
I929 f103.W 524.300 55,050 $24.320 55.062 $110 
1930 666.759 $12.910 $3,356 $13.050 $3.359 $30 
1931 $43.120 50.142 $1.944 58.22 $1.946 $15 
1932 $12.667 52.200 5468 52.223 $469 519 
1933 $40,290 $1.280 f1.075 $7,346 $1,092 $120 
1934 $30.019 $6,630 51.691 $6.069 51.722 $09 
1935 $37,631 $6.549 11.350 $6.005 $1,303 $38 

1936 $46,980 111.526 $2.000 $11.563 $2,001 $00 
1937 $51.750 $13.635 $3.563 $13.793 $3.600 $60 
1930 $36.102 $0.372 $2.195 50.400 $2,200 $60 
1939 I35AW $7.470 11,054 $7.500 51.860 575 
1940 $30.930 $0.007 $1.072 $0.130 $1.929 $51 

1941 $31.390 $0.336 52.007 $8.357 $2,100 572 
1042 126.037 56.070 $1,779 $6.075 51.700 $02 
1943 542,721 $11.403 $3.047 $11,475 $3,903 $395 
1944 346.221 $13.066 $4,012 113.068 $4.820 nw 
1945 $55.266 $17,575 $6.428 517.504 56.466 $725 

1946 $77.784 $24.192 $10.149 524.199 510.160 5029 
1947 $57.942 f17.735 $6.380 $17.072 $6.410 5747 
1940 $67.230 $19.632 $7.329 $19,651 $7.340 5704 
1949 556.002 $14.549 $5.100 $14.577 $5.112 $379 . .  . .  ~ ~~ 

1950 $66,143 110,675 $6.225 $10.700 $0.243 n03 
1951 $02,511 n2.750 $7,590 522.060 $7.600 $668 
1952 $97.936 $75.452 18.480 $25.532 $0.551 $400 
1953 690.595 $25,374 58.160 $25.395 $0.177 $459 
1954 5125.034 529.707 $0.408 $23.791 $0.502 5463 
1955 $17O.B29 f41.601 512.444 $41.061 512.524 $553 

1956 $103.792 146.886 f13.623 $47,103 $13.659 51.122 

1950 5195.536 $40,774 $13.018 $46.071 $14.015 $550 
1957 $194300 $47,650 113.848 140.M9 113.950 $925 

1959 $256,203 $64.110 $19,540 $64.221 119.701 $1.804 
1900 $252.292 $61.529 $19.344 $61.596 $19.385 $031 

1961 D01.464 $77.996 523.562 578.976 $23.613 $2.455 
1962 $250,706 $50.785 $18.744 558.066 $16,952 51,010 
1963 $308,903 $71,846 $23.927 $71.971 $24,056 5296 
1964 $349.875 119.508 $25.595 $79.937 525,607 5223 
1965 $365.675 584.6W $20,403 $85.065 $20.543 $250 

Source: Center far Aerwah in Security Prices. University of Chicago 

132 SBBl Valuation Edition 2007 Yearbcot 
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Table 7-3 lcontinuedl 
Size-De& Porlfolios of the NYWAMWNASDAQ 
Largest and Smallest Company by Size Group 

from 1966 to 2006 
Capibliiatim of Lame# Company Csplblizatian 01 Smallesl campany 

l i i  lbousandrl (in h s u a d r l  

oeta Mid-Cap Law-Cap Micro-Cap Mid-Cap L~w-Cap Miom-Cap 

1556 $403.137 699.960 $34.884 $100.107 $34,966 5381 
1967 $459.438 $116.988 $42.188 $119.635 $42.237 5381 

ISept11)) 2-5 64 9-11) 3 5  6.8 9-19 

1988 $531,306 $150.693 $60.543 $151,260 160.713 $532 
1 a59 $518.485 $146.792 154.353 $147.311 $54,543 $2.119 
1970 $382884 $94.754 $29.916 594.845 $29.932 5822 

1971 $551,690 $147,426 $45.570 S147.810 $45.571 5865 
1972 $557.181 $143.835 $46,728 5144.263 $46.757 $1.031 
1973 $431.354 $96,699 $29.352 $96.710 $29.430 $561 
1974 $356.876 $79.878 123.355 $80.2W $23.400 5444 
1975 $477.054 $102.313 130,353 $103,283 $30,394 $540 

197.6 $566.296 $121.717 S34.864 $121,992 $34.901 $564 
1977 $594.577 $133.196 $40.700 6139.620 $40,765 $513 
1378 1580.881 $164,093 $47.927 $164,455 $46.038 $330 
1379 1665.019 $177.378 $51.197 $177.169 $51.274 $948 

$762.195 1199,312 $50.496 $199.315 $50,544 $549 

$962.397 $264.690 $72.104 $264,763 $72.450 $1,446 
1982 $770.517 $210,301 $55.336 $210,630 $55.423 $1.060 
1983 Sl.M9.911 U53.W 1104.382 5356.238 5104,588 n.m5 
1984 $1.075.436 $315.965 $91.004 $31 6.1 03 E91, I95 $2.093 
1965 $1,440,436 $370.224 194.875 $370.729 $94.887 $760 

1966 $1.857.621 $449,015 $110.617 $449.462 $110,953 $706 
1987 $2,059,113 S468.948 $113.419 $470.652 $113,430 $7.277 
1988 $1,951,926 $421.340 194.449 $421.675 $94.573 $696 
1989 $2,145,347 $480.975 $100.285 $483.623 $100,384 $96 
1341 92,171,217 $474,m $93.750 $474.477 693.790 $132 

1991 12,129,663 $457,958 $87.586 $458,853 $87.733 $278 
1992 $2.428.671 $500.327 $103,352 S5w.346 S103.500 SlO 
1993 $2.705.192 $503.568 $137.105 $607.449 $137.137 5w2 
1994 $2,470,244 $596.053 $148.104 $597.975 $148.216 $598 
I395 $2.789.938 $647210 $155.386 $647,253 $155.532 $89 
1696 $3.142.657 $751.316 $133,001 $751.680 E193.016 $1,043 
1997 $3,484.440 $613.923 $228.900 $814,355 6229.058 $585 
1 398 S4.216.707 1925.588 $252.553 $926.215 $253,031 $1.671 
1999 $4,251,741 W75.31Fl 5220,397 $875,582 $220,458 $1.502 
2000 S4.143.32 tB40.0W $192.083 $840.730 $192,439 $1.393 

2w1 $5.156.315 $1,108,224 $265.734 $1.108.963 $265.736 $443 
2w2 $4.930.326 $1.118.525 $308.98(1 $1.124.331 $309.245 $501 
2003 $4,744.580 $1.16339 $329.060 S1.163.423 $329.529 $332 
2004 $6.241.353 $1,607.854 $505.437 $1.607.931 $506.410 $1,393 
2005 $7.197244 $1.728.868 $566.393 ~1,729,364 t5rn.243 $1.079 

2006 $7.777.183 61.946.588 $626,955 $1.947240 $627.017 $2.247 

Source: Center for Rereach in Securih Prices, Univerritrof Chicago 

Morningstar. lm. 133 
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Table 7-4 
Size-Decile Porlfolios of the NYSE/AMEX/NASDAQ. Summary Statistics of Annual Returns 
1926-2W6 

.. 

2 11.0 13 3 21 72 0 03 
11.3 13 B 21.51 -0.02 
11.3 14.3 25 78 4 . 0 2  
11.7 14.9 26.61 4 . 0 2  
1l.B 153 27.67 0.04 
11.7 I5 6 B.80 0 01 
11.9 16.6 33.27 0 04 
12 1 17.5 36.31 0.05 

IO-Smallest 14.0 21.6 45.16 0.15 

Mid-Cap, 3-5 11.4 14.2 24.59 4 . 0 2  
Low-Cap. 6-B 11.8 15.7 29.34 0 03 
MicrD-Cap, 9-10 12.8 18.8 38.92 0 08 
NYSE/AMEX/NASOAO 10 1 12.1 20 08 0 03 
Total Value-Weighted Index 

Sourre: Cenler lor Research in Securiy Prices. Uniueoily of Chicago. 

Aspects of the Firm Size Effect 

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

Second, the calendar annual return differences between small and large companies are serially 
correlated. This suggests that past annual returns may be of some value in predicting future annual 
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 com- 
pany stocks in the month of January io a large majority of the years. Such predictability is surprising 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-di be analyzed 
thoroughly in the following sections. 

134 SBBl Valuation Edition 2007 Yearbook 
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Firm Size and Return 

Graph 7-1 
Size-Decile Portfolios of the NYSEIAMEWRIASOAQ Wealth Indices of Investments in Mid-, Low-, Micro- and 
Total Capitalization Stocks 
Year-end 1925=$1.00 

$0 I ' " ' " ' " I ' " ' ' ~ ' ' " ' 1 1 ~ ~ ~ ' I ~ ~ ' ~ ~ ' " ' P  
1925 1935 1945 1955 1965 1975 1985 1995 2006 

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

Morningstar. Inc 1% 
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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 return of smaU company 
stocks. Table 7-5 shows the returns in excess of systematic risk over the past 81 years for each decile of 
the NYSFfAh4EXNASDAQ. Recall that the CAPM is expressed as follows: 

k,= r , +  ( psx ERP) 

Table 7 - 5  uses the W M  to estimate the return in excess of the riskless rate and compares this estimate 
to historical performance. According t o  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 senuity. The 
return in excess of the riskless rate is estimated in the context of the CAPM by multiplying the equity 
risk premium by f3 (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 indicates 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 I to the smaUest in decile IO. The excess return is especially pronounced for micro- 
cap stocks (deciles 9-10). This size-related phenomenon has prompted a revision to the CAPM, which 
includes a sue 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 historic 
returns for the smaller deciles of the NYSWAMEX/NASDAQ lie above the line, indicating that these 
deciles have had returns in excess of that which is appropriate for their sysrematic risk. 

z The C ~ U ~ Q  risk premium is nrimattd by the 81-year azithmnic mean r e m  011 large company stocks, ‘ 1 .34  percent, less 
the 81-yeu arirhmer* mean incomerenun component of lo-ynr gwcmmcnt bonds as the hirroricd rkklm rate, io this 
CBSC 5 . ~ 1  percent (It ir appropriat% howem$ to m a d  the m&ty, or duration, of the rirklesr met with the invesmncnt 
h o b n . )  Ste Chapter 5 for mox d a d  OD quiry risk premium crtimrrion. 

3 Hinorical bctar were calmlaad using a Shplc  regmuion of thc monthly podolio (dccile) total mums in t x c w  of t h e  
30-day US. Treasury bill rocel mnm vusus the SUP sw r o d  r m m r  in u 5 e s s  of the p d a y  US. Treasury bill, 
January 1926-December 2006. See Chapter 6 for more detail on beta estimation. 

0 
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Table 7-5 
Long-Term Returns in Excess of CAPM Estimition for Decile Portfolios of the NYSVAMREXIMASDAQ 
1926-2006 

Reallzed Eslimled Size Prsmium 
Aridmatic Return in Return in [Ret"," 1. 

Mea" Excess of Excess Of Exeess of 
Decila BBta* Retmm Rirklen Rsle'* Rikles  Ratet W M I  

1Largest 0.91 11.35% 6 13% 6.49% 4.36% 
2 1.04 13.25% 6.04% 7.39% 0 65% 

4 1.13 14.28% 9 07% 8 04% 1.03% 
5 1.16 10.92% 971% 6 26% 1.45% 

6 1 18 15.33% 10,11% 8.45% 1.67% 
7 123 15.63% 10.42% 8.80% 1.62% 
8 I 2 6  1661% 11.39% 9 12% 2.28% 
9 1.34 17.48% 12.27% 9.57% 2.70% 
I0.Smaliest 1.41 2157% 16.36% 10.09% 627% 

3 1.10 13.85% 8.64% 7 62% o . a w  

Mid-Cap. 3-5 112 14.15% 6.94% 7.97% 0.97% 
Low-Cap. 6-6 1 22 15.67% 10.46% 8.70% 1.76% 
MicroCap. 9-10 1 36 16.77% 13.56% 9 68% 3.66% 

.Betas are estimated from monthly pornolio total refurns in excess 01 the30.dayU S. Treasury bill lotai return VBISUI the SEP 500 total returns 
in 8mss of the 3CdayU.S Treasury hill, January 19260ecember 2006. 

.*Himrical ristlesr rate is measured by lhe 8lyear arithmetic mean income return component of ZOqear government bonds (5.21 ParCMtt 

tCaleulated in the c ~ n l e x t  of the CAPM by multiplying lhe eqviry risk premium by beta The equiN risk premium i s  estimated bqthe arithmetic 
mean tota RNln of the S&P 500 (12.31 percentl minus me arithmetic mean imome return Cmponenf of 20-year gwernrnent bonds 
(5.21 percent) from 13262W6 

Graph 7-2 
Security Market Line versus Size-Decile Portfolios 01 the NYSVAME)S/NASDAQ 
1926-2006 

20 I 10 + 

0 1  I I I i I 
1 1 1 

8ela Saurce:CemerlorRerearrhinSecurityPricer Universiyaf Chicagaldeciledata) 
0.0 0.2 0.4 0.6 08 1.0 1.2 1 4  1.6 
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Chapter 7 

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 IO deciles, after which stocks 
traded on the AMFX and NASDAQ were allocated into the same size groupings. This same method- 
ology was used to split the 10th decile into two parts: roa and lob, with Iob being the smaller of the 
two. This is equivalent to breaking the stocks down into 30 size groupings, with portfolios 19 and 20 
representing roa and rob. 

Table 7-7 shows that the pattern continues; as companies get smaller their size premium increases. 
There is a noticeable increase in size premium from roa to lob, which can also be demonstrated 
visually in Graph 7-3. This can be useful in valuing companies that are ememely small. Table 7-6 
presents the size, composition, and breakpoints of deciles loa  and rob. First, the recent number of com- 
panies and total decile market capitalization are presented. Then the largest company and its market 
capitalization are presented. 

Breaking the smallest decile down lowers the significance of the results compared to results for the 
10th decile taken as a whole, however. The same holds true for comparing the 10th decile with the 
Micro-Cap aggregation of the 9th and 10th dedes. 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 NYSWAMEWNASDAQ is presented inTable 
7-8. With fewer stocks included in the analysis early on, there is a strong possibility that just a few 
stocks can dominate the returns for those early years. 

While the number of companies included in the 10th decile for the early years of our analysis is 
low, it is not too low to still draw meaningful results even when broken down into subdivisions roa and 
rob. All things considered, size premia developed for deciles l o a  and rob 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-Decils Portfolios 'loa and 10b of the NYSE/AMEXjNASDAa 
largest Company and Its Market Capitalization 
September 30.2006 

Recant D e d e  Metket hpitalization 
Resent Number Markat Capitalization 01 Lomen Company Company 

Dseils of companies lio lhaurandrl lia thourandsl Hame 
10a 51 1 124.2E8.413 314.433 M & I .  Worldwide Corp. 

10b 1.237 103,630,389 173.439 Great takes Baocorp Inc New 

Note: There numbers may not aggregate 10 equal derile 10 ligurer 
S o w :  Center to( Rereanh in Security Prices. University 01 C h i e g o  
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Table 7-7 
long-Term Returns in Excess of CAPM Estimation for Decile PodoIios of the MYSE/AME?UNASDAQ. 
with 10th Decile Split 
1926-2006 

Realized Estimated Sire Prsmium 
Atithrnatic Reurn in Return in IReWrn in 

Mea" Excan .I Exossr of Excess of 
BelS. new," Risklsri R a l C  Rirklers Ralet CAPMI 

ILargest 0 91 11 35% 6 13% 6 49% 4 36% 
2 1 04 13 25% 8 04% 7 39% 0 65% 
3 110 13 85% 8 64% 7 82% 081% 
4 113 14 28% 9 07% 8 04% 103% 
5 1 I f i  1491% 971% R 7fi% 145% 

8 L l 8  15.33% 1011% 8.45% 167% 
7 1.23 15 63% i n  42% 8 80% 1.62% 
8 1.28 16.61% 11 39% 9.12% 2 28% 
9 1.34 17.48% 12.27% 9 57% 2 70% 
1 Oa I 4 3  19 74% 14.53% IO 17% 4.35% 
10bdmallest I 3 9  24.78% 19 57% 9 89% 9 68% 

Mid-Cap. 3-5 i 12 14 15% 8.94% 7 97% 097% 

MicrwCap. 9-10 I 3 6  18.77% 13.56% 9.68% 3 88% 
Low-Cap. 6-8 I .22 15.67% 10.46% 8.70% 176% 0 
'881% are estimated from monthly porlfOli0 @tal fetums in excess of the 30-day U.S Tieasllry bill total ielum v e w s  the S&P 500 total retum 
in mess of the *day U S Treasury bill, January 19264ecember 2006 

**Historical rirklers rets is measured by the 81 year atithmetic mean income return wmponent of 2Oyear government bods 15.21 peaen11 

tCakulaled in the context Of the CAPM by multiplying the equity risk premium by beta The equityrisk premium is estimated by the arithmetic 
mean total return of the S&J 500 112 34 percent1 minus the arimmetic mean incme ret lm component of 20-year government bonds 
15.21 percentlfiom 19262Q06. 

Graph 7-3 
Security Marltet Line versus Size-Decile Podolios of the NYSVAMEWNASDAQ, with 10th Decile Split 
igz6-rnofi 

30 - 

I 25 10b 
4 

0 1  I I I I I , 1 
1 

0.0 0.2 0 4  0.6 0.8 1 .o 1.2 1.4 1.6 
Source: h t e r  for A m a r c h  in Secwily Prices, University of  Chicago ldecile datal Beia 
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Table 7-8 
Historical Number of Companies for NYSElAMEWNASDAQ Decile 10 

S e Y  
1926 
1930 
1940 
19% 
1960 
1970 
I980 
1990 
2WO 
2W5 
2W6 

Number d Canpaoier 

52’ 
72 
78 

100 
109 
865 
685 

1,614 
1.927 
1.746 
1.744 

‘The fewest number of companies was 19 in March. 1926 

Source: Center fu Research in SecuriiPricer. Univeoity of Chicago. 

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 examined 
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 e e  500 is used as the market benchmark in the calculation of the 
realized historical equity risk premium and of each size group’s beta. The NYSE total value-weighted 
index is a common alternative market benchmark used to calculate beta. Table 7-9 uses this market 
benchmark in the calculation of beta. In order to isolate the size effect, we require an equity risk 
premium based on a large company stock benchmark The NYSE dedles 1-2 large company index 
offers a mutually exclusive set of portfolios for the analysis of the smaller company groups: mid-cap 
dedes 3-5. low-cap deciles 6-8, and micro-cap deciles 9-10. The sue premia analyses using these 
benchmarks are summarized in Table 7-9 and depicted graphically in Graph 7-4. 

For the entire period analyzed, 1926-2006, the betas obtained using the NYSE total value- 
weighted index are higher than those obtained using the s & ~  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 benchmark 
results in a value of 6.41, as opposed to 7.13 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 erdmatinn dcrcribcd in Chapter 6 rhrt was developed ra bcrrer account for the lagged 
rcacdon of rmaU stock ro marker movements. Thc sum beta methodology was developed for &e sime m s o n  rhar rhc 
rue premia were developed; small company betas were roo small io account for all of their eltce~s rrmmr. 
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CORPORATE RATINGS CRITERIA 

Dear Reader, 

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

Standard & Poor's criteria publications represent 
our endeavor to convey the thought processes and 
methodologies employed in determining Standard 
&Poor's ratings. They describe both 
the quantitative and qualitative aspects of the 
analysis. We believe that our rating product has 
the most value if users appreciate all that has 
gone into producing the letter symbols. 

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

Solomon B. Samson 
Chairman, Corporate Ratings Criteria Committee 
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TheudllUes ratlng methodolo~encompases two bask ment-wlll have a greater capadty to support I t s  opera- 
components bud- rlsk analysls and financlal analysls Uom 
EvaliratlonoflndushycharaderfsU~.the utlllWsposlUon For eledric and gas utlllues. dlstrlbudon by customer 
wlthh that Industry. Its regulation. and Its management dass hu~utinlzed to assess the depth and dlverstlyofthe 
provldes the context for assessing a Brm's nnandal condl- utllltfs customer mtr For example, heavy lndustrlel con- 
Uon centrauon Is vlewed cauUously. stme a utlllty may have 

Historical analysk Is a tool for IdenWyIng strengths and slgnlllcant exposure to cydlcal voladllty. AlternaUvely. a 
weakness  and provldes a StaNng polnt for evaluaung large resldentlal component ylelds astable and more pre- 
finandal mndltlon. Buslness poslUon fsessment Is the dlctable revenue stream. The largesl udllty customers are 
qualltauve measure of a ulllllyf fundamental credltwor- IdenrUled to determlne theklmportance to the bottomllne 
Mness It focuses on the forces lhatwlll shape the utllliles' and asses the rlskoftheklossand potentlaladverseeffect 
future. on the utlUty's flnandal posltlon. Credit wncems arise 

when indlvidual NS- represent more than 5% of 
revenues. The wmpany or Industry may play aslgnlflcanl 
rolelntheoveralleconnmlc baseofthesewlceareaMore- 
over.large customers may turn tocogeneratlonor alterna- 
Uve power suppUes tomeet thekenergyneeds, pctenually 
leadlng to reduced cash flow for the utlllty (even In cases 
where a large customer pays dlmunted rates and 14 not a 
prolitable account for the utlllty). Customer wncenuauon 
Is less slgnlflcant for water and telemmmunlmtlon utlll- 
U S .  

Competitive position 

The mdlt analysls of utlllues Is qulddy evolving. as 
utllluesare treated less isregulated monopoUesand more 
asenUUesfaced wW1ahostofchallenaerslnammrreUUve 

As WmpeUUve presures have Internuled In tlie utlllUes 
Industry. Standard & Poor's analysk has deepened to In- 
Jude a more thorough revlew afmmpeUUve positron. 

Electric ulilitv compelkiin 
envlronmenL Marketplace dynamics-are supplaring the 
power ol reguklon. maklng I1 CrlllcallY ImponMI IO re. 
duce Caw and/ormarkel newsewlces lnorder lo thwart 
compeUtm' Inroads. 

For elecmc uuutles. con&luve f a n m  examlnsd In- 
clude: percentage ofIlrmwholesale revenuesthat are m a s  
vulnerable to compWUon: InduMal load concenmtlon: 
exposure d key customers to alternative s u p p i k ~  wm 
medal wncenrxatlowrates forvarlouscustnmerdaes: 

demographlcwalu~onoftheareaInwhlEhtheutiUlyhas 
Itssanchlse~engthoflong-t~demand forlheprcdud 
ts examlned from a n ) a r r w c o n ~ c  pwspUve. Thls en- 
ables Srandard & Poor's to evaluate the affardablllty of 
rater; and the staying power of demand. 

Standard &POOI'S mestodlrcernanVsecularConsUmp 

rates relaUve to-nauonal averages are also 2 slgnlBcant 
c o n m  bemuse ofthe potential for eiectrldiy substitutes 
Over h e .  

Mounting wmpeUUon fn the elechic utlury Industry 
derives from excess generating capadty. lower barrlers to 
entering the elecMc eeneratinl! business. and mar&al 

Llon trends and more Importantly. the reasons for them 
Spednc Item examined Include the slze and grovith rate 
of the market, strength of the fmddse. Nstorical and 
projected salesgrowth. Income levelsand trendsln pow- 
laUon. employmenSand percapltalncmne. Autllllywlth 
a healthy m~x)my and customer base-= fflussated by 
dlverse employment opportunltles. average or above-av- 
erage wealth and Income stallrtlcg and low unemploy- 

costs &at are below &beddecicmts Standard & P&'s 
has already wltneaed dedlnlng prim In wholesale mar- 
kets. as de lacfa retail wmpeUUon Is already be@ seen In 
several parts of the country. Standard & Poor's belleves 
that over the mmlng years more and more customers wlll 
want and demand lower prkes lnlual comns locus on 
the largest lndusVlalloads.butaherrustomwclaes wlU 
be lnaeaslngly vulnerable. CompeUUon wlll not nemssar- 

23 
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Uy bedrlvenbyIegfslatlon.OtherpressureswUarisefrom 
global competition and Improving technologles, whether 
It be the dedlnlng cost of Incremental generatlon or ad- 
vances In transmlsslon capaclty or subtilute energy 
sources llke the fuel cell. It Is Imposslble to say predsely 
when wlde-open retall mmpetltlon wlll occur: thlswU be 
evolutionary. However, slgnlncantly greater competltlon 
In retail marketsls Inevltable. 

Gas utllity competition 
Slmllarly. gas utllltles are analyzed wlth regard to thelr 

competltlve siandlng In the three majar areas of demand 
resldentlal. commerdal. and Industrial. Although regu- 
lated as holders of monopoly power, natural gas utUltles 
have fa some tlme been actively wmpedng for energy 
marketsharewlthfueloll,electrlclty,coal,solar.wood.etc 
The long-term staylng power of market demand for natu- 
ral gas cannot be taken for granted. In fa& as the eledric 
uUUty Industry restructures and reduces wsts, elecirlc 
power wIU bemme more wst competltlve and threaten 
certaln gas markets. In addltlon. Independent gas market- 
ershavemade~eaterlnroadsbehlnd thedtygateandare 
competing for large gas users. Moreover, the recent trend 
by state regulators to unbundle utlllty services is lreatlng 
opportudtlesfor outsiders to market niche products. Dls. 
trlbutors sUU have the upper hand, but those who do no1 
reduce and control costs, and thus rates, could flnd com- 
pelltlon even more dlmcult 

Natural gas plpellnes are judged to carry a somewhat 
hlgher buslness rlsk than dfstrlbutlon wmpanles hecause 
they face wmpetltlon In every one of thek markets. To the 
extentapfpellneserves utllltlesversuslndusrld end users, 
Its stablllty Is greater. Over the next five years, plpellne 
competlUonwU heatupslnce manyservicecontracts wlth 
customers are exphing. Mast dlstrlbutor or end-use NS- 
tomers are looklng to reduce plpellne wsts and are wwk- 
ing to lmprwe thelr load factor to do so. Thus, plpeUnes 
wlll llkely flnd It d l f n d t  to recontract all capadty In 
comlngyears. BeIng the plpellne of cholce is a fundlon of 
auracUve transportation rates. dlverslty and quallty of 
semlcesprovlded,and capaclty avallablelneachpartlcdar 
market In all cases though, perlodlc dlscounlng of rates 
to retaln customers wlll occur and put pressure on prollt- 
ablllty. 

Water utility competition 
As thelast LNe uUllty monopoly. water uWtlesface very 

llttle wmpetlllon and there Is currently no challenge to the 
contlnuatlon of franchlse areas. The only exceptlorn have 
been cases where Investor-owned water companles have 
been subject to wndemnatlon and muddpallzatlon be- 
cause of pwr  service or polltlcal motlvatlons. In that re- 
gard, Standard & Poor's pays-dose attention to wsts and 
rates In relation to nelghborlng utllltlesand natlonal aver- 
ages (Incontrast,the prlvaUzaUon ofpubllcwater fadlltles 
has begun, albelt at a slower pace than antlclpated. Thk Is 
d n g  mostly In the form of operatlng contracts and 
pubWprlvate partnershlps and not In a w t  transfers. 
Thls wend should continue as citles look far ways to bd- 

M 

0 

0 

ance thelr tlght budgets.) Also. water utllltles are not fully 
Immune to the fwces of competltlon: In a few Instances 
wholesale customers can access more than one suppller. 

Telephone wmpetition 
TheTelecommunlcatlons Actof1996 aaeleratesthe con- 

tlnulng challenge to the local exchange companles' (LECs) 
centwy-ald monopoly In the local loop. Competltlve ac- 
c w  prwlders (CAPS). both fadlltles-based and resellers. 
are aggressively pursuhg customers, generally targetlng 
metropolltan areas, and promlslng lower rates and better 
&ce. 
Mast long-dlstance calls are SUI orlglnated and terml- 

nated on the local telephone company network. To com- 
plete such a call. the long-dlstance pmvlder (Includlng 
AT&T. MCI. SprInt and a host of smaller Interexchange 
canlers or -0CCs") 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 
bulld or lease facllltles that dIredly connect customers to 
thelr long-dlstance carder. bypasslng the local lelephone 
company and avoldlng acces fees. and thereby can offer 
lower longdlstance rates But the LECs are not standlng 
sUU: they are wmbathg the loss of buslness to CAPS by 
lowerlng accesr fees. thereby redudng the economlc Incen- 
Uve fora hlgh usage longdlslance customer to use aCAP. 
LECs are attemptlng to make up for the loss of revenues 
from lower access fees by lnueaslng bask local sewlce 
rates (or at least not lowerlng them). slnce bask sewlce Is 
far less subJect to competltlon. LECs are lmprovlng oper- 
atlng emdency and marketlng hlgh margln. value-added 
new sewlces. Addltlonally. In the wake of the Telecommu- 
nlcatlons Act, LECs wUl capture at least some of the Inter- 
LATA longdistancemarket.As aresultnftheselnltlatlves, 
LECscontlnue torebuild thedves-fromthetradltlonal 
uUUty monopoly to leaner, more marketlng oriented or- 

While LECs. and Indeed all segments of the telecommu- 
nlcatlons sector, face Increasing mmpetltlon. there are fa- 
vorable Industry factors that tend to offset heightened 
buslnessriskand augerforoverallratlngsstabllltyfor most 
LECs Importantly. telecommunicallons I s  a dedlnlngcost 
buslness. Wlth Increased deployment of nber optlcs, the 
costoftransporthasfallendrarnatlallyanddlgllalswltch- 
Ing hardware and software have yielded more capable. 
trouble-free and cnst-emdent networks As a result. the 
mstofnetworkmalnhnance hasdroppedsharpIy.asUus- 
trated by the raUo of employees per 10,000 access Unes. an 
OR dted measurement of emdency. Ratios as low as 25 
employees per I0.WO llnes are belng seen. down from the 
typlcal4Oor moreemployees per l0,OOOraUoofonlyafew 
years ago. 

In addltlon networks are far more capable. They are 
Increasingly dlgilally swltched and able to aaommodate 
hlgh-speed communicatlons. The Mrastmcture needed to 
accommodate swltched broadband servlces WU be buUt 
Into telephone networks over the next few years. These 
advanced netwwks wlll enable telephone wmpanles to 
Iwk toagreatervarletyof Ngh-margin,value-addedsew- 

ganrzatrons. ~ 
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Ices. In addition to those current servlces such as call ence. Inessence. favorable nudearoperatlonsoffersign~~ 
waltlngor derID,thedeUveryofhundredsofbroadcast cantopportunltlesbut,lfanudearunltrunspoorlyornot 
andlntwactivevldeochannelswlllbeposslble.Whilethese at all. the attendant riskscan be great. 
servlws offer the potential of new revenue streams. they 
wUI simultaneously present a formldable challenge. LECs 
wUI be entering the new (to them) arena of multimedla 
entertalnment and wlll have to develop expertlselnmar- 
kethg and entertalnment programmlng acumen: such 
sklllsstand lnsharpcontr&to LECs' tradltlonal strength 
In engheering and customer servlce. 

Operations of gas utilities 
For gas pipellne and dlstrlbuuoon companies. the degree 

ofplantutlllzallon,thephyslcalcondltionofthemalnsand 
llnes.adequacyofstorageto meetseasonalneeds.'lostand 
unaccounted for" gas levels. and per-unit nongas operat- 
ing and construction costsarelmportant factors. Emclency 
statlslics such as load factor. operatlng costs per customer. 
and operating Income per employee are also evaluated In 
comparison to other utllltles and the lndusuy as a whole. 

Standard &Poor's focuses on the nature of operatlons 
from the perspective of cast rellablllty. and quality of Operations of water utilities 
servlce Here, emphasls Is placed on those a r e s  that re- As a group, water uUUties are contlnually upgradlng 
qulremanagementattentionln~ofUmeormoneyand thetr physlcal plant to satisfy replatlorn and to develop 
which If unresolved. may lead to polltlcal. regulatory. or addltional supply. Over the next decade. water systems 
competltive problems. wlll Increaslngly face the task of malntalnlng compUance. 

as drinking water regulations change and Infrastructure 
Operations of electric utilities ages. Glven that the Sate hlnklng Water Act was author- 

For electrlcs. the status of utlllty plant Investment Is ked In 1974, the first generation of treatment plants built 
revlewed wlth regard to generatlng plant avaIlabUIty and to conform wlth these rules are almost 20 years old. Addi- 
utluzatlon. and also for compllsnce wlth exlstlng and con- Uonally, because the focus during thls period was on sat- 
templated environmental and other regulatory standards. Isfyingenvlronmental standards. deferred maintenance of 
The record of plant outages. equlvalent avdablllty, load dWribuUon systems has been common, especially holder 
factors. heat rates. and capadtyfactors areexamlned. Also urbanareas. TheInueaslngcostofsupplyingtreated water 
Important Is &dew. as denned by total megawatt hour argues agalnst the hlgh level of unaccounted for water 
per employee and customers per employee. Trandsslon wltnwed In the Industry. Consequently, Standard & 
InterconnecUons are evaluated In terms ofthe number of Pm's antlclpates capital plans for rebullding dlstrlbutlon 
ulllltlestowhlchtheutllltylnquestlonhasaccess,thecost Unesandmalorrenewalandreplacementeffortsalmedat 
structures and avaitable generaUng capadiy of these other treatment plants. 
utilities. and the prlce paid for wholesale power. 

Because of mounting competltlon and the substantial 

Operations 

Operations of telephone companies 
escalation In decom&lo&ng estlmates. slgnfflcant 
weight is given to the operatlon of nudear faclilties. Nu- 
clearplantsarebecomlngmorevulnerabletohlghproduc- 
tlon costs that make thelr rates uneconomic. Slgniflcant 
assetconcentrationmayexpose theuUUtytopoorperform- 
ance. unscheduled outages or premature shutdowns and 
large deferrals or regulatory assets that may need to be 
written off for the utlUty to remaln competitive. Also. 
nuclear facllltles tend to represent signincant pwtlons of 
their operators' generating capablllty and assets. Theloss 
of a prductlve nudear unit from both power supply and 
rafe base can Interrupt the revenue stream and create sub- 
stantlal addltlonal costsfor repalrsand Improvements and 
replacement power. The ablllty to keep these stalions Nn- 
nlng smoothly and economldy directly iduences the 

For telephone companles, cost-of-service analysis fo- 
cuseson plant capablllty and measures of emdency and 
qudkyofseNlcePlant capablllty Isascertalned by looking 
at such parameters as percentage of dlgltally swltched 
llnes: fiber optlc deployment, In particular In those por- 
Uons of the plant key to network survival: and the degree 
of broadband capadty nber and coaxial deployment and 
broadband swltchlng capadty. Emdency measures h- 
dude operating margins. the ratio of employees per 10.000 
access Unes and the extent of network and operatlons 
mnsolldatlon. Quallty of servlce encompasses &M- 
uon of quantitatlve measures, such as trouble reports and 
repeat servlce calls. as well as an assessment of qualltatlve 
factors. that may lndude servlce quallty goals mandated 
bv wulators. - -  

ability to meet electrlc demand, the stablllty of revenues 
and costs, and. by extenslon. the ablllty to malntaln ade- 
quate credlhvorthinw. Thus, economic operatlon, safe 
operaUon.andlong-termoperaUonareexamlnedindepth 
Specifically. emphasls Is placed on operatlon and malnte- 
nance casts. bushar costs, fuel costs. refuellng outages. 
forced outages, plant statistics. NRC evaluatlons. the po- 
tential need for rep&. operating Ucenses. decommisslom 
lng estlmates and amounts held In external trusts. spent 
fuel storage capadty, and management's nudear experi- 

Regulatory rate-settlng actlons are reviewed on a case- 
by-case basts with regard to the potential eifeu on credlt- 
worthiness. Regulators' authorizing high rates of return Is 
ofllttlevalueunlwthereturnsareearnable. Furthermore. 
allowlng hlgh returns based on noncash items does not 
henent bondholders. Also. to bevlewed posltively. regula- 
tory treatment should allow consistent perforrnance from 

3 
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period toperlod.glven theLmportanceofnnanclalstabUIty 
as a ratlng conslderatlon. 

competltlve If they are to sustaln current levels of bond- 
holder protedlon.) 

Theutiitygroupmeetsfrequentlyw(thcommlsslon and 
staff members. both at Standard & Poor's omces and at 
commM00 headquarters demonstrathg the Importance 
Standard &Poor's places onthe regulatory arena for uedlt 

1 

Natural gas  industry regulation 
lnthegasIndus~,too.severalstatecnmmi~lonpolides 

welgh heavily In the evaluatlon of regulatory support 
Evamples include stablllzatlon mechanlsmsto adlustreve- q u a ~ ~ t y  evaluation: Input from these meetlngs and from 

revlew of rate orders and their Impab welgh heavily In 
Standard &Poor's analysls. 

Standard &Poor's does not 'rate" regulatory commls 
slons. State wmmlsslons typlcaliy regulate a number of 
diverse Industries. and regulatory approaches to dlfferent 
types of companies often dlfferwlthln a slngle regulatory 
Juuisdlctloo. Thls makes It all but Impossible to develop 
lndustve 'ratlngs" for regulators. 

Standard &Poor's evaluatlon ofregulatlon also encom- 
passes the admlnlstratlve, judldal. and leglslatlve proc- 
esses Involved In state and federal regulatlon. These can 
afTect rate-settlng actlvltles and other aspects of the hsl- 
ness. such as competltlve entry. environmental and safety 
rules. faclllty altlng. and securltles sales. 
As the utlUty Industry faces an Increaslngly deregulated 

envlronment alternatlves to tradltlonal rate-maklng are 
becomlng more crltlcal to the ablllty of utiltles tn efkc- 
Uvely compete. malntaln earnings power. and sustaln 
credltor protection Thus, Standard & Poor's focuses on 
whether regulators. both state and federal. wlll help or 
hlnder uWtlesas they are exposed togreater competltlon. 
There Is much that regulators can do, from allocatlng msts 
to more captlve customers to aUowlng priclng flexlbll- 
lty-and sometlmesJuststepplng out &the way. 

Under tradltlonal rate-maklng, rates and eamlngs are 
tled to the amount of Invested capltd and the cost or 
capltal. Thls can sometlmes reward companies mote for 
jusrifylng costs than for contalnlng them. Moreover. mosl 
current regulatory pollcles do not permlt utllitles to be 
flexlble when respondlng to competltlve pressures of a 
deregulated market. Lack of flexfble mli is  for electrlc utlU- 
Ues may lure large mstomem to wheel cheaper power from 
other sources. 

In general. a regulatoryJurlsdlctlon Is vlewed favorably 
Ifltpermitsearnlngareturnbasedon theabUtytosustaln 
rates at competitive levels. In addltlon to performam- 
based rewards or penalties, flexlble plans could Include 
market-bmd rates price caps. Index-based prices. and 
ratespremlsed on thevalue ofcustomer service. Such rates 
more closely mirror the competltlve envlronment thaturn- 
tles are wnfrootlng. 

Electric industry regulation 
The &Uty to enter Into long-term arrangements at ne- 

gotlated rates wlthout having to seek regulatory approval 
for each contract Is also Important In the electrlc Industry. 
(Whlle cnntractlng at reduced rates constralns flnanclal 
performance. It k e n s  the poientlal adverse lmpactln the 
event of retan wheeling Slnce revenue losses asmdated 
wlth thk strategy are not llkely to be recovered from rate- 
payers, utllltles must control costs well enough to remain 
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nues ;or changes In weather or the economyrate and 
service unbundling decisions. revenue and cost allacatlon 
between sales and transportation mstomers. flexlble In- 
dustrlal rates. and the general supportlveness of construe- 
Uon costs and gas purchases. 

Water Industry regulalion 
In all water uaUty actlvltles. federal and state envfron- 

mental regulatlons contlnue to play a al t lca l  role. The 
leglslatlve Umetable to effect the 1986 amendments to the 
Safe Drlnklng WaterAbofl974wasqulteaggresslve. But 
envlronmental standards-settlng has actually slowed over 
the past couple of years due largely tolncreaslng sentlment 
that the strlngent costly standards have not been Justifted 
on the basis of public health. A moratorlum on the prom- 
ulgatlon ofslgnlflcant new environmental rules Is antld- 
pated. 

Telecommunications industry regulation 
Despite the advances In telecommunicatlons deregula- 

tion. analysis of regulation of telephone operators will 
contlnue to be akeyratlngdetermlnantfor the foreseeable 
future. The method ol regulation may be elther classlc 
rate-basedrateofreturnorsomeformof pdcecapmecha- 
nlsm. The most Important factor Is to assess whether the 
regulatory framework-no matter which type-provldes 
sumdent flnanclal lncentlve to encourage the rated com- 
pany to malntaln Its quality ofservlce and to upgrade Its 
plant to accommodate new services while fadnglmaslng 
competltlon from wlrelessbperators and cable televlslon 
companles. 

Where regulators do stlll set tariffs based on an author- 
ked return. Standard & Poor's strlves to explore wlth 
regulators thelr view of the rate-of-return components that 
can materiallylmpact reported versusregulatory earnings. 
Spedneally these Include the allowable base upon whlch 
the authorized return can be earned. allowable expenses 
and the authorized return. SInce regulatory oversight runs 
the gamut from strlct adversarial relatlonshlps wlth the 
regulated operatlng companies to hlghly supportlve p o s  
tures.Standard &Poor'sprobesbeyond theapparentregu- 
latory envlronment to ascertain the actual Impact of 
regulation on the rated company. 

Management 
Evaluatlng the management of a utlilty Is of paramount 

Importance to the analytlcal proces since management's 
abUItles and dedstons aITect all areas of a company's op- 
erations WhAe regulatlon. theeconomy. and otheroutslde 
factors can lntluence results. It I s  ultimately the quaUty of 
management thatdetermlnes the success ofacompany. 
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With emerging compdUon. utUlty management wUl be 

more dasely srmunfzed by Standard & Poor's and wlll 
become an increaslngly criUcal component of the credit 
evaluaUonManagemerustrategiescanbethe keydeterml- 
nant in dllferentlallng ullllties and In estabUslilng where 
companles Ue on the buslness posltion specmm It Is 
lmperatlve that managements be adaptable. aggressive. 
and proactlve lfthelr uLuIUes are to be vlahie in the future: 
lhIs is espedally lmponant for uUllUes tire are currenrly 
uncompetiuve. 
TheassessmentofmanagementisaaompUshedthrolgh 

meellngs. conversauons. and revlewsofcompany plans. It 
Is based on such factors as tenure. Industry experience. 
graspof Industry issuer;. knowledgeofcuwomenand lhelr 
needs. knowledge of compeutors. accounting and flnanc- 
Ing pracuces. and commitment to credlt quallty. Manage- 
ment's ablllty and willlrlgness to develnp workable 
strategies toaddress thelr systems'needs. to deal wlth the 
cornpeUUvepressuresoffree market.toexeculereasona11le 
and effective longterm plans, and to be proactlve In lead- 
ingthelruWUesinlolhe fuutreare messed. Management 
quality Is also lndlcated by tlioughtiul balandng of public 
and private prlorllles. a record of credlblllty. and emective 
communication wlth the public, regulatory bodles. and the 
flnandal community. Boards ofdlrecron wlll recelve ever 

reserve marglns. fuel idx. hrel contract terms. demand. 
slde management rechniques. and purchased power ar- 
rangements The adequacy of generatlng margins Is 
examlned nationally. reglonally. and for each lndlvldual 
company. However. the reserve margln picture is mud- 
dled by the lmpredse nature ofpeak-load growth forecast- 
lng. and also supplyuncertalnty relating to such things 
Canadlan capadty avdablllty and potential plant shut- 
downs due to age. new NRC rules. add raln remedies. fuel 
sliortages pmblems assoclated wlLh nontradltional tech- 
nologles. and so forth. Even apparently ample reserves 
may not be what they seem. Moreover. the quallty of 
capadty Is just as Important as the size of reserves. Com- 
panles' reserve requlrernenls dlffer. dependlng upon Indl. 
vldual operating chxacterisua. 

Fuel dlversltyprovides flexlblllty Inachanglngenviron- 
ment. Supply dlsrupllons and price hikes can rake rates 
and lgnlte polltical and regulatory pressures that ulti- 
lriately lead to erosion In flnandnl performance. 'Thus. the 
ablllty Io alter generaung sourms and take advantage of 
lower cos( fuels lsvlewed favorably. 

Dependence on any slngle fuel meam exposure io that 
fuel's problems: eleclrlc uUUUes that rely on oll or gas face 
the potenual for shortages and rapld price increases. ullll. 
ties that own nudear ceneratlnp. facillUEs face esdaUnp 

more attentlon with respect to their role In setting appro- 
@ate management incentives. 

Wlth competltlon the watchword. Standard & Poor's 
also focuses on management's efforts to enhance flnanclal 
condltlon. Management can bolster bondholder protedlon 
by "king any number of dlscretlonary actlons, such as 
s e h g  common equlty, lowerlng the common dlvldend 
payout, and payIng down debt Also Important for the 
electrlclndustry wlll be creauvltyln enterlnglnto stmteglc 
alllances and working partnerships that Improve em- 
den% such as central dispatchinc for a number oiuUUes 

0 
costs for decommlsslo&g: andcoal-flred capadty entail; 
envimnmental problems stemmlng from concerns over 
acld raln and the -greenhouse effect" 

Buylng power from nelghboring utlllties. qualirylng fa- 
cllltyproJec&,orlndependentpower producers may be the 
best cholce for a utluty that faces inmeaslng electridty 
demand. There has been a growlng reliance on purchased 
power arrangements as an alternative to new plant con- 
structlon. This can be an Important advantage, since the 
purchasing uWty avoids potential construction cost over- 
N ~ S  well a5 rlskln(! substantial caoltal. Also. utlllties can 

or locking up at-rlsk Nsiomerslhrough long-term con. 
tram or expanded flexible prlclng agreements. PmacUve 
management teams wlll also seek alternauves to tradl- 
llonal rate-base.rateof-returnrate-maklng.movetoadopt 
hlgher depredatlon rates for generating fadllties. segment 
customers by lndlvldual nlarkel preferences. and auempt 
tu create superior servlce orgm~.aUom. 

Ingeneral. management'sabUltytorespond tornounung 
competition and changes In the ulllity Industry in a will 
and appropriate manner will be necessary to maincaln 
credit health. 

avold the flnanclalrl~kstypicalofamultiye~consmction 
p r o e m  that are caused by regulatory lag and prudence 
revlews. Furthermore. purchased power may enhance 
supply flexlblllty. fuel resource diverslty. and maxlmlze 
load facton UUllUer that plan to meet demand proJecUons 
with a por~ollo orsupply-slde options also may be better 
able lo adapt to future growth urlcerMnUes. Notwlth. 
standing the beneflu of purchaslng. such a strategy has 
risks assodared wllh 1L By entering Into a firm longterm 
purchased power contract that contalns a ked-cast coni- 

ponent. utlllties can Incur substantial market. operating, 
regulatory. and flnanclal rlsks. Moreover. regulatory treal- 

Fuel, power, and water supply 
Assessment of present and pmspective fuel and power 

supply Is crttlcal to every electric uWty analysis. wWe 
gauglng the long-term natural gas supply pasition for gas 
plpellne and dlstrlbutlan companles and the water re- 
sources of a water uWty Is equally Important. There Is no 
slmllaranalvtlcal eategoryfor telephone utlllties. 

Electric utilities 
For electric utlllties emphasls Is placed on generating ' 

men1 of purchased power removes any u&de potential 
that might help offset the risks. UUIiUes are not compen- 
sated through Incentive rate-maklng: rather. purchased 
power Is recovered dollar-for-dollar as an operatlng ex- 
pense. 

To analyze the flnandal Impact of purchased power, 
Standard &Poor's flnt calculates the net present value of 
futureannualcapadty p m n b  (discounted at 10%).Thk 
represents a potential debt equlvalent-the off-balance 
sheet obUgaUon that a uWty incurs when It enters into a 
long-term purchased power contract. However, Standard 
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&Poor’s adds to the utlllty’s balance sheet only a portlon 
of thls amount, rewgnlzing that such a contractual ar- 
rangement Is not entlrely the equivalent of debt. What 
percentage Is added Is a functlon of Standard & Pm’s 
qualltative analysis ofthe specUlc contract and the extent 
to whlch market, operating. and regulatory risks are barne 
bv the utlUtv (the risk factor). For unmndltional take-or- 

Having adequate treated water starage facililles has be- 
come Important In recent y e n  and has helped many 
systems meet demands during peak summer perlods. Of 
interest Is whether the resources are owned by the utiUry 
orpurchased fromolheriitilltlesorlocalauthoritlesOwn- 
ing properties with water rights provldes more supply 
security.ThisisespeclallysolnstatesllkeCallfornlawhere iv contrackthe risk factor-range ts from 40%.80%. with 

the average hovering around 60%. A Lower risk factor is 
t y p l d y  assigned for system purchases from coal-flred 
uUllUes and a higher rlsk factor Is usually designated for 
unlt-speclfic nuclear purchases The range for lake-and- 
pay performance obligatlons is between 10%-50%. 

Gas utilities 
For gasdlstrlbutlon utllllles. long- termsupply adequacy 

obvlously Is critlcal. but the supply role has become even 
more Important In aedltanalysissincethe FederalEnergy 
Regulatory Commlssion’s Order 636 ellmlnated the lnter- 
state pipellne merchant buslness. Thls thrust gas supply 

water &cations &e be& reduced, particularly slnce re- 
cent droughts and environmental lnues have created 
alarm.Slnce the prlmaryc~forwatermmpanlesis treat- 
ment. It makeslittle difference whether raw water is owned 
or bought In fact. wmpllance wlth federaland state water 
regulatlons is very hlgh. and the overall cost to deliver 
treated water ta consumers remalns relatlveiy affordable. 

Asset concentration in the electric 
utilify industry 

In the electric Industry. Standard & Poor’s follows the 
ooeratlons of maior aeneratlne fadlltlesto m e s s l f  they are 

respondblillles squarely on local gas dlstrlbutors. Stand- 
ard & Pwr’s has always bellcved distributor management 
has the expertlseand wherewltliai Io perform theJob well. 
but the rlsks are sigdflcant slnce gascosts are such a large 

well managed troubled. Sl&fIcant dependence on one 
generating faclllty OT a large financlal Investment In a 
slngle -t suggesls hlgh risk The size or magnitude ofa 
panicular asset relame to total generation, net plant in 

0 
percentage oftotal utility costs. In that regard. It Is impor- 
tant for utUltles toget preappmvalsofsupply plans by state 
regulatorsoratleast keeptheskdfand commldonerswell 
Informed. To minlmlze risks, a wellmn program would 
dlverslfy gas sources among difierent producers or mar- 
ketem different gas basins in the US. and Canada. and 
different pipellne routes. Also. purchase contracts should 
be Rrm with minimal take-or-pay provisions. and have 
prices tled to an industry index. A modest percentage of 
ked-price gas Is not unreasonable. Contracts. whelher of 
gas purchases or pipellne capacityshould be intermediate 
term Staggering contract explratlons (preferably annu- 

rervice. and common equlty ls evaluated Where substan. 
Ual asset wncentrallon exlsts. the linandal profile of a 
company may experience wide swings dependlng on the 
asset’s performance. Heavy asset concentration is most 
prevalent among utilities wlth coslly nuclear unlts. 

Earnings protection 
1nthlscategory.precaxcashinmmewverageofallinter- 

est charges is (he primary ratlo. For thls calcuiatlon. allow- 
ance for funds used during consmuctlon (AFUDC) is 
removed from lnconie and Interest exDenst AFUDC and 

ally) provi~esansanopportonltylobe anactive mark4 player. 
A modest degree of rellance on spot purchases providc; 
flexibility, as does Ihe use of market-based storage. Gas 
storage and on-property gas resources such as Uquefied 
naturalgasor propane akareeffectlve peak-day and peak- 
season supply management tools 

Slnce plpellne companles no longer buy and sell natural 
gas and arejusl common carriers. connecrlons wlth varied 
reserve baslns and many wells withln those b a s h  are of 
gre~Imponance.Dlversltyofsources helpoffset therisks 
arlslng from the natural productlon dedlnes eventually 
experienced by all reserve baslns and lndlvldual wells. 
Moreover. such dlverslty can enhance a plpellne’s 
Uveness as a transporter or natural gas to dlstrlbutors and 
endusersseeklngtobuythe mosteconomlcalgasavaliable 
for thelr needs. 

Water utiiilies 

long-term water supplies. Yet to gain comlonStandard & 
Pwfs messes the production capability of treatment 
plants and the ablllty to pump water rrom underground 
aquifers In relatlon to the usage demands Iromwnsumers. 

34 

othersuch noncashltemsdo not provldeany protectlonfor 
bondholders.Toldenw total interestexpense.theanalyst 
reclassifies celtatii operallng expenses. The Interest wm- 
ponent of various olf.balance-sheet obllgatlons. such as 
leasesand some~chased-powerconuads.IsIncluded in 
Interest expense. This provides the most dlred indication 
ofa uUUty’s ability lo servlce 15 deb1 burden 

Whlle conslderable emphasls in assessing aedlt protec- 
tion Is placed on coverage ratlm. this measure does mt 
provlde theeolveearnlngs pmtectlon plcture. Alsoimpor- 
lsnt are a company’s e m e d  returns on both equlty and 
capltal.meawresthat highUght aflrmfearnlngs perform. 
ance. Consideration Is given to the interaction of embed- 
ded wsls  financial leverage. and pretax return on capllal. 

Capital structure 
Analflng debt leverage goes beyond the balance sheet 

NeariyallwatersystemsthroughoultheU.S.haveample and covenquasl debtltemsandelemenlsofhlddenflnan- 
dal iewrage. Noncapilallzed leases (including dellease- 
back obllgations). debt guarantees receivables financing. 
and purchased-power contracts am all conddered debt 
equivalents and are reflected as debt In calculaung capltal 
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sb-ucture ratlm. By making debt level adJustments. the 
analyst can compare the degree of leverage used by each 
utility company. 

ued 
dlswunted to more accurately evaluate ass t  protection. 

Cash flow adequacy 
cash flow adequacy relates 

generate funds Internally relatlve to I t s  needs. It Is a baslc 
component of credit analysis because It takes cash to pay 
expenses,fund capltalspendlng. pay dlvldends and make 
Interest and prlndpal payments. Slnce both common and 

a mmpany.s abmty to 

Furthermore* are examined to Identify 
overvalued Items. A*ts Of quest‘onable value are 

Some h,~ use short-term debt = a  permanent piece of dlvldend are to sb-ucture.Short-term debt ls capldmarketacces,&ndard & p o o r ’ s l o o ~ a t ~ h f l o w  
meesuresboth before and aftwdlvMends are paid, part Of permanent when It Is as a b‘ddge to 

permanentflnan*ng’Seasonal’self~”quidaung debt Isex- To determtne cash flow adequacy, several quantltatlve cluded fromthepermanentdebtamount. butthlssltuatlon are examtned, Emphasis Is placed on cash 
flowrelative todebtdebtservlcerequirements. andcapltal Is rare-wlth the exceptlon ofcertaln gas utllltles. Glven 

the~ongllfeoralmostallullUtyassets~short~termdebtmay spendlng.Cash flowadequacylsevaluated with respectto 
allrm’sabllltytomeetallflxed charges,lndudlngcapacity expose thew wmpanles to Interest-rate volatlllty. remar- 

thatcannotbereadllyoffset.The1owercostofshorter-term condiuonal ofsome contraCLS the pwchar;er is ob- 

Is funds from operatfons plus Interest and capadty pay- rate varlablllty. As a tule of thumb. a level of short-term ments dlvlded by Interest debt that exceeds 10%of total capital lscause forconcern. 
SlmUarly. iffloatlng-rate debt and preferred stock con- 

stituteoverone-third oftotal debt plus preferredstack. UIIS Financia! flexibi!ify/caapifa/ attraction 
level Is viewed as unusually high and may be cause for Flnanclng flexlblUty Incorporates a utility’s flnancfng 
concern.lt mtghtalsolndlcate that management isamre+ needs, plans, and alternatives. as well as Its flexlblllty to 
slve In Its flnandal pollcles. ammpllsh Its flnanclng program under stress wlthout 

A layer of preferred stock 10 the capital StNCtuTe IS damaglng credlhvorthlness. External fundlng capablllty 
usually viewed = equity--sln= dIMdendsare discretion- complements internal cash flow. Espedally since utllltles 
a r ~  and the subordinated a m  on a=h pmvldes a Cwh- are SO caprtal intensive, a &in‘s abluty to tap cap~tal mar- 
Ion for pmlders Of debt capital. A prefmed component ketsonanongolngbaslsmu~beconsidered. Debtcapaclty 
of up to 10% Is t y ~ f d Y  viewed as a permentwedge In reflects all the earller elements: earnings protectlon. debt 
thecapltalstructureofutilitles. However.asrate-of-relurn leverage.and cashflow adequacy Marketaccessatreason- 
regulaflon 1s p h e d  out. preferred Stock may be vlmed ahlerates~srestrl~Uareasonablecapltalstructure~snot 
byuUUtfesasmanylndusMalflr~would--asatempo- malntalned and the company’s nnandal prospects dhn. 
r a r ~  for companl= *at are not mment taxpayers The andysi also reviews Indenture restrictions and the 
that do not beneflt from the tax deductfblllty oflnterest i m p a c t o ~ a d ~ ~ o ~  debt on mvenant tests. 
Even now. floatlng-rate preferred and money market per- Standard & Poor’s assesses a company‘s capadty and 
petual preferred are pmblematlc; a me In the rate due to wmgness to lsUe equityty. TMS IS affected by 
dete*-*ng credit Wm tends to induce a company to varlous factm. includlng the market-to-book ratlo. dlvl- 
take Out such preferred stock with debt. StruCkmS that dend poUcy. and any regulatoryresmctlons regardlng the 
convey tax deductlbllfty to preferred stock have become mmpmitlon of the capltalsuucuue. 
verypopularand dogenerallyalfordsuchflnanclngswlth 
equlty treatment 

ketlngr$k.banklfnebackuprlsk.andregulatoryexposure 

obllgatlons (assudng a posluvely slopedyleld curve) 
pmitlve factor that mltlgates the risk Of Interest- 

under purchased-pwer conbcts, Despite the 

charge, The ratlo used to pay a mtnlmum 

capacity payments, 
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New Business Profile Scores Assigned for U.S. Utility and Power 
Companies: Financial Guidelines Revised 

tandard E Poors Ratings Services has assigned new 
business prolile scores rn U S utility and power compa- 

nies to tcttci reflect the relativc business iisk among con1- 
panies in the sector Standard E Pods also has revised io 
published risk-adjusted financial guidelines. The new busi- 
ness scores and financial guidelines do not represent a 
change to Standard & Poor3 ratings criteria 01 methodology. 
and no ratinns chanser are anticieated from the new h i -  

s .  : ' lile Scale for US investor-owned utilities was implemented 
that a comprehensive assessment of the benefits and the 
appl i r ion UI the rnemudolugy Ins k e n  made The princi- 
pal purpose was to determine if the methodology continues 
to provide meaningful differentiatimi of busmess risk The 
review indicated that Mile business profile scoring wnlin- 
ues to provide analyticalbenefits. thecomplete range of the 
10-point so ie  was not being utilized to the lullest extent 

ness profile scwes or revised financial guidelines 

New Business Profile Scores and Revised 
Financial Guidelines 
Standard & POMP has always monitored changes in the 
indushy and altered its business risk assessments aaord- 
ingly This is the first time since the IUpoint business pro- 

Standard &Poor5 has also revised the key fiwncial guide- 
linesthatitusesasan integralparlofaYaluating thecredit 
quality of U S utility m d  power Companies. These guidelines 
were lastupdatcd m Juno 1999 The financial guidolincs for 
three principal ratios (funds from aperations (FFO] intmest wv- 
erage. A0 to total debt. and total debt to total capital) have 
been broadened so as to be rnwe flexible Retax interest Cov- 

Cham t 
OisRibution of Business Profile Scores 

s ol'om*..il 
.. 
IS 
11 
12 
10 

e 
6 
1 
2 
0 

m 2  
Transmission and Dishibulinn-Water, Gas. and Elecbic 

Back to  
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4 Table ot Cantents 0 Standard & P o d s  Ulilitios & Perspnctiwer 
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eraga as a key credit retiowis eliminated. 

Finally, Standard & P o d s  has segmented the utility and 
power induslry into suh-w.ton hased on the dnmin-nl cnr- 
porate suategy that a company is pvrsuing Standard & 
Pods has published a new U S ut l l i iand power company 
rankins list thal reflects these subseclors 

oration in our assessment of an individual company's husi- 
ness risk relative to the previously assigned score The 
financial guidelines cnntinis to ha risk-adjusted hared M 

historical utility and industrial medians Segmentation into 
indiishy &sectors does no1 imply that specific company 
characteristics will not weiuh heavihl into Ihe assignment of 

There are numerous henelis to the reassessment Full6 
u t i l i t i on  01 the entire 1 &point scale pwides a superior rela- 
tive ranking of qualitative business risk A revision of the 
linaocial guidelines su!+wts the p a l  of not causing rating 
changes horn the recalibratian of Ule business protiles 
Classillitinn of companies by sub-sectors will ensure greater 
mmparabilityand consistencyin raling%The usaofindusby 
segmentatmn will also allow more ikdepth statistical analysis 
of ratings distrlhutions and rating changes 

a coinpan+ business profile scorn 

Resufls 
Previously. 83% of U S  utilityand power husiness profile 
scores fell between ' 3  and 'S: which clearly does m t  
reflect the risk differentiation that exists in the Iitilily and 
power indushy loday. Since the IO-point scale was intro- 
duced. the industry has transformed into a much less 
homogenous indusw, where the divergence of husiness 

~~ 

The reassessment does not represent a change to 
Standard &Poois criteria or methodology lor determining 
relings fa utility and power companies. Each business pro- 
file score should be considered as the assignment of a new 
score; these scores do no\ represent imprmwnent or deteri- 

ris+xrticulatly regarding management, slrategy, and 
degree of competitive market exposure-has created a 
much wider spectrum of risk profiles Yet wet  the same 
period. business ptolite S E M ~ S  actually converged mora 
tightly sround a median scare d'4' The new business pro- 

wan 3 
Transmission Only-Elechic. Gas, and Other 

% alrompanrr 
I5 

25 

20 
15 
IO 

S 

0 

chan 4 

Integrated Elechic. Gas. and Combination Utilities 
E oimoank;  
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lile scores. as of June 2, are shown in Chart I The overall 
median business profile score is now 5 

Table 1 cuntains tho rcviscd linancial guidclincs It is 
impoilant to emphasize thar these mevics are only guide- 
lines associated with expectations for various rating lev. 
els Allhough credit ratio analysis is an important part of 
the iatings piocess. these three statistics are by no means 
the only critical financial measures that Standard & Poor's 
uses in its analytical process We also analyle a wide 
array 01 linancial ratios that do not have published guide- 
lines for each rating category 

Again, ratings analysis is not dikcn rulcly by Uicse 
financial ratios, nor has i t  ever been In lact, the new finan- 
cia1 guidelines that Standard & Poor's is iworporatinJ for 
the specified rdting categories reinforce the analylimi 
framnvork whereby other faclorscan outweigh Ihe achieve- 
ment of otherwise acceptable financial ratios Thasa factors 
include. 
s Effectiveness of liabiliiyand liquidih/managernent, 

Analysis of irltornal funding sources; 

a Return on invested capilat 
e The execution record of stated business shateyies. 
I# Accuracy of prujectG4 pcilormanC~ Vclsus act1131 fsults, 

as well as the trend. 
Q Assessment of management$ financial policies and ani- 

tude tuward credit; and 
Cwpaate governance practices 
Cherts 2 lhrcugh 6 show business prolile scores broken 

out by idustry sub-sector. The five industry subrectors are 
rn Transmisda, and distiibuliw-Water. gas, aod electric. 
s Transmissiw onlyEkclr ic.  gas. and other. 
t3 Ilitcgiated eIOctlic. gas. and combination utilities, 
rn Oiversilied energy and diversilied noneneryy, and 

Energy merchantlpower developer/lradiny and marketing 
cumpanies. 
The averaye business profile sulres f a  transmission and 

dinribution companies and transmission-onlycwnpanies are 
lowrm the scale than the pevious averages, while the aver- 
age business profile scores for integrated utilities, diversified 
cnergy, and emyy nieichants and dcvelupets aieiiyhcr 

awn 5 

Diversified Energy and Diversified Non-Energy 
y* or unllpanie. 

0 25 

15 

10 

C h n 6  
Energy M e r c h a n t m e v e l o p e ~ r a d i n g  and Marketing 

z 01 lom0cnier 
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See pages 16 to 19 for the company ranking list of busi- file sores are assbned to all rated utility and power wmpa 
nies, whether theq are holding mmpanies. subsidiaries or 
stand-alone corporations For operating subsidiaries and 
stand-alone companies, the score is a bottom-up assess- 
ment Scores for families of wmpaniesare acompasileof 
tha operating subsidiaries' scores. The actual nedit rathg of 
a company is anelyled. in pan by wmparing the business 
profile swre with me risk-adjusted financial guidelines 

For most companies, business profila scores are 
assessed using l i e  catepories; specifically. regulatm. mar- 
kets, operations. competitiveness. and management The 
emphasis placed on each category may be influenced tq the 

ness profile scores segmented by industty sub-sector and 
ranked in order ofcredit rating. outlook. business profile 
smre. and reiatiie strength 

Business Profile Scorn Methodology 
Standard & P o d s  methodology of detefmining cofpmte 
utility business risk is anchored in me assessment of certain 
specific characteristics that define the se~br.  We assign 
business pofile scores to each of the rated companies in the 
utility and power sector on a 1D.point scale. where '1' repre- 
sfflts the lowest risk and 'Io' the hi@& risk wlsiness prw 

4 Back to 
Table of Contents 
Next Page 0 

Table 1 

Revised Financial Guidelines 

Funds from opcratianrlintcrest covcragc (x) 
Business Prdile AA 
I 3 25 
2 4 3 
3 45 3.5 
4 5 42 
5 55 45 

A 
25 15 

n 7 - 
3.5 2.5 
4.2 3.5 
45 38 

6 
7 
8 

6 52 
8 6.5 

10 75 
9 
10 

Funds fmn operationnatal debt 4%) 
Business Pmlile AA 
I 20 15 
2 25 20 
3 30 25 

52 4 2  
65 45 
75 55 
10 7 
I I  8 

A 
15 IO 
20 12 
25 15 

4 
5 
6 
7 

35 28 
40 30 
45 35 
55 45 

28 20 
30 22 
35 28 

30 45 
8 70 55 
9 t o  

Total dsbVrotal capital I%) 
Businerr Prnlile An 
I 48 55 

55 4n .. .. 
65 45 
70 55 

A 
55 60 

6 
7 
8 
9 
10 

52 45 
42 50 
38 45 
35 42 
32 40 

38 30 
25 35 

~~ 

52 58 
50 55 
45 52 

50 42 
40 48 
38 45 
35 42 

40 32 
25 35 

BBB BB 
15  I 

7 1 - 
25 15  15 1 
35 2.5 25 15  
38 28 28 I~8 ~~ 

42 3 3 2 
45 32 32 2.2 
55 35 3 5  2.5 
7 4 4 2.8 
8 5 5 3 

12 8 
15 10 1n 5 
20 12 12 8 
n 15 15 IO 
28 18 I8 12 
30 20 20 15 .~ ~~ 

40 25 25 15 
45 30 30 20 
55 40 40 25 

88B B8 ~. 
60 70 
58 68 
55 65 65 70 

62 62 68 52 
50 60 60 65 

62 58 48 58 
45 55 55 60 
42 52 52 58 

55 50 50 
52 

40 
35 48 48 
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dominant strategy of the company or other factors For 
example. for a regulated transmissim and dislribution com- 
pany. regulation may amount for30% to 40% of the busi- 
ness profile scae because regulation can be the single- 
most important credit driver for this type of company 
Conversely. competition. which may not exist fa a Uansmir. 
sim and distribution mmpany, w w l d  provide a much lower 
propation (e g ,5% to 15%) of the business profile suxe 

Fa certain types of companies, such as PWK genera- 
tm. power developers. oil aod gas exploration and produc- 
tion companies, or nonenwgy-related holdings, where these 
five components may not be appopriate, Standard 8 Poorb 
will use other, mure appopriate methodologies. Some of 
these companies are assigned business profile scaes that 
are useful only for relatiw ranting purposes. 

As n m d  above. the business pol i le score for a parent 
or holdirg mmpeny i s  a composite 01 the business profile 
scores of ils Individual subsidiary companies. Again, 
Standard E Poor's does not apply rigid guidelines for deter- 

mining the proportim or weighting that each subsidiaq rep 
resents in the overall business profile m e  Instead. it is 
determined hased on a number of factors Stwdard 8 Poor's 
will anaiyze each subsidiaq's cantributicm to FFO. forecast 
capital expenditures. liquidity requirements. and olher para- 
meters. iicluding the extent to which one subsidiary has 
higher growth The weightinq is  determined case-by-case 

Ronald M. Barone 
NewYork(ll212-438-7662 
Richard W. Cortrighl, 31. 
New York (11 212-438-7665 

Suzanne 6. Smith 
New York (11 212-438-2106 

John W. Whitloct 
New Ybrk (1) 212-438-7678 

Andrew Wan 
NewYork(11212-438-7868 

AllhUr F. Simonson 
New Yoiklll212.438-2094 
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Moody's 
Bond Ratinq 

Aaa 

Aal 
Aa2 
Aa3 

A I  
A2 
A3 
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Illinois American Water Comuanv 
Numerical Assignment for 

Moodv's and Standard & Poor's Bond Ratinss 

Numerical 
Bond Weiqhtinq 

1 

2 
3 
4 

5 
6 
7 

8 
9 
10 

11 
12 
13 

Standard & Poor's 
Bond Rating 

AAA 

AA+ 
AA 
AA- 

A+ 
A 
A- 

BBB+ 
BBB 
BBB- 

BB+ 
BB 
BB- 
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Illinois American Water Comoanv. Inc. 
Capitalization and Financial Statistics 

2002 - 2006, Inclusive 

Notes: 

(1) All capitalization and financial statistics are based upon financial statements as originally reported in 

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

(3) Funds from operations (sum of net income, depreciation, amortization, net deferred income tax and 

each year. 

investment tax credits, less total AFUDC) as a percentage of total debt. 

Source of Information: Illinois American Water Company Annual Reports to the Illinois Commerce 
Commission 
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Proxv Group of Eiaht Water Companies 
Capitalization and Financial Statistics 

2002 - 2006, Inclusive 
Notes: 

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

(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 domestic water companies: 1) which are assigned an 
SIC Code of 4941 (Water Supply Systems); 2) which have common stock actively traded; 3) which 
have Zacks' forecasted long-term earnings per share (EPS) growth rate projections; 4) which 
derived more than 70% of their 2006 operating revenues from water operations; and 5) which are 
included in S&Ps Compustat Services, Inc. PC Plus Research Insight Database. 

The following seven companies met the above criteria: 

American States Water Co. 
Aqua America, Inc. 
Artesian Resources, Inc. 
California Water Service Group 
Connecticut Water Service, Inc 
Middlesex Water Company 
SJW Corp. 
York Water Co. 

Source of Information: Standard & Poor's Cornpustat Services, Inc.. PC Plus I Research 

Company Annual Forms 10K 
Insight Database 
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American Slslsb Wamr co. 
Long-Tern Debl 
Shm-Term Debt 
Preferred Slack 

PIdBrrBd SI& 
Common Equdy 

Tola1 Cspils 

preferrBd SlOck 
Common Equily 

TOlal capllal 

COnneCIlml Water Service Inc 
Long-Tern Deb( 
Shm-Term Oebl 
Preferred SIC4 
Cmmon Equily 

Tola1 Capilal 

Middlerax Mler Comrranv 
L w - T e r n  Dobl 
Short-Term Deb1 
preferred s m  
Common Equily 

Tola1 CWild 

Common Equiy 
Tolalcadlal 

Shoi-Term Deb1 
Ptsl-d Stock 
Common EqMy 

Total Cqilai 

Proxy Gmlpol EigM 
Watercanm~ 
Long-Torn Debt 
Short-Tern DBM 
Prelensd stock 
CommM EqdW 

rotat capita1 

2E3 

4595  % 
5 4 8  
OW 
!!m m% 

4653 % 
5 88 
009 

4550 
-% 

5833 % 
6LU 
OW m 

=% 

4458 % 
O W  
050 
z4s2 m% 

43.t4 % 
293 
0.43 m 
Iw.m% 

4998 % 
OW 
I49 rn 

my. 

4024 % 
3ea 
001 a 

IOOW % - 

46 62 % 
O W  
0 00 rn 

1oo.o(I% 

47 I9 % 
3 01 
0 32 
w 
M% 

4803 % 
4 62 
0 00 
4115 
W %  

4663  % 
7 47 
0 08 

m% 

6030 % 
2 08 
O W  
37.62 
-91 
- 

4807 % 
O W  
061 
&l.z 

((10.04% 

4444 % 
2 65 
0 47 

g,& m% 

5475 % 
1 6 8  
166 a - 1W.W % 

4263 % 
000 
002 m 

Ioo.w% 

4734 % 
665 
OW rn 

m u  

4926 % 
3 I7 
0 35 a z g  

m o  % 

mi 

43 66 % 
8 55 
0 00 rn 

((10.04% 

5003 % 
5 IO 
0 08 

((10.04% 

55 65 % 
7 38 
0 00 
m - IoD.00 % 

4666 % 
0 00 
0 61 

Xg.3 m% 

41 42 % 
3 51 
0 53 

g+&4 
-41 

51 36 % 
486 
I79 rn m% 

4377 % 
O W  
0 04 
m __ lO0.W % 

51 94 % 
OW 
OW 
4aae u!m% 

4834 % 
3 67 
038 

gSL 
-% 

4621 % 
II 22 
O W  

m’m% 

4935 % 
6 47 
0 06 m 
Iww% 

5479% 
9 36 
0 07 
a575 
Iww% 

51 77 % 
1 22 
066 Ez 

1D3WX 

4092 X 
6 11 
0 53 
w - l W W  % 

5057 % 
5 42 
2 09 
iQs 
lam% 

4564 % 
OW 
0 05 

5451 
-% 

41 40 K 
907 
OW 
4953 
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4758% 
8 24 
D 43 u 

-% 

mo2 

4961 % 
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W% 
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9 39 
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-% 
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42.u m% 

5125% 
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5.224 
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4729 % 
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10000% 
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5flL9 - IOOW % 

4 5 W  % 
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4746 % 
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Sowm or Inlomalion: S w a r d  8 Peds Compurlal Smbs ,  Inc , PC Plus I Research lorlghl Dab Baae 
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Notes: 

Proxy GrOUD of Nine Utilities Selected upon the Basis of Least Relative Distance 
Capitalization and Financial Statistics 

2002 - 2006. Inclusive 

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

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

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

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

Selection Criteria: 

The basis of selection was to include those electric, gas, and combination electric and gas 
utilities: 1) which are included in Standard & Poor's Compustat Services, Inc., PC Plus Database; 2) 
which are most similar in risk to Aqua Illinois, Inc. based upon an analysis of the least relative distance 
of eight financial and operating ratios as explained in detail in Ms. Ahern's direct testimony; 3) which 
have Zacks' long-term earnings per share (EPS) growth rate projections; 4) which pay common 
dividends; and 5) which have investment grade bonds as rated by Moody's and Standard & Poor's. 

The following nine utilities met the above criteria: 

Alliant Energy Corp. PPL Corp. 
American Electric Power Co.. Inc. Progress Energy Inc. 
American States Water Company SCANA Corp. 
DTE Energy Company Vectren Corp. 
Entergy Corp. Wisconsin Energy Corp. 
FPL Group, Inc. Xcel Energy Inc. 
Pinnacle West Capital Corp. 

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus Research 
Insight Database 
Company Annual Forms 10K 
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Aliisn1 Enelo" corn. 
Long-Term DeM 
Shoe-Term Debt 
P,&rred stock 
Common Equity 

Told Capilal 

American Eledric Power Go.. Inc. 
Long-Tarm DeM 
Shod-Term Deb1 
Preferred Stack 
Common Equily 

Total Capital 

American Stater Waler Ca. 
Long-Term Debl 
Shoe-Term Debt 
Preferred Stock 
Commm Equily 

Total Capital 

DTE Enerov CamDany 
Long-Term Deb1 
ShM-Term DeM 
Pmlerred Stock 
Cammon Equity 

Tolal Capital 

Long-Tern Debt 
Shm-Term Debt 
Preferred SImk 
CommOn Equily 

Told Capital 

FPL Gmuo. inc. 
Long-Term Debt 
Short-Term Debt 

~~~~ 

Preleired Sock 
Common Equity 

Tdal Capilal 

EL!&!& 
Long-Term Debt 
ShortTeerm DeM 
Pmferred Stock 
Common Equity 

Total Capital 

gg4 

33.02 % 
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5 41 

100.00% 

59.56 % 
0 08 
0.26 

@@ 
W %  

4595 % 
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0 00 rn 
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49.z 
100.00% 
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0.00 

+I&? mQI% 
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0.00 z,a 
W% 
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37.89 

100.00% 

6387 % 
3 01 
OW 

m% 

51.71 % 
0.00 
225 

g u y  
100.00% 

40.08 % 
14.94 
1.54 rn 

100.00% 

53 15 % 
1 7 2  
0 00 - 45.14 

1o0.0146 

67 04 9( 
9 23 
115 - 21.78 

100.00% 

5YEAR 
&yg%a 

43.56 % 
3 81 
5 29 a 

jgg,.Qg% 

5799 % 
3 19 
1 04 

3778 
100.00% 

48 18 % 
7 22 
OW 

4459 
100.00% 

5709 ?4 
4 52 
0 59 

100.00% 

50.30 % 
0.07 
2.25 

49.41 % 
8.64 
0.31 

100.00% 

5051 % 
I O 0  
0.00 

gU.3 
100.00% 

64.39 % 
2.43 
1.30 

100.00% 
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CaMal Slwdure Bared upon Tdal Caplal for 
Pmxy Gmup dThirtem Ullliller Seleded U p  the Bas15 of Least Relative Distance 

fwlheYea(s 20021hmuoh 2w8 

PIOPreSS Enemy 1°C. 

Long-Term DeM 
Short-Ten Debl 
Preferred Slock 
Common Equity 

Total Caplal 

SCANA Corn. 
Long-Ten Debt 
ShorbTerm hfbl  
Preferred Slock 
Common Equily 

Total Capilal 

veuren corn. 
Long-Ten Deb1 
Short-Term Deb1 

~~~ 

Preferred Stock 
Common Equity 

To181 Capital 

Wismnsin Enemy Core, 
Long-Term Debt 
Short-Term DeM 
Prefemed Slwk 
Common Equity 

Tola1 Cam* 

Xcel Enerw Inc. 
Lang.Term DeM 
Short-Term Debt 
PrefeRed SlOck 
Common Equity 

Tala1 Capiltal 

Pmxy Gmup of mitean 
Ulllllies Seleded Upon Ihe 
884s of Leas1 Relative 
Dbta"C0 
long-Term Debt 
Short-Term Debl 
Preferred Slack 
Common Eouiiv 

2w!? 

52,W % 
0.00 
0 59 

47.22 
100.00% 

47.43 % 
7 43 
1.74 

43.40 
100.00% 

4331 % 
16.07 
0.01 

100.00 *A 

46 80 % 
1266 
0 42 

40.12 
100.00% 

50 88 X 
4 70 
0.80 

43.62 
100.00% 

49.33 % 
4.91 
1 09 

44.67 
100.00% 

__ 2005 

56.78 % 
091 
0.70 
41.63 

100.00% 

49.38 % 
6.72 
179 
gJ2 

100.00% 

46.45 % 
11.13 
0.02 
w 
1oo.o1% 

5269 % 
8 62 
0 45 - 40.04 

100.00% 

51.85 % 
5.75 
0 64 - 41.55 

100.00% 

51.30 % 
4 32 
1.01 

-% 

2004 

53.89 % 
3 73 
0 70 

=&@ 
100.00% 

54 97 % 
3 42 
187 

39.74 
-% 
__ 

41 40 % 
16 03 
0 02 - 42.55 

100.00% 

53.87 % 
5 45 
0 49 

1ooo(1 *A 
.lors 

54.43 % 
2.53 
0.88 
4216 

100.00% 

52.42 % 
3 75 
106 

1oo.o1% 

5YEAR 
2003 W??, A M R A G E  

5889 % 5732 % 5581 % 
0 02 3 97 1 73 
0 5 1  0 53 0 51 

38 18 - 41.86 
100.00% m% m% - 40 58 - 

5671 'A 56 85 % 5307 % 
3 23 3 61 4 88 
t u 0  198 186 .. 
J8.16 m 4020 

100.00 *A 100.00% 100.00% 

44.98 % 44.52 % 44.13 % 
11.23 17.43 14.36 
0.02 0.10 0.03 
m rn 4146 

100.00% (0000 *A 100.00% 

55 51 -A 51 16 % 5201 % 
9 05 14 91 9 78 
0.45 0 47 0.46 
34.99 3346 - 37.76 

100.00% 100.00 *A 100.00% 

5561 'A 5 9 9 9 %  5655 % 
0 49 7 29 4.15 
0 88 0 66 0 81 ~ ~~ 

4302 - 38.48 
100.00 90 100.00% 100.00% 

5461 % 5504 % 52.54 % 
3 78 7 09 4 93 
I 08 1 35 1 1 2  

4oJ3 - 41.41 
100.00% 100.00% 1oo.w% 

Sourcs of infwmalioon: Slsndard & P O M P  Compuslal Services. Inc, PC Plus I Research lnrighl Data Base 
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Basis for the Selection of the Proxy Group of 
Thirteen Utilities Selected upon the Basis of Least Relative Distance 

Notes: 

Pre-tax interest coverage represents the number of times available earnings, before income taxes, 
excluding all allowance for funds used during construction (AFUDC) cover total interest charges, 
average for the years 2004,2005 and 2006. 

Common equity ratio is the ratio of total common equity to total capitalization (the sum of total long- 
term debt, current maturities, short-term debt, total preferred stock and total common equity). 
average for the years 2004, 2005 and 2006. 

Fixed asset turnover is the ratio of total operating revenues to gross utility plant, average for the 
years 2004,2005 and 2006. 

AFUDC to net income is the ratio of total AFUDC to income available for common equity, average 
for the years 2004, 2005 and 2006. 

Cash flow as a percent of permanent capitalization is the ratio of funds from operations (sum of net 
income, depreciation, amortization, net deferred income tax and investment tax credits, less total 
AFUDC) to permanent capitalization (the sum of total long-term debt, current maturities, short-term 
debt total preferred stock and total common equity), average for the years 2004, 2005 and 2006. 

Net cash flow to capital expenditures is the ratio of gross construction expenditures, excluding all 
AFUDC, provided by funds from operation (as defined in Note 5), after payment of all cash 
dividends, average for the years 2004,2005 and 2006. 

Funds flow interest coverage is the ratio of funds from operations (as defined in Note 5 )  plus total 
interest charges to total interest charges, average for the years 2004, 2005 and 2006. 

Operating earnings stability is an index of the variation in quarterly before-income tax operating 
income for the years 2004, 2005 and 2006. It is calculated by dividing the standard error of the 
estimate of a regression about a trend line by the mean. It is analogous to the coefficient of 
variation. 

Sum of distance is calculated as the squared distances between the eight operating / financial 
ratios of each firm and Aqua Illinois, Inc., summing the squared distances,~and then calculating the 
square root of the summation. 

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus / Research 
Insight Database 
Company Annual Forms 10K and Quarterly Forms 10Q 
Illinois American Water Company Annual Reports to the Illinois 
Commerce Commission and quarterly income statements 
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Illinois Amencan Water Comoany 
Indicated Common Equily Cost Rate 

Through Use of the Discounted Cash Flow Model 
Summarv of Conclusfon 

Proxy Group of Thirteen 
Utilities Selected Upon 

Line No. 

1. Quarterly Compounded Growth 
Discounted Cash Flow Model (1) 

2. Quarterly Version of the 
Discounted Cash Flow Model (2) 

3. Conclusion 

0 4. Quarterlv Comoounded Growth 
Discounied Cash Flow Model (1) 

5. Quarterly Version of the 
Discounted Cash Flow Model (2) 

6. Conclusion 

Notes. (1) From page 2 of this Schedule. 
(2) From page 3 of this Schedule. 
(3) See note 7 on pages 2 and 3 of this Schedule 

Proxy Group of Eight ' the Basis of Least 
- Water Companies Relative Distance 

Includes All Indicated Common Equily Cost Rates 

1 1.30% 10.68% 

I t  ,4656 10.75% 

11.38% 10.72% 

Excl ides Those Indicated Common Equity Cost Rates Equal to or 
Less than 8.6% and Equal to or Greater than 12.0% (3)- 

11 52% 9 91% 

11.50% 9.99% 

9.95% - 11.51% 
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