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(a) (b)
Line No. Market Value Book Value

1. Per Share 28.900$       (1) 15.110$     (2)

2. DCF Cost Rate 9.25% (3) 9.25% (3)

3. Return in Dollars 2.673$         1.398$       

4. Dividends 0.867$         (4) 0.867$       (4)

5. Growth in Dollars 1.806$         0.531$       

6. Return on Market Value (5) 9.25% 4.84%

7. 6.25% 1.84%

Notes:  (1)
(2)
(3)
(4)

(5)
(6) Line 6 - dividend yield (9.25% - 3.00% = 6.25%).

Rate of Growth on Market Value (6)

United Water Rhode Island, Inc.
Example of the Inadequacy of

DCF Return Rate Related to Book Value
When Market Value Exceeds Book Value

Based on Mr. Kahal's Water Proxy Group

Month-end prices from Standard & Poor's Stock Guide, July-December 2013.
Derived from page 34 of Schedule PMA-8 Rebuttal.
From Schedule MIK-4, page 1 of 5.
Dividends per share based upon a 3.00% adjusted dividend yield. $0.867 = 
$28.900 * 3.00%.
Line 3 / market value per share (line 1 column (a)).
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United Water Rhode Island, Inc.
Corrected Common Equity Cost Rate Through Use

of the Traditional Capital Asset Pricing Model (CAPM) and Empirical Capital Asset Pricing Model (ECAPM)

1 2 3 4 5 6

Mr. Kahal's Water Utility Group

Value Line 
Adjusted 

Beta

American States Water Co. 0.65 7.09 % 4.44 % 9.05 % 9.67 %
American Water Works Co., Inc. 0.65 7.09 4.44 9.05 9.67
Aqua America, Inc. 0.60 7.09 4.44 8.69 9.40
California Water Service Group 0.60 7.09 4.44 8.69 9.40
Connecticut Water Service, Inc. 0.75 7.09 4.44 9.76 10.20
Middlesex Water Company 0.75 7.09 4.44 9.76 10.20
SJW Corporation 0.85 7.09 4.44 10.47 10.73
York Water Company 0.70 7.09 4.44 9.40 9.93

Average 0.69 9.36 % 9.90 % 9.63 %

See page 23 of Exhibit PMA-8 for notes.

Market Risk 
Premium (1)

Risk-Free 
Rate (2)

Traditional 
CAPM Cost 

Rate (3)

ECAPM 
Cost Rate 

(4)

Indicated 
Common 

Equity Cost 
Rate (5)

Exhibit No.__ 
Schedule PMA-2 Rebuttal



Exhibit No.__ 
Schedule PMA-3 Rebuttal 

Page 1 of 5



Exhibit No.__ 
Schedule PMA-3 Rebuttal 

Page 2 of 5



Exhibit No.__ 
Schedule PMA-3 Rebuttal 

Page 3 of 5



Exhibit No.__ 
Schedule PMA-3 Rebuttal 

Page 4 of 5



Exhibit No.__ 
Schedule PMA-3 Rebuttal 

Page 5 of 5



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 1 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 2 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 3 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 4 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 5 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 6 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 7 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 8 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 9 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 10 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 11 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 12 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 13 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 14 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 15 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 16 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 17 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 18 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 19 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 20 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 21 of 22



Exhibit No.__ 
Schedule PMA-4 Rebuttal 

Page 22 of 22



J Regul Econ (2011) 40:261-278 
DOl 10.1007/s11149-011-9160-5 

ORIGINAL ARTICLE 

New approach to estimating the cost of common equity 
capital for public utilities 

Pauline M. Ahern· Frank J. Hanley. 
Richard A. Michelfelder 

Published online: 26 August 2011 
© Springer Science+Business Media, LLC 2011 

Abstract The regulatory process for setting public utilities' allowed rate of return on 
common equity has generally used the Gordon DCF, CAPM and Risk Premium spec­
ifications to estimate the cost of common equity. Despite the widely known problems 
with these models, there has been little movement to adopt more recently developed 
asset pricing models to provide additional evidence for estimating the cost of capital. 
This paper presents, validates empirically and applies a general yet simple consump­
tion-based asset pricing specification to model the risk-return relationship for stocks 
and estimate the cost of common equity for public utilities. The model is not nec­
essarily superior to other models in its practical results, yet these results do indicate 
that it should be used to provide additional estimates of the cost of common equity. 
Additionally, the model raises doubts as to whether assets such as utility stocks are a 
consumption (business cycle) hedge. 
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262 P. M. Ahem et al. 

1 Introduction 

Following electricity deregulation with the National Energy Policy Act of 1992, the 
estimation of the cost of common equity capital remains a critical component of 
the utility rate-of-return regulatory process. Since the cost of common equity is not 
observable in capital markets, it must be inferred from asset pricing models. The 
models that are commonly applied in regulatory proceedings are the Gordon (1974) 
Discounted Cash Flow (DCF), the Capital Asset Pricing (CAPM) and Risk Premium 
Models. There are other tools used to estimate the cost of common equity such as 
comparable earnings or earnings-to-price ratios, but they are not asset pricing mod­
els. The empirical literature on the CAPM is vast {Fama and French (2004)} and the 
CAPM is used by a number of US regulatory jUlisdictions. The DCF model has not 
been empirically tested to the same extent as the CAPM, yet it is considered by many 
US regulatory jurisdictions. 

The purpose of this paper is to present, test empirically and apply a recently devel­
oped general consumption-based asset pricing model that estimates the risk-return 
relationship directly from asset pricing data and, when estimated with recently devel­
oped time series methods, produces a prediction of the equity risk premium that is 
driven by its predicted volatility. The predicted risk premium is then added to a risk­
free rate of return to provide an estimate of the cost of common equity. We pre­
dict two forms of the equity risk premium with the model, the risk premium net of 
the risk-free rate and the equity-to-debt risk premium (equity risk premium net of the 
relevant bond yield for the company's stock). Either can be applied to predict the com­
mon equity cost of capital for a public utility. Although the model is tested and applied 
to public utilities for rate of return regulation, it can be used to estimate the cost of 
capital for any stock. Section 2 reviews the asset pricing models typically used in pub­
lic utility rate cases and the generalized consumption asset pricing model we propose 
to estimate the cost of common equity. Section 3 discusses the data and the empirical 
testing of the consumption asset pricing model. Section 4 reviews the application of the 
model and compares it with the DCF and CAPM results. Section 5 is the conclusion. 

2 DCF, CAPM and consumption asset pricing model 

2.1 DCF and CAPM approaches 

The standard DCF model frequently used in estimative the cost rate of common equity 
in regulatory proceedings is defined by the following equation: 

k = Do (1 + g) / Po + g, 

where k is the expected return on common equity; Do is the current dividend per share; 
g is the expected dividend per share growth rate; and Po is the CUlTent market price. 

The DCF was developed by Gordon (1974) specifically for regulatory purposes. 
Underlying the DCF model is the theory that the present value of an expected future 
stream of net cash flows during the investment holding period can be determined 
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New approach to estimating the cost of common equity capital 263 

by discounting those cash flows at the cost of capital, or the investors' capitaliza­
tion rate. DCF theory indicates that an investor buys a stock for an expected total 
return rate which is derived from cash flows received in the form of dividends plus 
appreciation in market price (the expected growth rate) over the investment holding 
period. Mathematically, the expected dividend yield (Do(1 + g)j Po) on market price 
plus an expected growth rate equals the capitalization rate, i.e., the expected return on 
common equity. 

The standard DCF contains several restrictive assumptions, the most contentious 
of which during utility cost of capital proceedings is typically that dividends per share 
(DPS), book value per share (BVPS), earnings per share (EPS) as well as market price 
grow at the same rate in perpetuity. There is also considerable contention over the 
proper proxy for g, prospective or historical growth in DPS, BVPS, EPS and market 
price and over what time period. In addition, although the standard DCF described 
above is a single stage annual growth model, there is considerable discussion over the 
use of multiple stage growth models during regulatory proceedings. Some analysts use 
the discrete version and others use the continuous version of the DCF model. Solving 
these models for k, the cost of common equity, results in differing equations to solve 
for k. The equation above is from the discrete version. The continuous version uses the 
current dividend yield and is not adjusted by g, which results in a lower estimate for k. 
Because of these and other restrictive assumptions that require numerous subjective 
judgments in application, it is often difficult for regulatory commissions to reconcile 
the frequently large disparities in rates of return on common equity recommended by 
various parties in a public utility rate case. 

The CAPM model is defined by the following equation: 

where k is the expected return on common equity; R f is the expected risk-free rate of 
return; f3 is the expected beta; and Rm is the expected market return. 

CAPM theory defines risk as the co-variability of a security's returns with the 
market's returns or f3, also known as systematic or market risk, with the market beta 
being defined as 1.0. Because CAPM theory assumes that all investors hold perfectly 
diversified portfolios, they are presumed to be exposed only to systematic risk and the 
market (according to the model) will not reward them a risk premium for unsystematic 
or non-market risk. In other words, the CAPM presumes that investors require com­
pensation only for systematic or market risks which are due to macroeconomic and 
other events that affect the returns on all assets. Mathematically, the CAPM is applied 
by adding a forward-looking risk-free rate of return to an expected market equity risk 
premium adjusted proportionately by the expected beta to reflect the systematic risk. 

As with the DCF, there is considerable contention during regulatory cost of capital 
proceedings as to the proper proxies for all components of the CAPM: the R f' the 
Rill, as well as f3. In addition, the CAPM assumption that the market will only reward 
investors for systematic or market risk is extremely restrictive when estimating the 
expected return on common equity for a single asset such as a single jurisdictional 
regulated operating utility. Additionally, this assumption requires that the investor 
have a perfectly diversified portfolio, that is, one with no unsystematic risk. Since 
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264 P. M. Ahern et al. 

this assumption is not applicable, estimating the cost of common equity capital for a 
single utility's common equity undoubtedly will not reflect the risk actually faced by 
the imperfectly diversified investor. 

As will be discussed in the next section, our application of the risk premium 
approach, the consumption asset pricing model and GARCH1 rest on minimal 
assumptions and restrictions and therefore requires considerably less judgment in its 
application. 

2.2 Risk premium approach, consumption asset pricing models, and GARCH 

A widely used model to estimate the cost of common equity capital for public utilities 
is the risk premium approach. This approach often estimates the expected rate of return 
as the long-telm historic mean of the realized risk premium above an historic yield 
plus the current yield of the relevant bond applicable to a specific utility or peer group 
of utilities. Litigants in public utility rate proceedings debate the choice of inputs to 
estimate the risk premium as well as how far back to reach into history to collect data 
for calculating an average that is representative of a forward-looking premium. 

It is surprising that, as popular as the risk premium method is in public utility rate 
cases, the intuitively appealing general consumption-based asset pricing model, with 
its minimal assumptions and strong theoretical foundation, has not been applied to 
estimate the cost of common equity capital for public utilities. The model provides 
projections of the conditional expected risk premium on an asset based on its relation 
to its predicted conditional volatility. This model generalizes the well known special 
case asset pricing models such as the Merton (1973) intertemporal capital asset pricing 
model, Campbell (1993) intertemporal asset pricing model, and the habit-persistence 
model of Campbell and Cochrane (1999), which are special cases of the general model. 
The relation of the model to their specialized cases can be found in Cochrane (2006) 
and Cochrane (2007). The approach of consumption asset pricing models is to make 
investment decisions that maximize investors' utility from the consumption that they 
ultimately desire, not returns. 

Even if the model is not used to project directly the expected risk premium, it can, 
at a minimum, be used to verify that the risk premia data chosen for estimating the cost 
of capital is empirically validated by fitting the model well. The model can be used 
to predict the equity risk premia net of the risk-free rate (equity risk premium) or to 
predict the equity-to-debt risk premium for a firm. We perform both of these empirical 
tests in this paper. The general consumption-based asset pricing model developed in 
Michelfelder and Pilotte (2011) and based on Cochrane (2004) provides the relation­
ship of the ex ante risk premium to an asset's own volatility in return: 

(1) 

1 GARCH refers to the generalized autoregressive conditional heteroskedasticity regression model which 
is discussed below. 

~ Springer 

Exhibit No.__ 
Schedule PMA-5 Rebuttal 

Page 4 of 18



New approach to estimating the cost of common equity capital 265 

where volt is the conditional volatility, corrt is the conditional correlation, and Mt+l 
is the stochastic discount factor (SDF). 

The SDF is the intertemporal marginal rate of substitution in consumption, or, 

Mt+l = f3 UUI+l , where the Vc's are the marginal utilities of consumption in the next 
c,1 

period, t + 1, and the current period, t, and f3 is the discount factor for period t to t + 1. 
Equation 1 shows that the algebraic sign of the relation between the expected risk 
premium and the conditional volatility of an asset's risk premium is determined by the 
correlation between the asset's return and the SDF. That is, the direction of the relation 
between the asset return and the ratio of intertemporal marginal utilities in consump­
tion inversely determines the relation between the expected risk premium and condi­
tional volatility. When the correlation is equal to negative one, the asset's conditional 
expected risk premium is pelfectly positively correlated with its conditional volatility. 
A positive relation between the conditionally expected risk premium and volatility 
obtains when -1 < corrt < O. A negative relation obtains when 0 < corrt < 1. 
For an asset that represents a pelfect hedge against shocks to the marginal utility of 
consumption, with corrt = 1, there will be a pelfect negative correlation between the 
conditionally expected risk premium and its volatility.2 Therefore, estimates of the 
relation between the first two conditional moments of a public utility stock's returns 
provide a direct test of the effectiveness of a public utility stock, or any asset, as a 
consumption hedging asset. In Eq, 1, volt [Mt+I1/ Et [Mt+I1 is the slope of the mean­
variance frontier. If this slope changes over time, the estimated relation between the 
stock's risk and return will vary over time. This model can also be viewed simplisti­
cally as the projected expected risk premium as a function of its own projected risk, 
given information available at time t, 

Note that the model allows for the expected risk premium to be negative if the asset 
hedges shocks to the marginal utility of consumption, Investors are willing to accept 
an expected rate of return lower than the risk-free rate of return if the pattern of vola­
tility is such that returns are expected to rise with expected reductions in consumption. 
Simply, investors are willing to pay a premium for a higher level of returns volatility 
that has the desired pattern of returns. These desired returns patterns have a tendency 
to offset drops in consumption. Therefore, this model shows that investors may not be 
averse to volatility, but rather to the timing of expected changes in returns. 

Summarizing, several conclusions can be drawn from the general model of asset 
pricing, First, the sign of the relation between a stock's risk premium and conditional 
volatility depends on the extent to which the stock serves as an intertemporal hedge 
against shocks to the marginal utility of consumption. Second, the relation between 
stock risk and return may be time-varying depending on changes in the slope of the 
mean-variance frontier. Third, hedging assets have desired patterns of volatility that 
result in expected rates of return that are less than the risk-free rate. We do not expect 

2 A hedging asset is one that has a positive increase in returns that is coincident with a positive shock in the 
ratio of inteltemporal marginal utilities of consumption, Note that if we assume a concave utility function 
in consumption, as consumption declines, the marginal utility of consumption rises relative to last period 
marginal utility, If we think of a decline in consumption as a contraction in the business cycle, the hedging 
asset delivers positive changes in returns when the business cycle is moving into a contraction, and therefore 
the asset is a business cycle hedge, 
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266 P. M. Ahem et al. 

that public utility stocks serve as a hedging asset as they are not viewed as defensive 
stocks (they do not rise in value during downturns in the stock market) due to asym­
metric regulation and returns as discussed in detail in Kolbe and Tye (1990). Under 
asymmetric regulation, utility regulators have a tendency to allow the return on equity 
to fall below the allowed return during downturns in the business cycle and to reduce 
the return should it rise above the allowed return during expansions. Therefore we 
expect that the parameter estimates of the return-risk relationship to be positive as 
utility stocks are hypothesized to not be hedges. 

We use the GARCH model to estimate the general asset pricing model since the 
GARCH model accommodates ARCH effects that improve the efficiency of the param­
eter estimates. It also provides a volatility forecasting model for the conditional vol­
atility of the asset's risk premium. The conditional volatility projection is used, in 
tum to predict the expected risk premium. We also use the GARCH-in-Mean model 
(GARCH-M) since it specifies that the conditional expected risk premium is a linear 
function of its conditional volatility. There is a vast body of literature that estimates 
asset pricing models with the GARCH and GARCH-M methods and therefore we will 
not attempt to summarize them here. 

The GARCH-M model was initially developed and tested by Engle et al. (1987) 
to estimate the relationship between US Treasury and corporate bond risk premia and 
their expected volatilities. The GARCH-M model is specified as: 

Rt+l - Rf,l+l = aa?+1 + £1+1 

a?+1 = f30 + f3 t a? + f32£; + 1]1+1 

£1 11/1,-1 '"'-' T(O, a?) 

(2) 

(3) 

(4) 

where R1+I is the expected total return on the public utility stock index or individual 
utility stock; R f,Hl is the risk-free rate of return or the yield on an index of pub­
lic utility bonds of a specified bond rating for the equity-to-debt premium; at~1 is 
the conditional or predicted variance of the risk premium that is conditioned on past 
information (1/11 -I); and £ t is the error term that is conditional on 1/1 t -I . 

The conditional distribution of the error term is specified as the non-unitary vari­
ance T-distribution due to the thick-tailed distribution of the risk premia data. If the 
en'or distribution is thick-tailed, using an approximating distribution that accommo­
dates thick tails improves the efficiency of the estimates. The parameter, a, is the 
return-to-risk coefficient as specified in Eq. 1 as: 

(5) 

Note that the coefficient will be positive if the conditional correlation between the 
SDP and the asset return is negative, indicating that the stock is not a hedging asset. 
Recall that the SDP is the ratio of intertemporal marginal utilities. Assuming a concave 
utility function, an upward shock in the ratio implies falling consumption, therefore 
an associated rise (positive correlation) in the return (R;) would offset the reduction 
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New approach to estimating the cost of common equity capital 267 

in consumption, thereby causing the sign of a to be negative. The parameter, a, is also 
the ratio of risk premium to variance, or, the Sharpe ratio. 

The intercept in Eq. 2 is restricted to zero as specified by the general asset pricing 
model specification. The restriction on the intercept equal to zero has been found to be 
robust in producing consistently positive and significant relationships between equity 
risk premia and risk in GARCH-M models. This is discussed in Lanne and Saikkonen 
(2006) and Lanne and Luoto (2007). We have found the same results in our model­
ing in this paper, although we have excluded these results for brevity (available upon 
request). Therefore we specify the prior assumption that the intercept or the "excess" 
return, i.e., the return not associated with risk to be equal to zero and drop the intercept 
from the model. 

The consumption asset pricing model is estimated in the empirical section of the 
paper and applied in the applications section of the paper. The model is tested to (1) 
determine if equity-to-debt risk premium indices for utilities of differing risk specified 
by differing bond ratings are validated by the asset pricing model and therefore have 
some empirical support for risk premium prediction and application to utility cost of 
capital estimation, (2) determine whether equity risk premia can be predicted and fit 
the model and therefore be used to estimate the cost of common equity, (3) empirically 
test the consumption asset pricing model, and (4) asceltain whether utility stocks are 
assets that hedge shocks to the marginal utility of consumption. 

If utility stocks are hedging assets then the cost of common equity should reflect a 
downward adjustment to a specified risk-free rate to reflect investors' preferences for 
a hedge and the compensation that they are willing to pay for it. 

3 Data and empirical results 

We use portfolios as represented by public utility stock and bond indices to estimate 
the conditional return-risk relationship for the equity-to-debt premium. The equity­
to-debt risk premium data employed for estimating Eq. 1 with the GARCH-M con­
ditional return-risk regressions are monthly total returns on the Standard and Poor's 
Public Utilities Stock Index (utility portfolio), and the monthly Moody's Public Utility 
Aa, A, and Baa yields for the debt cost. We also obtained equity risk premia for the 
utility portfolio using the Fama-French specified risk-free rate of return, which is the 
holding period return on a I-month US Treasury Bill. The data range from January 
1928 to December 2007 with 960 observations. The return-risk relationships for the 
equity-to-debt premia are risk-differentiated by their own bond rating. 

As a check, we also estimate Eq. 1 with the GARCH-M for large common stock 
returns using the monthly Ibbotson Large Company Common Stocks Portfolio total 
returns and the Ibbotson US Long-Term Government income returns as the risk-free 
rate. Additionally, as another check, we do the same for the University of Chicago's 
Center for Research in Security Prices value-weighted stock index (CRSP) using the 
Fama-French risk-free rate. This is the Fama-French specification of the market eq­
uity risk premium. The data range from January 1926 to December 2007 with 984 
observations for the Large Company Common Stock estimation and the data ranges 
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Table 1 Descriptive statistics: public utility and large company common stocks equity-to-debt and equity 
risk premia 

Utility bond rating Mean Std. Dev. Skewness Kurtosis JB 

Aa 0.0037 0.0568 0.0744 10.07 2,001.2*** 

A 0.0035 0.0568 0.0632 10.06 1,991.8*** 

Baa 0.0031 0.0568 0.0375 10.02 1,973.6*** 

Ibbotson 

Large common stocks 0.0054 0.0554 0.4300 12.84 3,954.7*** 

CRSP value-weighted stock index 0.0062 0.0544 0.2309 10.92 2,519.1 *** 

The public utility equity-to-debt risk premia monthly time series is from January 1928 to December 2007 
with 960 observations. The equity risk premium monthly time series for the Large Common Stocks and the 
CRSP index are January 1926 to December 2007 with 984 observations, and January 1926 to December 
2007 with 984 observations, respectively. The public utility stocks equity-to-debt risk premia are calculated 
as the total return on the S&P Public Utilities Index of stocks minus the Moody's Public Utility Aa, A, and 
Baa Indices yields to maturity. The Large Company Common Stock equity risk premia are the monthly 
total returns on the Ibbotson Large Company Common Stocks Portfolio minus the Ibbotson Long-Term 
US Government Bonds Portfolio income yield. The CRSP equity risk premia, or the Fama-French market 
risk premia are the CRSP total returns on the value-weighted equity index minus the I-month holding 
period return on a 1 month Treasury Bill. The Jarque-Bera (JB) statistic is a goodness-of-fit measure of the 
departure of the distribution of a data series from normality, based on the levels of skewness and excess 
kurtosis. The JB statistic is X2 distributed with 2° of freedom. *** Significant at 0.01 level, one-tailed test 

from January 1928 to January 2007 with 960 observations (same as the utilities) for 
the CRSP estimation. 

Table 1 displays the descriptive statistics for these data. We have estimated the 
mean, standard deviation, skewness and kurtosis parameters, as well as the Jarque­
Bera (JB) statistic to test the distribution of the data. The means of the utility equity­
to-debt risk premia fall as the risk (bond rating) declines. This is consistent with the 
notion that larger yields are subtracted from stock returns the lower the bond rating. 
Intertemporally, there is an inverse relationship between risk premia and interest rates 
(See Brigham et al. (1985) and Hanis et al. (2003)). The mean for risk premia will 
have a tendency to be larger dming low interest rate periods. 

Not surprisingly, large company common stocks have the highest mean risk premia 
as the majority of these firms are not rate-of-return regulated firms with a ceiling on 
their ROE's close to their cost of capital. Interestingly, the standard deviations of the 
utility stock returns are similar and slightly higher than large company common stocks. 
Skewness coefficients are small and positive except for Ibbotson large company com­
mon stock returns and CRSP returns that have large positive skewness. This suggests 
that large unregulated stocks have a tendency to have more and larger positive shocks 
in returns than do utilities that are rate of return regulated. The kurtosis values show 
that all ofthe risk premia are thick-tail distributed. This is also found in the significant 
JB statistics that test the null hypothesis that the data are normally distributed. The null 
hypothesis is rejected for all assets. The high kurtosis, low skewness, and significant 
JB statistics show that the risk premia data are substantially thick-tailed, except for 
non-utility stocks that are both skewed and thick-tailed. Therefore, robust estimation 
methods are required to produce efficient regression estimates with non-normal data. 
Additionally, although not shown but available upon request, the serial correlation and 
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New approach to estimating the cost of common equity capital 269 

ARCH Lagrange Multiplier tests show that residuals from OLS regressions of risk pre­
mia on volatilities follow an ARCH process. Therefore, the GARCH-M method will 
improve the efficiency of the estimates. We specify the regression error distribution 
as a non-unitary variance T-distribution so that thick-tails could be accommodated in 
the estimation and therefore produce increasingly efficient parameter estimates. 

We used maximum likelihood estimation with the likelihood function specified 
with the non-unitary-variance T-distribution as the approximating distribution of the 
residuals to accommodate the thick-tailed nature of the error distribution. The equa­
tions are estimated as a system using the Marquardt iterative optimization algorithm. 
The chosen software for estimating the model was EViews© version 6.0 (2007). 

Table 2 shows the GARCH-M estimations for the consumption asset pricing Eq. 1. 
We have estimated Eq. 1 for the utility equity risk premia using the Fama-French 
risk-free rate in addition to the equity-to-debt risk premia risk-differentiated by bond 
ratings and the two measures of the market equity risk premium. The chosen mea­
sure of volatility is the variance of risk premium (in contrast to other such measures 
such as the standard deviation or the log of variance. Although these results are not 
shown for brevity, they are robust to these other measures of volatility). The slope, 
which is the predicted return-to-predicted risk coefficient and Sharpe ratio, is positive 
and significant at the 99% level for all assets except the utility stock returns with 
Baa bonds, which is significant at the 95% level. Given that all slopes are positive, 
public utility stocks are not found to hedge shocks to the marginal utility of con­
sumption. Note that the reward-to-risk slope rises as bond rating rises. This sug­
gests that lower risk utility stocks provide a higher incremental risk-premium for an 
increase in conditional volatility. This is consistent with other studies that find that 
lower risk assets, such as shorter maturity bonds, have higher Sharpe Ratios than long­
term bonds and stocks. See Pilotte and Sterbenz (2006) and Michelfelder and Pilotte 
(2011). 

The variance equation shows that all GARCH coefficients (fJ's) are significant at 
the 1 % level and the sums of fJl and fJ2 are close to, but less than 1.0, indicating 
that the residuals of the risk premium equation follow a GARCH process and that 
the persistence of a volatility shock on returns and stock prices for utility stocks is 
temporary. The estimates of the non-unitary variance T-distribution degrees of free­
dom parameter are low and statistically significant, indicating that the residuals are 
well approximated by the T. Similar values for the log-likelihood functions (Log-L) 
show that each ofthe regressions has a similar goodness-of-fit. Chi-squared distributed 
likelihood ratio tests (not shown but available upon request) that compare the good­
ness of fit among the T and normal specifications of the likelihood function of the 
GARCH-M regressions show that the T has a significantly better fit than the normal 
distribution. 

The GARCH-M results for the large company common stocks portfolio are sim­
ilar to those of the utility stocks. Not surprisingly, large company common stocks 
do not hedge shocks to the marginal utility of consumption and volatility shocks 
temporarily affect their valuations. The exception is that the return-risk slope is sub­
stantially higher than utility stock slopes. This is partially due to the risk-free nature 
of the risk-free rates used with the non-utility equity risk premia compared to the 

.f) Springer 

Exhibit No.__ 
Schedule PMA-5 Rebuttal 

Page 9 of 18



270 P. M. Ahem et al. 

Table 2 Estimation of return-risk relation: public utility and large company common stocks 

Utility bond rating a /30 /31 /32 Log-L T dist. D.E 

Aa 1.5183*** 0.0000** 0.8791*** 0.1031*** 1,604.4 9.9254*** 
(0.5308) (0.0000) (0.0230) (0.0219) (3.0272) 

A 1.4536*** 0.0000** 0.8790*** 0.1033*** 1,605.0 9.9381 *** 
(0.5308) (0.0000) (0.0230) (0.0220) (3.0408) 

Baa 1.3318** 0.0000** 0.8789*** 0.1040*** 1,605.2 10.0*** 
(0.5303) (0.0000) (0.0229) (0.0220) (3.0540) 

Fama-French R j 2.1428*** 0.0000** 0.8811*** 0.0979*** 1,601.0 9.8773*** 
(0.5318) (0.0000) (0.0232) (0.0212) (2.9700) 

Ibbotson 

Large company 2.7753*** 0.0001*** 0.8381 *** 0.1186*** 1,620.8 8.8457*** 
common (0.5513) (0.0000) (0.0269) (0.0332) (2.1613) 

stocks 
CRSP 3.3873*** 0.0001*** 0.8330*** 0.1149*** 1,598.9 8.8571 *** 

value-weighted (0.5673) (0.0000) (0.0270) (0.0358) (1.9505) 
stock index 

The results below are the GARCH-in-Mean regressions for the risk premium (Rt+l - R j,t+1) on 

the conditional variance of the risk premium (a}+I) in the mean equation. The intercept in the 
mean equation is restricted to be equal to zero. The public utility equity-to-debt risk premia monthly 
time series is from Janumy 1928 to December 2007 with 960 observations. The equity risk pre­
mium monthly time series for the Large Company Common Stocks and the CRSP index are Jan­
uary 1926 to December 2007 with 984 observations, and January 1926 to December 2007 with 
984 observations, respectively. The public utility stocks equity-to-debt risk premia are calculated as 
the total return on the S&P Public Utilities Index of stocks minus the Moody's Public Utility Aa, 
A, and Baa Indices yields to maturity. The Large Company Common Stock equity risk premia 
are the monthly total returns on the Ibbotson Large Company Common Stocks Portfolio minus the 
Ibbotson Long-Term US Government Bonds Portfolio income yield. The CRSP equity risk premia, or 
the Fama-French market risk premia are the CRSP total returns on the value-weighted equity index minus 
the I-month holding period return on a I month Treasury Bill. The estimated model is: 

2 voft[Mt+11 
Rt+l - Rj,t+l =aO't+l +£t+l where a = - Et[Mt+d corrt[Mt+l, Ri,t+tl 

0'?+1 = /30 + /31 O'? + /32£1 + 1}t+l 
The conditional distribution of the elTor telTll is the non-unitmy variance T-distribution to accommodate the 
kurtosis of the risk premia and error telTll. Standard elTors are in parentheses. ***, **, * denote significance 
at the 0.01, 0.05, and 0.10 levels, respectively for two-tail tests 

utility bond yields that reflect risk. The utility stocks slope value of 2.1428 using 
the Fama-French risk-free rate is closer to the higher CRSP value of 3.3873 that 
is also based on the Fama-French risk-free rate. This is inconsistent with previous 
results herein and in other papers that find that Sharpe Ratios are lower for higher risk 
assets unless this finding can be interpreted as utility stocks having more risk than 
non-regulated stocks. The standard deviations on Table 1 suggest that utility stock 
return volatilities are as high as the stock returns of non-regulated firms. However, 
similar model estimates of portfolios of common stocks yield unstable results, such 
as negative as well as positive return-risk slopes when the intercept is not restricted 
to zero. See Campbell (1987), Glosten et al. (1993), Harvey (2001), and Whitelaw 
(1994) . 
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New approach to estimating the cost of common equity capital 271 

Stock market results are highly sensitive to empirical model specification. Many 
studies do not consider the impact of a zero-intercept prior restriction on the stability 
of their results. This simple innovation has led to more consistent results in modeling 
stock market risk-return relationships, and therefore we have included it in this paper. 

The estimation of the consumption asset pricing model for utility stock equity­
debt risk premia shows that the use of bond-rating risk-differentiated risk premia are 
validated as their risk-return relationships are well-fitted by theoretical and empirical 
models of risk and return. Therefore, these data impound good representations of the 
risk and reward relationship. 

One concern is the intertemporal stability of the alphas. Figure 1 plots the utility 
stock portfolio alpha (using the Fama-French R f to calculate the premium) and its 
standard error for 240 month rolling regressions of the model estimated with GARCH­
M in the same manner as described above to review the intertemporal stability of the 
alpha. A 20-year period was used for each estimation to trade off timeliness with 
sufficient observation of up and down stock market regimes and business cycles. This 
resulted in 720 estimated alphas from 1947 to 2007. The results show that the utility 
alpha is stable to the extent that the algebraic sign is always positive and generally 
significant, therefore the nature of utility stocks are assets that are not and have never 
been hedges during the second half of the twentieth century up to the present. The 
value of the alpha does change substantially. The mean of the alpha is 4.40 with a range 
from -0.11 (insignificantly different from 0) to 11.66. As a comparison, the alpha 
for the CRSP value-weighted stock index was also estimated with rolling regressions 
in the same manner and for the same time period. Figure 2 is a plot of the CRSP 
alpha and standard error. Note that the general stock market alpha is similar to that of 
utility stocks. They are all positive and almost all statistically significant and follow 
a strikingly similar cycle. Figure 3 plots both the utility and stock market alphas and 
demonstrates the similarity. The correlation coefficient between the utility and stock 
market alphas is 0.88. Recalling that the alpha is a Sharpe Ratio, we see that return to 
risk ratio does change substantially. This is consistent with the results in Pilotte and 
Sterbenz (2006). 

One other interesting observation is that the standard errors of the alphas are highly 
stable over the study period and are very similar in magnitude regardless of the size of 
the corresponding alpha. Whereas the alpha follows a cyclical pattern, the volatility 
in alpha is highly stationary around a constant, long-run mean. 

The GARCH-M model estimations of the consumption asset pricing model were 
specified with variance as the measure of volatility. We also performed the same model 
estimations with alternative specifications of volatility such as the standard deviation 
and the log of variance and the results were not sensitive to this specification. 

4 Application 

We apply the model in this section to compare the cost of common equity capital esti­

mates with the DCF and CAPM models. Using EViews© Version 6.0, we estimated 
the model coefficients (0', fi's) over rolling 24 month periods ending December 2008. 
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Rolling 240 Month Utility Stock Alphas 1947 - 2007 
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Fig.1 Rolling 240 month utility stock alphas 1947-2007 

Rolling 240 Month CRSP Value-Weighted Alphas 1947-2007 
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Fig.2 Rolling 240 month CRSP value-weighted alphas 1947-2007 

We repeated the estimation over 5, 10, 15,20 and 79 year periods.3 Predicted monthly 
variances (at

2+ 1) were generated from these estimations to produce predicted risk pre­
miums that were calculated by multiplying the predicted variance by the "a" slope 

3 We did not include the results of the 10 and 15 year estimations to abbreviate the amount of empirical 
results presented since they added no matetial insights beyond those already presented. 
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Rolling 240 Month CRSP and Utility Alphas 1947-2007 
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Fig.3 Rolling 240 month CRSP and utility alphas 1947-2007 

Table 3 Estimates of expected risk premia 

273 

Mean (%) Range (%) Standard deviation (%) 

Average Spot Average Spot Average Spot 

Ibbotson Associates data 

79-years 9.59 5.76 8.74-9.96 2.62-22.60 0.32 5.24 

20-years 6.77 6.94 4.99-8.50 2.24-28.95 0.95 6.88 

5-years 4.20 10.25 -98.49-11.62 -100.00-39.65 22.00 26.61 

S&P Utility Index 

79-years 5.28 2.90 4.30-5.28 1.65-8.l5 0.32 1.60 

20-years 3.93 3.51 2.78-5.03 2.l8-6.88 0.57 1.11 

5-years 31.82 326.63 7.77-156.97 6.12-6465.74 31.47 1283.51 

coefficient. To test the stability of the predicted risk premia over time, the predicted 
risk premia were calculated using either the predicted variance over each entire time 
period or the last monthly (spot) predicted variance. Table 3 presents the mean pre­
dicted risk premia, the range of predicted premia and the standard deviations for each 
time period. It is clear from the results that the risk premia are more stable over the roll­
ing 24 month period when calculated using the average predicted variance compared 
with using the spot variance. Secondly, the 20 and 79 year means are substantially 
more stable and reasonable in magnitude than the 5 year means. 

Next, given the lessons from the analyses above, we apply the model to mechani­
cally4 estimate the cost of common equity for 8 utility companies using the model and 

4 The term "mechanically" in this context means that the resulting values have been developed in a consis­
tent manner with the same inputs across all utility stocks but no subjective judgment was used to develop 
final values for each specific utility stock application. 
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the DCF and CAPM as comparisons. We also calculated the realized market return 
for comparison. Two publicly-traded electric, electric and gas combination, gas, and 
water utilities respectively were chosen for the application. The Gordon (1974) DCF 
and CAPM models are used in many utility regulatory jurisdictions in the US. 

The DCF was applied using a dividend yield, Dol Po, derived by dividing the year­
end indicated dividend per share (Do) by the year-end spot market price (Po). The 
dividend yield is grown by the year-end IIBIE/S five year projected earnings per share 
growth rate (g) to derive Do( 1 + g) I Po. The one-year predicted dividend yield is then 
added to the IIBIE/S five-year projected EPS growth rate to obtain the DCF estimate 
of the cost of common equity capital, k. This study was conducted for the 5 years 
ending 2008. 

The CAPM was applied by mUltiplying the Value Line beta (f3) available at year­
end for each company by the long-term historic arithmetic mean market risk premium 
(RI11 - R f). Rill - R f is derived as the spread of the total return of large company 
common stocks over the income return on long-term government bonds from the Ib­
botson SBBI 2009 Valuation Yearbook. The resulting company-specific market equity 
risk premium is then added to a projected consensus estimate of the yield on 3D-year 
U.S. Treasury rate provided by Blue Chip Financial Forecasts as the risk-free rate (R f) 
to obtain the CAPM result. This study was also conducted over the 5 years ending 
2008. 

Figures 4-11 show the histograms of the cost of common equity capital estimations 
for each of the eight public utility stocks and the realized market returns in the forth­
coming year. The consumption asset pricing model appears to track more consistently 
with the CAPM than with the DCF which seems to produce generally lower values 
than the other methods. The consumption asset pricing model results are similar to 
the CAPM. The model and the CAPM compete as the best predictor of the rate of 
return on the book value of common equity (not shown but available upon request), 
but none of the expected returns were good predictors of market returns. That does 
not infer that they were not good predictors of expected market returns. These results 
are an initial indicator that the consumption asset pricing model provides reasonable 
and stable results. This paper does not suggest at this early juncture that the consump­
tion asset pricing model is superior to the CAPM or DCF, although it is based on far 
less restrictive assumptions than these other models. For example, both the DCF and 
CAPM assume that markets are efficient. Many assume that the DCF requires that the 
market-to-book ratio to always equal one, whereas the long-term value for the Stan­
dard and Poor's 500 is equal to 2.34. The CAPM assumes that investors demand higher 
returns for higher volatility and that the minimum required return is the risk-free rate, 
whereas the consumption asset pricing model allows for investors to require returns 
less than the risk-free rate for stocks that may have relatively higher volatility but are 
hedging assets that have desirable return fluctuation patterns that offset downturns in 
the business cycle. Unlike the CAPM, the model prices the risk to which investors are 
actually exposed, whether it's systematic risk or not. Some investors are diversified 
and some are not; the model prices whatever risk to which the aggregate of investors 
of the specific stock is exposed. 

We find that the consumption asset pricing model should be used in combination 
with other cost of common equity pricing models as additional information in the devel-
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New approach to estimating the cost of common equity capital 275 

Cost of Common Equity Results for Edison International Compared to Market Return* 
PRPM l1li CAPM DCF l1li Actual 

• Market returns calculated for the following years: 2005 -2009 

Cost of Common Equity Results for Southern Company Compared to Market Return* 

PRPM l1li CAPM DCF III Actual 

• Market returnscalculated for the following years: 2005 -2009 

Cost of Common Equity Results for Consolidated Edison Compared to Market Return* 

PRPM ., CAPM DCF III Actual 

• Market returns calculated forthe following years: 2005 - 2009 

Cost of Common Equity Results for PG&E Corp Compared to Market Return* 

PRPM ., CAPM DCF III Actual 

1Hi4% 1274% 13-12% 12 S.\% 

• Market returns calculated for the following years: 2005 -2009 

Figs. 4-11 Comparison of the cost of common equity estimates and market 

opment of a cost of common equity capital recommendation. Practitioners may find 
the modeling methods and the use of relatively advanced econometric methods rather 
cumbersome. The software for performing these estimations is readily available from 

EViews© and SAS©; two commonly available software packages at utilities, consult-
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1124% 

Cost of Common Equity Results for National Fuel Gas Co. Compared to 
Market Return* 

PRPM Ii CAPM OCF III Actual 

30114% 

• Market returrnscalculated for the following years: 2005 -2009 

Cost of Common Equity Results for Laclede Group Compared to Market Return* 

PRPM Ii CAPM OCF III Actual 

• Market returnscalculated for the following years: 2005-2009 
Missing DCF Cost of Capital Estimates Due to Unavailable Growth Rate 

Cost of Common Equity Results for California Water Service Group Compared to 
Market Return * 

PRPM CAPM OCF Ii!I Actual 

• Market returns calculated for the following years: 2005 -2009 
·2951% 

Cost of Common Equity Results for Middlesex Water Company Compared to 
Market Return * 

PRPM CAPM OCF III Actual 

-11.94% 

• Market returnscalculated for following years: 2005 -2009 

Missing DCF Cost of Capital Estimate Due to Unavailable Growth Rate 

Figs.4-11 continued 
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New approach to estimating the cost of common equity capital 277 

ing firms and financial firms. Recent Ph.D. and M.S. holding members of research 
departments of investment and consulting firms have ready access to the model and 
methods discussed in this paper, although it will require years for these tools, like any 
"new" technology, to diffuse into standard use. Another problem is that the model 
requires a substantial time series history on stock returns data to develop stable esti­
mates of risk premia This is problematic especially for the electric and gas utility 
industries that have consolidated with many mergers in the recent past. This problem 
can be addressed by developing and predicting the value-weighted risk premium of a 
portfolio of similar stocks such as electric utilities that have nuclear generating assets. 
The specific stock in question would be included in the returns index with a weight 
based on market capitalization that would go to 0 when the stock price history is no 
longer existent reaching back into the past. 

5 Conclusion 

The purpose of this paper is to introduce, test empirically and apply a general con­
sumption based asset pricing model that is based on a minimum of assumptions and 
restrictions that can be used to predict the risk premium to be applied in estimating 
the cost of common equity for public utilities in regulatory proceedings. The results 
support the simple consumption-based asset pricing model that predicts the ex ante 
risk premium with a conditionally predicted volatility in risk premium. The estimates 
of the cost of common equity from the consumption asset pricing model compare well 
with rates of return on the book value of common equity and with the CAPM, although 
both the model and the CAPM results are substantially higher than the DCE This is 
quite common in the practice of the cost of common equity in the utility industry. The 
results of the model are stable and consistent over time. Therefore the model should be 
considered as it provides additional evidence on the cost of common equity in general 
and specifically in public utility regulatory proceedings. Secondly, the use of bond­
rated yields to predict risk differentiated equity-to-debt risk premia is supported by the 
empirical evidence and therefore should be applied in estimating the cost of common 
equity. Finally, the robust empirical evidence on the positive risk-return relationship 
also shows that utility stocks are not a consumption hedge and are not good hedging 
securities against contractions in the economy. The model and estimation methodology 
presented in this paper provide a relatively simple tool to determine whether any asset 
is a hedge to adverse changes in the business cycle through the level of consumption 
in the economy. 
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Abtract 

The regulatory process for setting a utility’s allowed rate of return on common 
equity has generally relied upon the Discounted Cash Flow Model and Capital 
Asset Pricing Model. Despite the widely known problems with these models, 
there has been little initiative to adopt more recently developed asset pricing 
models which have fewer limiting assumptions and require less subjective 
judgment.  The December 2011 issue of the Journal of Regulatory Economics 
published the article “New Approach to Estimating the Cost of Common Equity 
Capital for Public Utilities”,i and introduced the Predictive Risk Premium ModelTM. 
The model is a general, yet simple, consumption-based asset pricing model of 
the risk / return relationship for common stocks which can be used to estimate 
the cost of common equity.  The model produces stable, consistent and 
expectational results.  This article presents in summary form exhaustive empirical 
testing of the PRPMTM for utilities by industry.  The empirical testing confirms the 
Journal of Regulatory Economics article conclusion: the PRPMTM produces 
stable, consistent, and reasonable results for each of the electric, electric and 
gas, gas local distribution, and water utility industries.   
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Introduction 

 The lead article in the July 2008 issue of this Journal, “Integrating 

Renewables into the US Grid: Is it Sustainable,” by Professors Peter Mark 

Jansson and Richard A. Michelfelderii, called for the reregulation of the electric 

utility industry and putting the planning of generation assets, whether renewable 

or not, back in the hands of the experts and those ultimately responsible for 

reliability, the electric utilities.  During the last ten years or so, states have been 

backpedalling on deregulation and therefore methods for estimating the cost of 

common equity and the allowed rate of return have generated new interest as 

regulating rate of return is not going away as once thought.   

 The regulatory process for setting a public utility’s allowed rate of return on 

common equity has generally relied upon the familiar Gordon Discounted Cash 

Flow Model (DCF) and Capital Asset Pricing Model (CAPM). Despite the widely 

known problems with these models, there has been little initiative to adopt more 

recently developed asset pricing models which have fewer limiting assumptions 

and require less subjective judgment than these traditional models.  In December 

2011, the article “New Approach to Estimating the Cost of Common Equity 

Capital for Public Utilities”,iii published in The Journal of Regulatory Economics 

introduced the Predictive Risk Premium ModelTM (PRPMTM). The PRPMTM is a 

general, yet simple, consumption-based asset pricing model of the risk / return 

relationship for common stocks which can be used to estimate the cost rate of 

common equity (ROE). The stability and consistency of the results of PRPMTM 
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and the ex ante, i.e., expectational, nature of those results indicate that the 

model should be used to provide additional input into the process of determining 

an allowed rate of return on common equity for public utilities. 

Since publication, more exhaustive empirical testing of the PRPMTM was 

conducted for the four utility industry groups which comprise the AUS Utility 

Reports©iv universe of publicly traded utilities: an electric utility group; a 

combination electric and natural gas distribution utility group; a natural gas 

distribution utility group; and, a water utility group.  The empirical testing confirms 

the conclusion of the original Journal of Regulatory Economics article: the 

PRPMTM produces stable results which are consistent over time.  

 

Development of the PRPMTM 

The cost rate of common equity is not directly observable in the capital 

markets and must be inferred using various financial models. The most 

commonly used cost of common equity models in the regulatory arena are the 

aforementioned DCF and the CAPM. Since these models are based upon many 

restrictive assumptions, they involve a significant amount of analyst subjectivity in 

their application, resulting in much debate over the application and results of 

these models.  

The empirical approach to the PRPMTM is based upon the work of Robert 

F. Engle, Ph.D.v who shared the Nobel Prize in Economics in 2003 “for methods 

of analyzing economic time series with time-varying volatility (ARCH)”vi, with 

“ARCH” standing for autoregressive conditional heteroskedasticity. In other 

Exhibit No.__ 
Schedule PMA-6 Rebuttal 

Page 4 of 15



P a g e  | 5 

words, volatility (variance) changes over time and is related to itself from one 

period to the next, especially in financial markets.  Engle discovered that the 

volatility (usually measured by variance) in prices and returns clusters over time. 

Therefore, volatility is highly predictable and can be used to predict future levels 

of risk.  The theoretical asset pricing model was recently developed in the 

Journal of Economics and Business in December 2011 by Rutgers University 

professors Richard Michelfelder and Eugene Pilottevii. 

In this study, the PRPMTM estimates the risk / return relationship directly 

using the outcomes of investors’ historical pricing decisions and actual long-term 

U.S. Treasury security yields, with the predicted equity risk premium generated 

by the prediction of volatility, i.e., the risk, based upon the volatility of past equity 

risk premiums for the AUS Utility Reports universe of companies.  

 

Estimation Method 

The statistical details of the estimation method of the PRPMTM can be 

found in the original article in the Journal of Regulatory Economics, “New 

Approach to Estimating the Cost of Common Equity Capital for Public Utilities”. 

Essentially, there are two steps to the application of the PRPMTM.  First, 

predicted volatility, i.e., risk, is derived based upon previous volatility plus 

previous prediction error, because volatility is highly predictable and correlated 

over time. Second, the predicted volatility can then be used to generate the 

predicted equity risk premium (ERP) by multiplying it by the GARCH coefficient, 
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i.e., the slope of the predicted volatility. A risk-free rate is then added to the ERP 

to estimate the ROE, i.e., the market based cost of common equity. 

 
Application of the PRPMTM to Publicly Traded Utility Companies

 The PRPMTM was applied to the companies comprising the AUS Utility 

Reports©’ utility industry groups: the electric, combination electric and natural gas 

distribution, natural gas distribution and water groups.  The PRPMTM variances 

were calculated monthly for each individual utility beginning with the first 

available monthly data included for each individual utility in the University of 

Chicago Booth School of Business’ Center for Research in Security Prices 

(CRSP®) and corresponding monthly long-term U.S. Treasury bond yields from 

Morningstar’s Ibbotson® SBBI® – 2012 Valuation Yearbook – Market Results for 

Stocks, Bonds, Bills and Inflation – 1926-2011 (SBBI) through 72 month ending 

periods, i.e., January 2006 through December 2011. 

Using EViews© Version 7.2, the PRPMTM coefficients and predicted 

monthly variances were estimated as described in the JRE article for each time 

series of equity risk premiums. Consistent with the conclusion drawn in the JRE 

article, the predicted equity risk premiums were calculated using the averaged 

predicted volatilities (variances) over the entire time period for which CRSP data 

were available for each utility, multiplied by the GARCH, or slope, coefficient 

generated through EViews® for each time series.  To calculate the PRPMTM cost 

rate of common equity for each utility, the average predicted utility specific equity 

risk premium through each month ending from January 2006 through December 

2011 was then added to the projected consensus forecast of the expected yields 
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on 30-year U.S. Treasury bonds for the next six quarters by the reporting 

economists in the concurrent Blue Chip Financial Forecasts (Blue Chip).   

The DCF was applied in a simple manner, using a dividend yield, D0 / P0, 

derived by dividing the month-end indicated dividend per share ( D0 ) by the 

month-end closing market price ( P0 ) for each utility.  The dividend yield was 

then grown by the month-end I/B/E/S consensus five-year projected earnings per 

share (EPS) growth rate ( g ) to derive (D0  (1 + g ) / P0 ). The one-month 

predicted dividend yield was then added to the concurrent month’s I/B/E/S 

consensus five-year average projected EPS growth rate to obtain the DCF 

estimate of the cost of common equity capital, k. The DCF estimates were also 

calculated for each month from January 2006 through December 2011. 

The CAPM was applied by multiplying Value Line Inc.’s beta ( β )viii, for 

each utility, by the long-term historical arithmetic mean market equity risk 

premium ( Rm – Rf ) through the previous year.  ( Rm – Rf ) was derived as the 

spread of the total return of large company common stocks over the income 

return on long-term government bonds from the annual SBBI Valuation 

Yearbooks for the years ending 2005 through 2010.  The resulting utility-specific 

equity risk premium was then added to the same projected consensus forecast of 

the expected yields on 30-year U.S. Treasury bonds for the next six quarters by 

the reporting economists in the concurrent Blue Chip discussed above, to obtain 

the CAPM estimate of the cost of common equity capital, k.  The CAPM 

estimates were also calculated for each month from January 2006 through 

December 2011. 
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 Finally, the results for each of the models, the PRPMTM, DCF, and CAPM, 

were averaged for each utility groupix.  Chart 1 presents the average PRPMTM 

results for each of the AUS Utility Reports© utility groups for each month from 

January 2006 through December 2011.  

Chart 1 
 

 

 Chart 1 shows that indicated ROEs derived from the PRPMTM were stable 

for all utility groups until the global financial crisis of 2008 – 2009. During 2008 

and 2009, the PRPMTM derived ROEs decline, which in the authors’ opinion, was 

a result of a “flight to quality” by investors, i.e., the willingness of an investor to 

accept a lower, but more certain, return during financial downturns. Chart 1 also 

indicates that the PRPMTM derived ROEs for the electric, combination electric 

and natural gas distribution and natural gas distribution utility groups follow a 
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nearly identical pattern throughout the 72-month period, with the water utility 

group following a similar, but more volatile pattern. 

Charts 2 through 5 present a comparison of the average PRPMTM, DCF, 

and CAPM cost of common equity estimates for each AUS Utility Reports© utility 

industry group, i.e., the electric utility group; the combination electric and natural 

gas distribution utility group; the natural gas distribution utility group; and, the 

water utility group for each month from January 2006 through December 2011.   

Chart 2 
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Chart 3 

 

Chart 4 
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Chart 5 
 

 
 
 Charts 2 through 5 clearly show that, for the most part, the PRPMTM 

produces a higher average indicated ROE than both the DCF and CAPM. This is 

due to the fact that the PRPMTM prices all of the risk which investors actually face 

collectively. In contrast, the CAPM prices systematic risk (that investors face only 

if they have a perfectly diversified portfolio, which does not exist) and the DCF 

uses accounting, not market, based I/B/E/S consensus five-year projected EPS 

growth rates. 
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Conclusion 

In the authors’ opinion, the PRPMTM benefits ratemaking with an additional 

model to estimate ROE.  To that end, the Principals of AUS Consultants have 

been including the PRPMTM in their rate of return testimonies and the model has 

been presented publicly in several venues.x 

Its results are stable and consistent over time.  It is not based upon 

restrictive assumptions, as are the DCF and CAPM.  The PRPMTM is also not 

based upon an estimate of investor behavior, but rather, upon a statistical 

analysis of actual investor behavior by evaluating the results of that behavior, i.e., 

the volatility (variance) of historical equity risk premiums.  In contrast, subjective 

decisions surround the choice of the inputs to both the DCF and CAPM, from the 

choice of the time period over which to measure the dividend yield for the DCF, 

the choice of the DCF growth rate (e.g., historical or projected, earnings per 

share or dividends per share, and the like), to the selection of the appropriate 

beta (e.g., adjusted or unadjusted), market equity risk premium (e.g., historical or 

projected) and  the appropriate risk-free rate (e.g., historical or projected and/or 

long v. short term) for the CAPM. In addition, as previously discussed, the CAPM 

exclusively prices systematic risk. In contrast, the PRPMTM prices all of the risk 

actually faced collectively by investors, because the model does not assume that 

investors’ portfolios are perfectly diversified containing no unsystematic risk.  

In addition, the inputs to the PRPMTM are widely available.  The GARCH 

coefficient is calculated with the relatively inexpensive EViews©, or other 

statistical, software, based upon the realized ERP, i.e., total returns minus the 
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risk-free rate.  The only subjective decisions to be made when applying the 

PRPMTM relate to which risk-free rate to use, e.g., long-term or short-term, and 

over what time period to estimate the PRPMTM derived ROEs. 

For all of these reasons, the authors conclude that the PRPMTM should be 

considered as appropriate additional evidence to measure the cost of common 

equity in regulatory rate setting for public utilities. 
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Comparable Earnings: New Life for an Old Precept 

A
ccelerating deregulation has 
greatly increased the invest~ 
ment risk oj natural gas utili­

ties. As a result, the amhors believe 
it mare appropriate than ever to 
employ the comparable earnings 
model. We believe our application oj 
the model overcomes the greatest 
tmditional abjection to it - lack oj 
comparability of the selected nOIl­
utility proxy firms. Our illustration 
focuses an a target gas pipeline com­
pany with a beta oj 0.96 - almost 
equal to the market's beta oj 1.00 

Introduction 

The comparable earnings model used 
to determine a common equity cost rate 
is deeply rooted in the standard of "cor­
responding risk" enunciated in the land­
mark Bluefield and Hope decisions of 
the U.S. Supreme CourL' With such 
solid grounding in the foundations of rate 
of return regulation, comparable earnings 
should be accepted as a principal model, 
along with the currently popular market­
based models, provided that its most 
common criticism, non-comparability of 
the proxy companies, is overcome, 

Our comparable earnings model 
overcomes the non-comparability issue 
of the non-utility firms selected as a 
proxy for the target utility, in this eXam­
ple, a gas pipeline company. We should 
note that in the absence of common 
stock prices for the target utility (as with 
a wholly-owned subsidiary), it is appro­
priate to use the average of a proxy 
group of similar risk gas pipeline com­
panies whose common stocks are active­
ly traded As we will demonstrate, our 
selection process results in a group of 
domestic, non-utility firms that is com­
parable in total risk, the sum of business 
and financial risk, which reflects both 
non-diversifiable systematic, or market, 
risk as well as diversifiable unsystemat­
ic, or firm-specific. risk, 

Frank J Hanley is presidellt of AUS Consultants - Utility Services 
Group. He has testified in several hundred rate proceedings on the sub­
ject of cast of capital b~fore the Federal Energy Regulatory Commis­
sion and 27 state regulatory commissions. Before joining AUS in 1971, 
he was an assistant treasurer of a number of operating companies in 
the American Water Works System, as well as a financial planning offi­
cer with the Philadelphia National Bank. He is a Certified Rate of 
Return Analyst. 

Pauline M. Ahem is a seniorfinancial analyst with AUS Consultants 
- Utility Services Group. She has participated in many cost-of-capital 
studies, A former employee of the U.S. Department oj the Treasury and 
the Federal Reserve Bank of Boston, she holds an MBA degree flVm 
Rutgas University and is a Certified Rate of Retum Analyst. 

Embedded in the 
Landmark Decisions 

As stated in Bluefield in 1922: "A 
public utility is entitled to such rates as 
will permit it to eam a return on 
investments in other business undertak­
ings which are attended by correspond­
ing risks and uncertainties ,,," 

In addition, the court stated in Hope 
in 1944: "By that standard the return to 
the equity owner should be commensu­
rate with returns on investments in other 
enterprises having corresponding risks .. 

Thus, the "corresponding risk" pre-

Financial Quarterly Review· Slimmer J994· page 4 

cept of Bluefield and Hope predates the 
use of such market-based cost-of-equity 
models as the Discounted Cash Flow 
(DCF) and Capital Asset Pricing 
(CAPM), which were developed later 
and are currently popular in rate­
base/rate-of-return regulation Conse­
quently, the comparable earnings model 
has a longer regulatory and judicial his­
tory c However, it has far greater rele­
vance now than ever before in its hist­
ory because significant deregulation has 
substantially increased natural gas utili­
ties' investment risk to a level similar to 
that of non-utility firms, As a result, it is 
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more important than ever to look to 
similar-risk non-utility firms for insight 
into common equity cost rate, especially 
in view of the deficiencies inherent in 
the currently popular market-based cost 
of common equity models, particularly 
the DCF model. 

Despite the fact that the landmark 
decisions are still regarded as having set 
the standards for detennining a fair rate 
of return, the comparable earnings 
model has experienced decreased usage 
by expert witnesses, as well as less reg­
ulatory acceptance over the years, We 
believe the decline in the popularity of 
the comparabJe earnings model, in large 
measure, is attributable to the difficulty 
of selecting non-utility proxy firms that 
regulators wil1 accept as comparable to 
the target utility. Regulatory acceptance 
is difficult to gain when the selection 
process is arbitrary, Our application of 
the model is objective and consistent 
with fundamental financial tenets, 

Principles of 
Comparable Earnings 

Regulation is a substitute for the 
competition of the marketplace, More­
over, regulated public utilities compete 
in the capital markets with all firms, 
including unregulated non-utilities, The 
comparable earnings model is based 
upon the opportunity cost principle; i.e, 
that the true cost of an investment is the 
return that could have been earned on 
the next best available alternative 
investment of similar risk, Conse­
quently, the comparable earnings model 
is consistent with regulatory and finan­
cial principles, as it is a surrogate for 
the competition of the marketplace, and 
investors seek the greatest available rate 
of return for bearing similar risk 

The selection of comparable firms is 
the most difficult step in applying the 
comparable earnings model, as noted by 
Phillips' as well as by Bonbright, 
Danielsen and Kamerschen 3 The selec­
tion of non-utility proxy firms should 
result in a sufficiently broad-based 
group in order to minimize the effect of 
company-specific aberrations. How-

ever, if the selection process is arbi­
trary, it likely would result in a proxy 
group that is too broad-based, such as 
the Standard & Poor's 500 Composite 
Index or the Value Line Industrial Com­
posite. The use of such groups would 
require subjective adjustments to the 
comparable earnings results to reflect 
risk differences between the group(s) 
and the target utility, a gas pipeline 
company in this example 

Authors' Selection Criteria 

We base the selection of comparable 
non-utility firms on market-based, 
o~jective, quantitative measures of risk 
resulting from market prices that sub­
sume investors' assessments of all ele­
ments of risk. Thus, our approach is 
based upon the principle of risk and 
return; namely, that firms of compara­
ble risk should be expected to earn com­
par'able returns, It is also consistent with 
the "coIT'esponding risk" standard estab­
lished in Bluefield and Hope We mea­
sure total investment risk as the sum of 
non-diversifiable systematic and diver­
sifiable unsystematic risk. We use the 
unadjusted beta as a measure of system­
atic risk and the standard enor of the 
estimate (residual standard enor) as a 
measure of unsystematic risk, Both the 
unadjusted beta and the residual stan­
dard error are derived from a regression 
of the target utility's security returns 
relative to the market's returns, which 
takes the general form: 

I'll = a, + bi r1ll1 + e'l 

where: 
I'jl = tth observation of the ith 

utility'S rate of return 
"111 = tth observation of the 

market's rate of return 
ell = tth random error tenn 
a, = constant least-squares 

regression coefficient 
b, = least-squares regression 

slope coefficient, the 
unadjusted beta. 

As shown by Francis,' the total vari­
ation or risk of a finn's return, VaT' (rj), 
comes from two sources: 

Val' ('i)= total risk of ith asset 

Fillancial Quarterly Review· SlIlIImer 1994· page.5 

= var(a, + b,r 111 + e) 
substituting (aj + b;r 111 + e) 

for rj 
= var(bl~lI) + var (e) since 

var(ai) = 0 
= hi' var('~,) + var (e) 

since var(b;rm) = b( 
var(rm) 

= systematic + 
unsystematic risk 

Francis 5 also notes: "The term 
cr2(rilr~l) is called the residual variance 
around the regrenion line in statistical 
terms or unsystematic risk in capital 
market theory language, (j' ('il r m) = .. 
= var (e). The residual variance is the 
squared standard error in regression lan­
guage, a measure of unsystematic risk/' 
Application of these criteria results in a 
group of non-utility firms whose aver~ 
age total investment risk is indeed com­
parable to that of the target gas pipeline, 

As a measure of systematic risk, we 
use the Value Line unadjusted beta, Beta 
measures the extent to which market­
wide or macro-economic events affect a 
firm's stock price. We use the unad~ 
justed beta of the target utility as a start­
ing point because it results from the 
regression of the target utility's security 
returns relative to the market's returns 
Thus, the resulting standard deviation of 
beta relates to the unadjusted beta We 
use the standard deviation of the unad­
justed beta to determine the range 
around it as the selection criterion based 
on systematic risk 

We use the residual standard error of 
the regression as a measure of unsys­
tematic risk The residual standard error 
reflects the extent to which events spe­
cific to the firm's operations affect a 
finn's stock price, Thus, it is a measure 
of diversifiable, unsystematic, firm­
specific risk. 

An Illustration 
of Authors' Approach 

Step One: We begin our approach 
by establishing the selection criteria as a 
range of both unadjusted beta and resid­
ual standard error of the target gas 

continued Oil page 6 
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Comparable Earnings from page 5 

pipeline company, 
As shown in table 1, our target gas 

pipeline company has a Value Line 
unadjusted beta of 0.90, whose standard 
deviation is 0,1250, The selection crite­
rion range of unadjusted beta is the 
unadjusted beta plus (+) and minus (-) 
three of its standard deviations, By 
using three standard deviations, 99.73 
percent of the comparable unadjusted 
betas is captured. 

Three standard deviations of the tar­
get utility's unadjusted beta equals 0.38 
(0.1250 x 3 = 0.3750, rounded to 0.38) 
Consequently, the range of unadjusted 
betas to be used as a selection criteria is 
052 - 128 (0.52 = 090 - 0.38) and 
(1.28 = 0 . .90 + 038). 

Likewise, the selection criterion 
range of residual standard error equals 
the residual standard error plus (+) and 

minus (-) three of its standard devia­
tions, The standard deviation of the 
residual standard error is defined as: 
(Jf..fjN 

As also shown in table 1, the target 
gas pipeline company has a residual 
standard error of 3.7867. According to 
the above formula, the standard deviation 
of the residual standard error would be 
0.1664 (0.1664 = 37867/..}2(259) = 
3 7867122.7596, where 259 = N, the 
number of weekly price change obser­
vations over a period of five years), 
Three standard deviations of the target 
utility's residual standard error would 
be 04992 (01664 x .3 = 4992). Conse­
quently, the range of residual standard 
errors to be used as a selection criterion 
is 32875 - 4.2859 (3.2875 = 3.7867 -
0.4992) and (4.2859 = 3 7867 + 
04992) 

. lable 1 
",!, 

Step Two: The step one criteria are 
applied to Value Line's data base of 
nearly 4,000 firms for which Value Line 
derives unadjusted betas and residual 
standard errors on a weekly basis All 
finns with unadjusted betas and residual 
standard errors within the criteria ranges 
are then selected 

Step Three: In the regulatory 
ratemaking environment, authorized 
cornman equity return rates are applied 
to a book-value rate base. Thus, the 
earnings rates on book common equity, 
or net worth, of competitive, non-utility 
firms are highly relevant provided those 
firms are indeed comparable in total 
risk to the target gas pipeline, The use 
of the return rates of other utilities has 
no relevance because their allowed. and 
hence subsequently achieved, earnings 
rates are dependent upon the regulatory 

·Summaryllf thecom~~~~ieiilrning~AnaIYSiS 
for the ~ro~ Group of 248 Non-UtililyCompanies 

Comparable in Total Riskto theJargetGas Pipeline Company 1 

iv~r.ig~f~;ltieproxy group of 
;.,ltb 21Brion~Ullllly companies .••.. , :.. 
:;,"comparable in lolal risk 10 the' .•. 
. , .. ·Iargelgas pipeline company· 

;;i;~~1;9~s';[/lelineCtlmpany 

;;i:~J~~g~Dfll1~ median· 
, . hlslorlcal.relurns 

12.0% 12.6% 15.5% 

.. 12.1% 

13.8% 

.' ;;fl1e crit,;iafll;selectlon of the non-utll~9rou~~a~that;~el1~~~~;;Ii~ri';~~anl~sbed~mesilcan~ Includet In Value Line InveshnenlSurvey. The non-utility 
..••.• ·group was selected based an unadjusted beta range of 0.52 to 1 .• 26 and a residual standard error range of 3.2675 to 4.2659 . 
. '2Endlng·1992: . . ·'.5 .. ···.,.,.,; 
... .31996.1996/1997-1999. .., .' i ..• •• ...., •••• , ... ,.... • ..••• 

• 4Th. ilV.ragestandarddevlation of thetarget gas pipeline company's.unadJusted beta Is 0.1250.' .' . . .•. . .., •. . 
• : 5Equalweight given to both the average olth. 3" 4, and 5,year hlstoricaim.dlans (12.1%) and 5-year projected median rat. of return on n.tworth 
,,::(15,5%). Thus, 13.B%= (12.1% + 15.5% 12).·:::·"':'" 
".Source: Value line Inc" March 15, 199L.';·'" 
,. Value Line Inveshnenl Survey 
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Comparable Earnings frail! page 6 

process Consequently, we believe all 
utilities must be eliminated to avoid ciI~ 
cularity 0 Moreover, we believe non­
domestic firms must be eliminated 
because their reporting methods differ 
significantly from US. firms. 

Step Four: We then eliminated 
those firms for which Value Line does 
not publish a "Ratings & Report" in 
Value Line Inve-stmell( Survey so that 
the historica1 and projected returns on 
net worth6 are from a consistent source, 
We use historical returns on net worth 
for the most recent five years, as well as 
those projected three to five years into 
the future. We believe it is logical to 
evaluate both historical and projected 
return rates because it is reasonable to 
assume that investors avail themselves 
of both when they are available from 
widely disseminated information ser-

vices, such as Va1ue Line Inc, The use 
of Value Line's return rates on net 
worth understates the common equity 
return rates for two reasons .. First, pre­
ferred stock is included in net worth 
Second, the net worth return rates are as 
of the end of each period. Thus, the use 
of average common equity return rates 
would yield higher results. 

Step Five: Median returns based on 
the historical average three, four and 
five years ending 1992 and projected 
1996-1998 or 1997-1999 rates of return 
on net worth are then determined as 
shown in columns 4 through 7 of table 
I. The median is used due to the wide 
variations and skewness in rates of 
return on net worth for the non-utility 
firms as evidenced by the frequency 
distributions of those returns as shown 
in illustration 10 

Financial Quarterly Review· Slimmer 1994 • page 7 

However, we show the average 
unadjusted beta, 0 92, and residual stan­
dard error, 3 .. 7705, for the proxy group 
in columns 2 and .3 of table I because 
their frequency distributions are not sig­
nificantly skewed, as shown in illus­
tration 2. 

Step Six: Our conclusion of a COffi-

lIIustralion 2 

. Unadjusted Betas ... 
and Residual Standard Errors 

for the Proxy Group of 248 
Non-Utility Companies1 

unadJusled bela. 
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Comparable Earnings from page 7 

parabJe earnings cost rate is based upon 
the mid-point of the average of the 
median three-, fOUf- and five-year his­
torical rates of return on net worth of 
12.1 percent as shown in column 5 and 
the median projected 1996-1998/1997-
1999 rate of return on net worth of IS 5 
percent as shown in column 7 of table I. 
As shown in column 8, it is I J 8 percent. 

Summary 

OUf comparable earnings approach 
demonstrates that it is possible to select 
a proxy group of non-utility firms that is 
comparable in total risk to a target util­
ity. In our example, the 13. 8 percent 
comparable earnings cost rate is very 
conservative as it is an expected 
achieved rate on book common equity 
(a regulatory allowed rate should be 

greater) and because it is based on end­
of~period net worth. A similar rate on 
average net worth would be about 20 to 
40 basis points higher (i.e., 14.0 to 14.2 
percent) and still understate the appro­
priate regulatory allowed rate of return 
on book common equity, 

Our selection criteria are based upon 
measures of systematic and unsystemat­
ic risk, specifically unadjusted beta and 
residual standard error. They provide 
the basis for the objective selection of 
comparable nonMutility firms, Our selec­
tion criteria rely on changes in market 
prices over approximately five years 
We compare the aggregate total risk, or 
the sum of systematic and unsystematic 
risk, which reflects investors' aggregate 
assessment of both business and finan­
cial risk Thus, no adjustments are nec­
essary to the proxy group results to 

Report LislsPipeline, Storage Projects 

.. ' .More than $9billi~IIWOrth~i]lr~~;'~i&g~p.,iN~~ati{)n'snatural gas 
pipeline network arein various stages of development,according to anA.G.A. 
report. These projects i~volvenearly 8,000 miles of new pipelines and capac­
ity additions to existing lines and t'eJlr~sent 153~illion cubicfeet (Bct) per 
day of new pipeline capacity,. • ........ ....> ... ,:,.,. .' . 

; . '.' During 1993 and eady 1994, c~nstructiorion 3,100 lllilesof pipeline was 
completed or under way,ata cost of nearly $4 biJlion;says AG.A.These pro­

. jects are adding 5.4 Bcfin daily d~livery capacitynatioD\vide. ....» 
...... Among the projects.completed in 19?3 werel'~cific Gas Transmission 

'. Co .. 's 805 miles oflooping that allows increased deliveries of Canadian gas to 
theWest Coast;Northwest l'ipeJine Corp,'s~ddition,()f 433 million cubic feet 
"fdaily capacity for customers inthePacific Northwest .and RocKyMountain 

'areas;and the 156-mile Empire StatePipelineinJ'l" ... Yorl<... . . . ..... ' .... 
<:,',', "In addition" major construction proje6ts w'ere" ,s,yirted 0t;l, the systems of 
". Texas Eastern Transmission Corp. and Algonquin Gas Transmission Co. ~ 

both subsidiaries of Panhandle Ea~tem Corp'-!ll1dal9~gF1orida Gas. Trans­
mJs'sfonCo.'spipeline. ,', """:"",<~"",,',;,, .'",,,,':-'>:""'/- :':'> , '" , ," 
. The report goes on tq discuss another $5 billion inproposedprojects, 

''Nhi~h, if cOfilpleted, will add nearly 5,000 miles Of piJleline and 9.8 Bcf per 
daY;in cap~city, filuch of it serving Florida and \VestCoast markets.. .'. ',. 

."c; ..•. A.GA ~. identifies 47 storageprojects and says that if all of them are built, 
existing storage capacity will increase by more tlun15()()Bcf,or 15 Jl"rcent' . . 

For a copy of New Pipeline Construction: StatusReport.l993-94 (#FOOJ03), 
call A.G.A. at (703) 841-8490. Price per copyis$6for employees of member 
companies and associates and $12 for other customers .. 
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compensate for the differences in busi­
ness risk and financial risk, such as 
accounting practices and debt/equity 
ratios, Moreover, it is inappropriate to 
attempt a comparison of the target utility 
with any individual firm, or subset of 
firms, in the proxy group because only 
the average finn of the group is relevant 

Because the comparable earnings 
model is firmly anchored in the "corre­
sponding risk" precept established in 
the landmark court decisions, it is wor­
thy of consideration as a principal 
model for use in estimating the cost rate 
of common equity capital of a regulated 
utility. Our approach to the comparable 
earnings model produces a proxy group 
that is indeed comparable in total risk 
because the selection process is objec­
tive and quantitative It therefore over­
comes criticism linked to arbitrary 
selection processes, 

All cost-ofCcommon-equity models, 
including the DCF and CAPM, are 
fraught with deficiencies, usually stem­
ming from the many necessary but unre­
alistic assumptions that underlie them, 
The effects of the deficiencies of indi­
vidual models can be mitigated by using 
more than one model when estimating a 
utility's common equity cost rate 
Therefore, when the non-comparability 
issue is overcome, the comparable earn­
ings model deserves to receive the same 
consideration as a primary model, as do 
the currently popular market-based 
models .• 

iBluefield Water Works Improvement Co. v Pub­
lic Sen'ice Commission. 262 U S 679 (1922) and 
Federal Power Commi1'Siofl \' Hope Nalllral Gas 
Co.320US 519(1944) 
2Charles F Phillips Jr. The Regulalion of Public 
Utililie~: Theory lmd Practice., Public Utilities 
Reports Inc. 1988. p 379 
3James C Bonbright. Albert L Danielsen and 
David R Kamerschen. Principle.~ of Public t.!!ili: 
ties Rates. 2nd edition. Public Utilities Reports 
Inc 1988, p 329 
4 Jack Clark Francis, In\'e~tments: AnaJysi~ find 
Mflongement 3rd edition. McGraw·Hill Book 
Co, 1980, p 363 
'Id. p. 548 
6Returns on net worth must be used when 
relying on Value Line data because returns on 
book common equity for non-utility firms are 
not available from Value Line 
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No. Principal Methods

Proxy Group of 
Nine Water 
Companies

1. Discounted Cash Flow Model (DCF) (1) 8.48                 %

2. Risk Premium Model (RPM) (2) 11.33

3. Capital Asset Pricing Model (CAPM) (3) 9.36

4.
Market Models Applied to Comparable Risk, Non-Price 
Regulated Companies (4) 10.67

5.
Indicated Common Equity Cost Rate before Adjustment 
for Business Risks 10.00 %

7 Business Risk Adjustment (5) 0.55

8. Recommended Common Equity Cost Rate 10.55               %

 Notes:  (1) From page 2 of this Schedule.
(2) From page 12 of this Schedule.
(3) From page 22 of this Schedule.
(4) From page 24 of this Schedule.
(5)

United Water Rhode Island, Inc.
Brief Summary of Common Equity Cost Rate

Business risk adjustment to reflect United Water Rhode Island, Inc.'s greater 
business risk due to its small size relative to the proxy group as detailed in Ms. 
Ahern's accompanying direct testimony.
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United Water Rhode Island, Inc.
Indicated Common Equity Cost Rate Using the Discounted Cash Flow Model for

the Proxy Group of Nine Water Companies

1 2 3 4 5 6 7 8

Proxy Group of Nine Water Companies

Average 
Dividend 
Yield (1)

Value Line 
Projected 
Five Year 
Growth in 
EPS (2)

Reuters Mean 
Consensus 

Projected Five 
Year Growth 
Rate in EPS

Zack's Five 
Year 

Projected 
Growth 

Rate in EPS

Yahoo! 
Finance 

Projected 
Five Year 
Growth in 

EPS

Average 
Projected 
Five Year 
Growth in 
EPS (3)

Adjusted 
Dividend 
Yield (4)

Indicated 
Common 

Equity Cost 
Rate (5)

American States Water Co. 2.87     % 7.00     % 1.00        % 2.00     % 1.00     % 2.75     % 2.91     % 5.66     %
American Water Works Co., Inc. 2.69     8.50     8.90        7.20     6.90     7.88     2.80     10.68   
Aqua America, Inc. 2.56     10.00   7.40        5.60     5.80     7.20     2.65     9.85     
Artesian Resources Corp. 3.64     NA NA NA 4.00     4.00     3.71     7.71     
California Water Service Group 2.84     7.00     NA 6.00     6.00     6.33     2.93     9.26     
Connecticut Water Service, Inc. 2.90     6.50     NA 5.00     5.00     5.50     2.98     8.48     
Middlesex Water Company 3.61     4.00     NA NA 2.70     3.35     3.67     7.02     
SJW Corporation 2.57     7.50     NA NA 14.00   10.75   2.71     13.46   
York Water Company 2.66     6.50     NA NA 4.90     5.70     2.74     8.44     

Average 8.95     %

Median 8.48     %

NA= Not Available
NMF = Not Meaningful Figure

Notes:
(1)

(2) From pages 3 through 11 of this Schedule.
(3) Average of columns 2 through 5 excluding negative growth rates.
(4)

(5) Column 6 + column 7.

Source of Information: Value Line Investment Survey
www.reuters.com Downloaded on 02/05/2014
www.zacks.com Downloaded on 02/05/2014
www.yahoo.com Downloaded on 02/05/2014

Indicated dividend at 02/04/2014 divided by the average closing price of the last 60 trading days ending 
02/04/2014 for each company.

This reflects a growth rate component equal to one-half the conclusion of growth rate (from column 6) x column 1 
to reflect the periodic payment of dividends (Gordon Model) as opposed to the continuous payment.  Thus, for 
American States Water Co. , 2.87% x (1+( 1/2 x 2.75%) ) = 2.91%.
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80
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20
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10
7.5

2-for-1

Percent
shares
traded

12
8
4

Target Price Range
2016 2017 2018

AMER. STATES WATER NYSE-AWR 28.15 18.5 17.9
22.0 0.99 3.1%

TIMELINESS 3 Lowered 8/16/13

SAFETY 2 Raised 7/20/12

TECHNICAL 1 Raised 1/10/14
BETA .65 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 40 (+40%) 12%
Low 30 (+5%) 5%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 2 1 0 0 1 0
Options 0 0 1 4 4 0 0 0 0
to Sell 0 0 0 5 5 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 93 98 72
to Sell 59 70 90
Hld’s(000) 24964 24268 23953

High: 14.5 14.5 13.4 17.3 21.9 23.1 21.0 19.4 19.8 18.2 24.1 33.1
Low: 10.1 10.8 10.4 12.2 15.1 16.8 13.5 14.9 15.6 15.3 17.0 24.0

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 23.0 38.4
3 yr. 82.5 52.8
5 yr. 102.2 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $335.5 mill. Due in 5 Yrs $10.6 mill.
LT Debt $332.1 mill. LT Interest $16.0 mill.
(LT interest earned: 5.2x: total interest
coverage: 4.9x) (41% of Cap’l)
Leases, Uncapitalized: Annual rentals $3.0 mill.
Pension Assets-12/12 $107.6 mill.

Oblig. $163.2 mill.
Pfd Stock None.

Common Stock 38,717,549 shs.
as of 11/1/13

MARKET CAP: $1.1 billion (Mid Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 1.3 23.5 26.2
Other 164.3 160.5 176.4
Current Assets 165.6 184.0 202.6
Accts Payable 37.9 40.6 62.9
Debt Due .3 3.3 3.4
Other 66.2 49.8 49.4
Current Liab. 104.4 93.7 115.7
Fix. Chg. Cov. 401% 442% 450%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 5.5% 7.5% 3.0%
‘‘Cash Flow’’ 6.5% 9.0% 4.5%
Earnings 6.5% 11.5% 7.0%
Dividends 3.0% 4.5% 10.0%
Book Value 5.0% 5.5% 7.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 88.4 95.5 111.3 103.7 398.9
2011 94.3 109.8 119.9 95.3 419.3
2012 107.6 114.3 133.5 111.5 466.9
2013 110.5 120.7 130.9 112.9 475
2014 115 125 140 120 500
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .23 .24 .31 .33 1.11
2011 .19 .34 .42 .17 1.12
2012 .27 .40 .49 .26 1.41
2013 .35 .43 .53 .24 1.55
2014 .33 .42 .55 .30 1.60
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .13 .13 .13 .13 .52
2011 .13 .14 .14 .14 .55
2012 .14 .14 .1775 .1775 .64
2013 .1775 .1775 .2025 .2025 .76
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
5.72 5.51 6.45 6.08 6.53 6.89 6.99 6.81 7.03 7.88 8.75 9.21 9.74 10.71

.92 1.02 1.13 1.10 1.26 1.27 1.04 1.11 1.32 1.45 1.65 1.69 1.70 2.11

.52 .54 .60 .64 .67 .67 .39 .53 .66 .67 .81 .78 .81 1.11

.42 .42 .43 .43 .43 .44 .44 .44 .45 .46 .48 .50 .51 .52
1.29 1.56 2.15 1.51 1.59 1.34 1.88 2.51 2.12 1.95 1.45 2.23 2.09 2.12
5.62 5.74 5.91 6.37 6.61 7.02 6.98 7.51 7.86 8.32 8.77 8.97 9.70 10.13

26.87 26.87 26.87 30.24 30.24 30.36 30.42 33.50 33.60 34.10 34.46 34.60 37.06 37.26
14.5 15.5 17.1 15.9 16.7 18.3 31.9 23.2 21.9 27.7 24.0 22.6 21.2 15.7

.84 .81 .97 1.03 .86 1.00 1.82 1.23 1.17 1.50 1.27 1.36 1.41 1.00
5.5% 5.0% 4.2% 4.2% 3.9% 3.6% 3.5% 3.6% 3.1% 2.5% 2.5% 2.9% 2.9% 3.0%

212.7 228.0 236.2 268.6 301.4 318.7 361.0 398.9
11.9 16.5 22.5 23.1 28.0 26.8 29.5 41.4

43.5% 37.4% 47.0% 40.5% 42.6% 37.8% 38.9% 43.2%
- - - - - - 12.2% 8.5% 6.9% 3.2% 5.8%

52.0% 47.7% 50.4% 48.6% 46.9% 46.2% 45.9% 44.3%
48.0% 52.3% 49.6% 51.4% 53.1% 53.8% 54.1% 55.7%
442.3 480.4 532.5 551.6 569.4 577.0 665.0 677.4
602.3 664.2 713.2 750.6 776.4 825.3 866.4 855.0
4.6% 5.2% 5.4% 6.0% 6.7% 6.4% 5.9% 7.6%
5.6% 6.6% 8.5% 8.1% 9.3% 8.6% 8.2% 11.0%
5.6% 6.6% 8.5% 8.1% 9.3% 8.6% 8.2% 11.0%
NMF 1.0% 2.8% 2.7% 3.9% 3.1% 3.2% 5.8%

113% 84% 67% 67% 58% 64% 61% 47%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
11.12 12.12 12.20 12.50 Revenues per sh 13.50

2.13 2.48 2.50 2.65 ‘‘Cash Flow’’ per sh 2.95
1.12 1.41 1.55 1.60 Earnings per sh A 1.80
.55 .64 .76 .84 Div’d Decl’d per sh B■ 1.00

2.13 1.77 2.30 2.25 Cap’l Spending per sh 2.50
10.84 11.80 12.55 13.25 Book Value per sh 16.25
37.70 38.53 39.00 40.00 Common Shs Outst’g C 43.00
15.4 14.3 18.4 Avg Ann’l P/E Ratio 19.5

.97 .91 1.03 Relative P/E Ratio 1.30
3.2% 3.1% 2.7% Avg Ann’l Div’d Yield 3.1%

419.3 466.9 475 500 Revenues ($mill) 580
42.0 54.1 59.0 63.0 Net Profit ($mill) 77.0

41.7% 39.9% 38.0% 40.0% Income Tax Rate 40.0%
2.0% 2.5% 2.5% 2.5% AFUDC % to Net Profit 2.5%

45.4% 42.2% 40.5% 40.0% Long-Term Debt Ratio 41.0%
54.6% 57.8% 59.5% 60.0% Common Equity Ratio 59.0%
749.1 787.0 825 880 Total Capital ($mill) 1200
896.5 917.8 975 1000 Net Plant ($mill) 1100
7.1% 8.3% 8.0% 8.0% Return on Total Cap’l 7.5%

10.3% 11.9% 12.0% 12.5% Return on Shr. Equity 11.5%
10.3% 11.9% 12.0% 12.5% Return on Com Equity 11.5%
5.3% 6.6% 6.0% 6.0% Retained to Com Eq 5.0%
49% 45% 49% 53% All Div’ds to Net Prof 56%

Company’s Financial Strength A
Stock’s Price Stability 85
Price Growth Persistence 75
Earnings Predictability 90

(A) Primary earnings. Excludes nonrecurring
gains/(losses): ’04, 7¢; ’05, 13¢; ’06, 3¢; ’08,
(14¢); ’10, (23¢) ’11, 10¢. Next earnings report
due early February. Quarterly egs. may not add

due to rounding.
(B) Dividends historically paid in early March,
June, September, and December. ■ Div’d rein-
vestment plan available.

(C) In millions, adjusted for splits.

BUSINESS: American States Water Co. operates as a holding
company. Through its principal subsidiary, Golden State Water
Company, it supplies water to more than 250,000 customers in 75
communities in 10 counties. Service areas include the greater
metropolitan areas of Los Angeles and Orange Counties. The com-
pany also provides electric utility services to nearly 23,250 custom-

ers in the city of Big Bear Lake and in areas of San Bernardino
County. Sold Chaparral City Water of Arizona (6/11). Has 728 em-
ployees. Officers & directors own 2.9% of common stock (4/12
Proxy). Chairman: Lloyd Ross. President & CEO: Robert J.
Sprowls. Inc: CA. Addr: 630 East Foothill Boulevard, San Dimas,
CA 91773. Tel: 909-394-3600. Internet: www.aswater.com.

American States Water’s core water
utility business probably just com-
pleted a highly profitable 2013.
Through the September quarter, Golden
Gate Water’s contribution to share net
rose a whopping 28%. This occurred
despite higher administrative and pur-
chased water costs and a smaller contribu-
tion from the company’s nonutility busi-
ness. These expenses were more than off-
set by increased revenue resulting from
the implementation of higher rates.
We are relatively bullish on American
States’ nonutility business. The compa-
ny runs the water systems at nine U.S.
military bases through its ASUS subsidi-
ary. There is ongoing debate on Wall
Street regarding the future growth in this
sector. Some feel that the company’s earn-
ings peaked in 2012 when they contrib-
uted almost $0.40 a share to the bottom
line. We are on the other side of this argu-
ment. American States’ long experience in
running these operations will enable it to
win more bids from army bases through
2016-2018, in our opinion. Currently, the
utility is involved in the bidding for 10 in-
stallations that are looking to outsource

these operations. Indeed, annual profits
from this sector could grow to as high as
$0.50 a share over the next three- to five-
year period.
Finances are healthy. Internally genera-
ted funds should be sufficient to cover
American States’ construction budget for
the foreseeable future. As a result, we
think that the strong equity-to-total capi-
tal ratio should remain at a very solid
57%. Reflecting this is the company’s Fi-
nancial Strength rating of an A, the high-
est grade of any water utility.
The company’s long-term dividend
growth prospects are robust as well.
The equity’s yield is close to the norm for
the water utility group. However, its divi-
dend growth prospects of 9% through
2016-2018 are significantly above the in-
dustry average. Thus, investors currently
don’t have to pay as high a premium for
the stock as they had to in the past. And,
while the nonutility operations have
lowered the company’s earnings predic-
tability compared to its peers, we think
the stock is still attractive on a risk-return
basis.
James A. Flood January 17, 2014

LEGENDS
1.25 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

3-for-2 split 6/02
2-for-1 split 9/13
Options: Yes
Shaded areas indicate recessions
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AMERICAN WATER NYSE-AWK 41.71 18.1 20.5
NMF 0.97 2.8%

TIMELINESS 3 Raised 10/4/13

SAFETY 3 New 7/25/08

TECHNICAL 3 Lowered 8/9/13
BETA .65 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 65 (+55%) 17%
Low 45 (+10%) 5%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 0 0 0 0 0
Options 0 8 0 3 0 0 0 0 0
to Sell 0 8 0 3 0 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 191 165 197
to Sell 186 209 176
Hld’s(000) 145912 144834 144172

High: 23.7 23.0 25.8 32.8 39.4 45.1
Low: 16.5 16.2 19.4 25.2 31.3 37.0

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 16.1 38.4
3 yr. 82.1 52.8
5 yr. 139.0 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $5677.2 mil. Due in 5 Yrs $1034.0 mil.
LT Debt $5174.1 mil. LT Interest $301.0 mil.
(Total interest coverage: 4.4x) (53% of Cap’l)

Leases, Uncapitalized: Annual rentals $28.1 mill.
Pension Assets $1157.7 mill

Oblig. $1621.2 mill.
Pfd Stock $17.6 mill. Pfd Div’d $.7 mill

Common Stock 178,274,197 shs.
as of 10/31/13

MARKET CAP: $7.4 billion (Large Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 14.2 24.4 32.4
Other 1383.5 475.0 580.8
Current Assets 1397.7 499.4 613.2
Accts Payable 243.7 279.6 209.8
Debt Due 543.9 385.9 503.1
Other 701.5 329.3 428.6
Current Liab. 1489.1 994.8 1141.5
Fix. Chg. Cov. 256% 292% 300%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues - - 3.0% 4.0%
‘‘Cash Flow’’ - - NMF 5.5%
Earnings - - - - 8.5%
Dividends - - - - 7.5%
Book Value - - -1.5% 4.5%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 588.1 671.2 786.9 664.5 2710.7
2011 596.7 668.8 760.9 639.8 2666.2
2012 618.7 745.6 831.8 680.8 2876.9
2013 636.1 724.3 829.2 695.4 2885
2014 675 775 900 750 3100
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .18 .42 .71 .23 1.53
2011 .23 .42 .73 .32 1.72
2012 .28 .66 .87 .30 2.11
2013 .32 .57 .84 .47 2.20
2014 .35 .65 1.00 .40 2.40
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .21 .21 .22 .22 .86
2011 .22 .23 .23 .23 .91
2012 .23 .23 .25 .25 .96
2013 .25 .25 .28 .28 1.06
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006E 2007 2008 2009 2010
- - - - - - - - - - - - - - - - - - 13.08 13.84 14.61 13.98 15.49
- - - - - - - - - - - - - - - - - - .65 d.47 2.87 2.89 3.56
- - - - - - - - - - - - - - - - - - d.97 d2.14 1.10 1.25 1.53
- - - - - - - - - - - - - - - - - - - - - - .40 .82 .86
- - - - - - - - - - - - - - - - - - 4.31 4.74 6.31 4.50 4.38
- - - - - - - - - - - - - - - - - - 23.86 28.39 25.64 22.91 23.59
- - - - - - - - - - - - - - - - - - 160.00 160.00 160.00 174.63 175.00
- - - - - - - - - - - - - - - - - - - - - - 18.9 15.6 14.6
- - - - - - - - - - - - - - - - - - - - - - 1.14 1.04 .93
- - - - - - - - - - - - - - - - - - - - - - 1.9% 4.2% 3.8%

- - - - - - 2093.1 2214.2 2336.9 2440.7 2710.7
- - - - - - d155.8 d342.3 187.2 209.9 267.8
- - - - - - - - - - 37.4% 37.9% 40.4%
- - - - - - - - - - - - - - - -
- - - - - - 56.1% 50.9% 53.1% 56.9% 56.8%
- - - - - - 43.9% 49.1% 46.9% 43.1% 43.2%
- - - - - - 8692.8 9245.7 8750.2 9289.0 9561.3
- - - - - - 8720.6 9318.0 9991.8 10524 11059
- - - - - - NMF NMF 3.7% 3.8% 4.4%
- - - - - - NMF NMF 4.6% 5.2% 6.5%
- - - - - - NMF NMF 4.6% 5.2% 6.5%
- - - - - - NMF NMF 3.0% 1.8% 2.8%
- - - - - - - - - - 34% 65% 56%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
15.18 16.25 16.15 17.20 Revenues per sh 20.00

3.73 4.27 4.45 4.70 ‘‘Cash Flow’’ per sh 5.25
1.72 2.11 2.20 2.40 Earnings per sh A 2.90
.91 .96 1.06 1.20 Div’d Decl’d per sh B■ 1.40

5.27 5.25 5.15 5.50 Cap’l Spending per sh 5.50
24.11 25.10 26.15 27.50 Book Value per sh D 31.85

175.66 176.99 178.50 180.00 Common Shs Outst’g C 185.00
16.8 16.7 18.6 Avg Ann’l P/E Ratio 18.5
1.05 1.07 1.04 Relative P/E Ratio 1.25

3.1% 2.7% 2.6% Avg Ann’l Div’d Yield 2.7%

2666.2 2876.9 2885 3100 Revenues ($mill) 3700
304.9 375.0 390 430 Net Profit ($mill) 535

39.5% 40.7% 38.5% 38.0% Income Tax Rate 38.0%
12.5% 6.2% 4.0% 8.0% AFUDC % to Net Profit 8.0%
55.7% 53.8% 52.5% 52.0% Long-Term Debt Ratio 51.5%
44.2% 46.0% 47.5% 48.0% Common Equity Ratio 48.5%
9580.3 9652.7 9880 10400 Total Capital ($mill) 12200
11021 11739 12250 12750 Net Plant ($mill) 13550
4.8% 5.5% 5.5% 5.5% Return on Total Cap’l 6.0%
7.2% 8.4% 8.5% 8.5% Return on Shr. Equity 9.0%
7.2% 8.4% 8.3% 8.5% Return on Com Equity 9.0%
3.5% 4.6% 4.5% 4.5% Retained to Com Eq 4.5%
52% 45% 48% 50% All Div’ds to Net Prof 48%

Company’s Financial Strength B+
Stock’s Price Stability 95
Price Growth Persistence 75
Earnings Predictability 20

(A) Diluted earnings. Excludes nonrecurring
losses: ’08, $4.62; ’09, $2.63; ’11, $0.07. Dis-
continued operations: ’06, (4¢); ’11, 3¢; ’12,
(10¢). Next earnings report due early February.

Quarterly earnings may not sum due to round-
ing. (B) Dividends paid in March, June, Sep-
tember, and December. ■ Div. reinvestment
available. (C) In millions. (D) Includes in-

tangibles. In 2012: $1.207 billion, $6.82/share.
(E) Pro forma numbers for ’06 & ’07.

BUSINESS: American Water Works Company, Inc. is the largest
investor-owned water and wastewater utility in the U.S., providing
services to over 14 million people in over 30 states and Canada. It’s
nonregulated business assists municipalities and military bases
with the maintenance and upkeep as well. Regulated operations
made up 89.1% of 2012 revenues. New Jersey is its biggest market

accounting for 22.2% of revenues. Has roughly 7,000 employees.
Depreciation rate, 2.6% in ’12. BlackRock, Inc., owns 10.3% of the
common stock outstanding. Off. & dir. own less than 1% (3/13
Proxy). President & CEO; Jeffry Sterba. Chairman; George Mack-
enzie. Address: 1025 Laurel Oak Road, Voorhees, NJ 08043. Tele-
phone: 856-346-8200. Internet: www.amwater.com.

American Water Works dwarfs most of
its peers. The company is larger by a
wide margin than any of the other
investor-owned utilities included in the
industry group followed by Value Line. In-
deed, the utility alone accounts for approx-
imately 50% of the entire industry when
measured by market capitalization.
Size matters in the water utility busi-
ness. Currently, the market is made up of
tens of thousands of small water utilities
run by local municipalities. Due to finan-
cial pressures, most of these systems have
not been properly maintained and are in
dire need of modernization. Thus, it is
more advantageous for these smaller
entities to sell their operations to concerns
that have both the financial wherewithal
and managerial experience required to ad-
dress the problems. American Water has
added almost 20 new acquisitions over
each of the past two years.
A decent amount of American Water’s
profit growth comes from the success-
ful integration of acquisitions. With its
large infrastructure, the company has con-
sistently been able to reduce costs and
squeeze efficiencies out of its purchases.

For example, American Water has reduced
its expense ratios from 42% in 2011 to
close to 40% today. The company goal is to
reduce this figure to 35% over the next five
year period.
Excellent cost controls help American
Water maintain good relationships
with regulators. All utilities are exposed
to the risk of harsh treatment by state
authorities. By managing expenses so
rigorously, the company has been able to
considerably reduce the chance of this
happening.
American Water offers good value vis-
a-vis other water utilities. Historically,
water stocks with above-average dividend
growth prospects have much lower current
yields than similar water stocks with sub-
par dividend potential. (This is the premi-
um that investors must pay for greater fu-
ture cash flows.) In the recent past, the
yield spreads between the high-and low-
quality stocks has narrowed considerably.
Thus, this is a good time to take positions
in industry leaders such as American
Water because they are cheap on a rela-
tive value basis.
James A. Flood January 17, 2014

LEGENDS
1.00 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

Options: Yes
Shaded areas indicate recessions
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AQUA AMERICA NYSE-WTR 23.09 19.9 20.6
24.0 1.07 2.8%

TIMELINESS 3 Lowered 5/24/13

SAFETY 2 Raised 4/20/12

TECHNICAL 3 Raised 12/27/13
BETA .60 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 40 (+75%) 17%
Low 25 (+10%) 5%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 0 0 0 0 0
Options 2 2 0 0 1 3 2 1 1
to Sell 0 0 0 0 2 0 0 1 1
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 136 141 153
to Sell 116 130 154
Hld’s(000) 82403 82501 85173

High: 12.0 13.4 14.8 23.4 23.8 21.3 17.6 17.2 18.4 19.0 21.5 28.1
Low: 7.7 9.5 11.3 14.0 16.1 15.1 9.8 12.3 13.2 15.4 16.8 20.6

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 18.8 38.4
3 yr. 42.1 52.8
5 yr. 65.2 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $1630.5 mill. Due in 5 Yrs $368.3 mill.
LT Debt $1439.3 mill. LT Interest $60.0 mill.
(LT interest earned: 5.0x; total interest coverage:
4.1x) (51% of Cap’l)
Pension Assets-12/12 $190.1 mill.

Oblig. $303.1 mill.
Pfd Stock None
Common Stock 176,709,658 shares
as of 10/24/13

MARKET CAP: $4.1 billion (Mid Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 8.2 5.5 6.4
Receivables 81.1 92.9 98.3
Inventory (AvgCst) 11.2 11.8 12.4
Other 220.0 150.7 94.5
Current Assets 320.5 260.9 211.6
Accts Payable 68.3 55.5 41.4
Debt Due 80.4 125.4 191.2
Other 277.0 93.3 85.7
Current Liab. 425.7 274.2 318.3
Fix. Chg. Cov. 367% 398% 398%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 8.0% 7.5% 2.5%
‘‘Cash Flow’’ 8.5% 8.0% 4.0%
Earnings 6.5% 4.5% 10.0%
Dividends 7.5% 8.0% 9.5%
Book Value 9.0% 7.0% 8.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun.30 Sep.30 Dec.31

2010 160.5 178.5 207.8 179.3 726.1
2011 163.6 178.3 197.3 172.7 712.0
2012 164.0 191.7 214.6 187.5 757.8
2013 180.0 195.7 204.3 190 770
2014 190 215 225 200 830
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun.30 Sep.30 Dec.31
2010 .13 .18 .26 .15 .72
2011 .18 .22 .24 .19 .83
2012 .15 .24 .29 .19 .87
2013 .26 .30 .36 .23 1.15
2014 .25 .32 .40 .28 1.25
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B ■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .116 .116 .116 .124 .47
2011 .124 .124 .124 .132 .50
2012 .132 .132 .132 .14 .54
2013 .14 .14 .152 .152 .58
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
1.61 1.67 1.93 1.97 2.16 2.28 2.38 2.78 3.08 3.23 3.61 3.71 3.93 4.21

.45 .49 .58 .61 .69 .76 .77 .87 .97 1.01 1.10 1.14 1.29 1.42

.27 .32 .33 .37 .41 .43 .46 .51 .57 .56 .57 .58 .62 .72

.19 .20 .22 .23 .24 .26 .28 .29 .32 .35 .38 .41 .44 .47

.46 .65 .72 .93 .87 .96 1.06 1.23 1.47 1.64 1.43 1.58 1.66 1.89
2.27 2.57 2.74 3.08 3.32 3.49 4.27 4.71 5.04 5.57 5.85 6.26 6.50 6.81

84.33 90.25 133.50 139.78 142.47 141.49 154.31 158.97 161.21 165.41 166.75 169.21 170.61 172.46
17.8 22.5 21.2 18.2 23.6 23.6 24.5 25.1 31.8 34.7 32.0 24.9 23.1 21.1
1.03 1.17 1.21 1.18 1.21 1.29 1.40 1.33 1.69 1.87 1.70 1.50 1.54 1.34

3.9% 2.9% 3.0% 3.3% 2.5% 2.5% 2.5% 2.3% 1.8% 1.8% 2.1% 2.8% 3.1% 3.1%

367.2 442.0 496.8 533.5 602.5 627.0 670.5 726.1
67.3 80.0 91.2 92.0 95.0 97.9 104.4 124.0

39.3% 39.4% 38.4% 39.6% 38.9% 39.7% 39.4% 39.2%
- - - - - - - - - - - - - - - -

51.4% 50.0% 52.0% 51.6% 55.4% 54.1% 55.6% 56.6%
48.6% 50.0% 48.0% 48.4% 44.6% 45.9% 44.4% 43.4%
1355.7 1497.3 1690.4 1904.4 2191.4 2306.6 2495.5 2706.2
1824.3 2069.8 2280.0 2506.0 2792.8 2997.4 3227.3 3469.3

6.4% 6.7% 6.9% 6.4% 5.9% 5.7% 5.6% 5.9%
10.2% 10.7% 11.2% 10.0% 9.7% 9.3% 9.4% 10.6%
10.2% 10.7% 11.2% 10.0% 9.7% 9.3% 9.4% 10.6%

4.2% 4.6% 4.9% 3.7% 3.2% 2.8% 2.7% 3.7%
59% 57% 56% 63% 67% 70% 72% 65%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
4.10 4.32 4.55 4.60 Revenues per sh 4.95
1.45 1.51 1.85 1.95 ‘‘Cash Flow’’ per sh 1.85

.83 .87 1.15 1.25 Earnings per sh A 1.45

.50 .54 .58 .64 Div’d Decl’d per sh B■ .86
1.90 1.98 1.90 1.90 Cap’l Spending per sh 2.15
7.21 7.90 8.60 9.45 Book Value per sh 11.50

173.60 175.43 177.00 179.50 Common Shs Outst’g C 184.00
21.3 21.9 21.4 Avg Ann’l P/E Ratio 22.5
1.34 1.40 1.20 Relative P/E Ratio 1.50

2.8% 2.8% 2.4% Avg Ann’l Div’d Yield 2.6%

712.0 757.8 770 825 Revenues ($mill) 915
144.8 153.1 200 225 Net Profit ($mill) 265

32.9% 39.0% 22.0% 40.0% Income Tax Rate 40.0%
2.9% 3.1% 1.5% 2.0% AFUDC % to Net Profit 2.0%

52.7% 52.7% 51.0% 51.0% Long-Term Debt Ratio 50.0%
47.3% 47.3% 49.0% 49.0% Common Equity Ratio 50.0%
2646.8 2929.7 2975 3350 Total Capital ($mill) 4230
3612.9 3936.2 4150 4350 Net Plant ($mill) 4900

6.9% 6.6% 7.0% 6.0% Return on Total Cap’l 6.5%
11.6% 11.0% 13.0% 13.0% Return on Shr. Equity 12.5%
11.6% 11.0% 13.0% 13.0% Return on Com Equity 12.5%
4.6% 4.3% 6.5% 6.0% Retained to Com Eq 5.0%
60% 61% 50% 51% All Div’ds to Net Prof 59%

Company’s Financial Strength B++
Stock’s Price Stability 100
Price Growth Persistence 70
Earnings Predictability 100

(A) Diluted egs. Excl. nonrec. gains (losses):
’99, (9¢); ’00, 2¢; ’01, 2¢; ’02, 4¢; ’03, 3¢; ’12,
18¢. Excl. gain from disc. operations: ’12, 7¢;
’13, 3¢. May not sum due to rounding. Next

earnings report due early February.
(B) Dividends historically paid in early March,
June, Sept. & Dec. ■ Div’d. reinvestment plan
available (5% discount).

(C) In millions, adjusted for stock splits.

BUSINESS: Aqua America, Inc. is the holding company for water
and wastewater utilities that serve approximately three million resi-
dents in Pennsylvania, Ohio, North Carolina, Illinois, Texas, New
Jersey, Florida, Indiana, and five other states. Acquired
AquaSource, 7/03; Consumers Water, 4/99; and others. Water sup-
ply revenues ’12: residential, 60.5%; commercial, 16.1%; industrial

& other, 23.4%. Officers and directors own 1.4% of the common
stock; Blackrock, Inc, 6.3%; State Street Capital Corp., 5.7%;
Vanguard Group 5.6% (4/13 Proxy). Chairman & Chief Executive
Officer: Nicholas DeBenedictis. Incorporated: Pennsylvania. Ad-
dress: 762 West Lancaster Avenue, Bryn Mawr, Pennsylvania
19010. Telephone: 610-525-1400. Internet: www.aquaamerica.com.

Aqua America has exited the Florida
market. In five separate transactions, the
utility sold off all of its operations in the
Sunshine State for a total of $90 million.
This will allow the company to focus its
attention in the states where most of its
assets are concentrated.
Growth through acquisition will
remain a keystone of the company’s
strategy. Aqua purchased 13 utilities last
year and 18 in 2012. We think that this
number will actually increase in the years
ahead. That’s because the U.S. is popu-
lated with thousands of small municipally-
owned water utilities. Because cities
across the country are struggling finan-
cially, they are having trouble financing
the costs of repairing their aging water in-
frastructures. Many are finding it easier to
sell their operations to larger investor-
owned companies that have the financial
wherewithal to fund the needed capital ex-
penditures. Moreover, Aqua can run the
operations at a much lower cost using its
management expertise and economies of
scale.
Aqua will follow up a strong 2013 with
a solid 2014, in our opinion. Aided by

the use of a ‘‘repair tax deduction’’, we
think the company posted a gain in share
net of over 30% last year. More impressive
perhaps, would be the utility’s ability to
top last year’s exceptional gain by 9% this
year. Most of this will be due to a combina-
tion of cost reductions and the implemen-
tation of higher rates implemented by
state regulators.
Hydraulic fracking provides op-
portunities for Aqua’s nonregulated
earnings. This drilling technique requires
copious amounts of water. Aqua has enter-
ed into a joint venture on a pipeline that
will bring water directly to the wells,
eliminating the need for thousands of
trucks laden with water choking the street
traffic in Pennsylvania. When fully up and
running, we think that this can add about
$0.10 a share to the bottom line.
Aqua stock is attractive compared to
other water utilities. While the yield is
marginally lower than the group average,
this is more than offset by the equity’s
strong dividend growth prospects. There-
fore, conservative, income-seeking inves-
tors might find these shares of interest.
James A. Flood January 17, 2014

LEGENDS
1.60 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

5-for-4 split 12/01
5-for-4 split 12/03
4-for-3 split 12/05
5-for-4 split 9/13
Options: Yes
Shaded areas indicate recessions
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12 Mos Mov Avg

. . . . Rel Price Strength
3-for-2 split 7/06
Shaded area indicates recession

475
VOL.

(thous.)

ARTESIAN RES. CORP. NDQ--ARTNA 23.70 24.7 1.21 3.5%

3 Average

3 Average

3 Average

.55

Financial Strength B

Price Stability 95

Price Growth Persistence 50

Earnings Predictability 85

ANNUAL RATES

of change (per share) 5 Yrs. 1 Yr.
Sales 1.5% 7.0%
‘‘Cash Flow’’ 3.0% 24.0%
Earnings 2.0% 36.0%
Dividends 4.5% 4.0%
Book Value 4.5% 3.5%

Fiscal
Year

QUARTERLY SALES ($mill.) Full
Year1Q 2Q 3Q 4Q

12/31/11 14.8 16.5 17.7 16.1 65.1
12/31/12 16.7 17.9 19.0 17.0 70.6
12/31/13 16.3 17.8 18.1
12/31/14

Fiscal
Year

EARNINGS PER SHARE Full
Year1Q 2Q 3Q 4Q

12/31/10 .22 .24 .38 .16 1.00
12/31/11 .14 .23 .26 .20 .83
12/31/12 .28 .32 .33 .20 1.13
12/31/13 .19 .28 .29 .24
12/31/14 .20 .34

Cal-
endar

QUARTERLY DIVIDENDS PAID Full
Year1Q 2Q 3Q 4Q

2011 .19 .19 .19 .193 .76
2012 .193 .198 .198 .203 .79
2013 .203 .206 .206 .209 .82
2014

INSTITUTIONAL DECISIONS

1Q’13 2Q’13 3Q’13
to Buy 32 31 30
to Sell 26 30 27
Hld’s(000) 3036 3029 3033

ASSETS ($mill.) 2011 2012 9/30/13
Cash Assets .3 .6 .6
Receivables 8.6 8.7 8.8
Inventory 1.5 1.4 1.6
Other 2.9 2.8 3.7
Current Assets 13.3 13.5 14.7

Property, Plant
& Equip, at cost 435.0 454.4 - -

Accum Depreciation 77.4 83.8 - -
Net Property 357.6 370.6 378.2
Other 7.8 7.6 7.5
Total Assets 378.7 391.7 400.4

LIABILITIES ($mill.)
Accts Payable 2.8 3.5 3.7
Debt Due 13.8 12.6 10.9
Other 8.1 8.8 11.8
Current Liab 24.7 24.9 26.4

LONG-TERM DEBT AND EQUITY
as of 9/30/13

Total Debt $116.6 mill. Due in 5 Yrs. NA
LT Debt $105.7 mill.
Including Cap. Leases NA

(47% of Cap’l)
Leases, Uncapitalized Annual rentals NA

Pension Liability $.4 mill. in ’12 vs. $.5 mill. in ’11

Pfd Stock None Pfd Div’d Paid None

Common Stock 8,793,216 shares
(53% of Cap’l)

22.62 22.33 20.67 19.31 18.73 19.59 19.99 24.43 24.27 High
17.20 17.90 18.26 13.00 12.81 16.43 15.16 18.20 21.52 Low

© VALUE LINE PUBLISHING LLC 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014/2015

SALES PER SH 7.52 7.77 7.20 7.59 8.11 8.48 7.56 8.10 --
‘‘CASH FLOW’’ PER SH 1.56 1.75 1.57 1.65 1.84 1.92 1.64 2.04 --
EARNINGS PER SH .81 .97 .90 .86 .97 1.00 .83 1.13 1.02 A,B 1.23 C/NA
DIV’DS DECL’D PER SH .58 .61 .66 .71 .72 .75 .76 .79 --
CAP’L SPENDING PER SH 3.35 5.08 3.66 6.09 2.32 2.57 1.83 2.36 --
BOOK VALUE PER SH 9.60 10.15 11.66 11.86 12.15 12.44 13.12 13.57 --
COMMON SHS OUTST’G (MILL) 6.02 6.09 7.30 7.40 7.51 7.65 8.61 8.71 --
AVG ANN’L P/E RATIO 24.2 20.3 21.5 20.1 16.4 18.2 22.5 18.3 23.2 19.3/NA
RELATIVE P/E RATIO 1.28 1.10 1.14 1.21 1.09 1.16 1.41 1.17 --
AVG ANN’L DIV’D YIELD 2.9% 3.1% 3.4% 4.1% 4.5% 4.1% 4.1% 3.8% --
SALES ($MILL) 45.3 47.3 52.5 56.2 60.9 64.9 65.1 70.6 -- Bold figures

OPERATING MARGIN 100.0% 45.6% 45.6% 45.1% 46.9% 46.5% 45.5% 48.7% -- are consensus

DEPRECIATION ($MILL) 4.4 4.6 5.2 5.8 6.6 7.0 7.4 7.9 -- earnings

NET PROFIT ($MILL) 5.0 6.1 6.3 6.4 7.3 7.6 6.7 9.8 -- estimates

INCOME TAX RATE 39.9% 39.0% 39.8% 40.8% 40.1% 40.0% 40.8% 40.2% -- and, using the

NET PROFIT MARGIN 11.1% 12.8% 11.9% 11.4% 11.9% 11.7% 10.4% 14.0% -- recent prices,

WORKING CAP’L ($MILL) d1.8 d8.8 2.5 d20.9 d23.3 d27.9 d11.4 d11.4 -- P/E ratios.

LONG-TERM DEBT ($MILL) 92.4 92.1 91.8 107.6 106.0 105.1 106.5 106.3 --
SHR. EQUITY ($MILL) 57.8 61.8 85.1 87.8 91.2 95.1 113.0 118.2 --
RETURN ON TOTAL CAP’L 5.3% 5.8% 5.3% 4.7% 5.2% 5.6% 4.6% 5.9% --
RETURN ON SHR. EQUITY 8.7% 9.8% 7.4% 7.3% 8.0% 8.0% 6.0% 8.3% --
RETAINED TO COM EQ 2.7% 3.8% 2.1% 1.4% 2.1% 2.0% .5% 2.5% --
ALL DIV’DS TO NET PROF 69% 61% 71% 81% 74% 75% 92% 70% --
ANo. of analysts changing earn. est. in last 3 days: 0 up, 0 down, consensus 5-year earnings growth not available. BBased upon 3 analysts’ estimates. CBased upon 3 analysts’ estimates.

INDUSTRY: Water Utility

TOTAL SHAREHOLDER RETURN
Dividends plus appreciation as of 12/31/2013

3 Mos. 6 Mos. 1 Yr. 3 Yrs. 5 Yrs.

4.10% 4.92% 6.13% 35.96% 76.91%

J.V.

January 17, 2014

BUSINESS: Artesian Resources Corporation, through its
subsidiaries, provides water, wastewater, and other services
on the Delmarva Peninsula. It distributes and sells water to
residential, commercial, industrial, municipal, and utility
customers in Delaware, Maryland, and Pennsylvania. The
company also offers water for public and private fire
protection to customers in its service territories. In addition,
it provides contract water and wastewater services, water
and sewer service line protection plans, and wastewater
management services, as well as design, construction, and
engineering services. As of December 31, 2012, the com-
pany served approximately 79,000 metered water customers
through 1,162 miles of transmission and distribution mains.
Has 229 employees. Chairman, C.E.O. & President: Dian C.
Taylor. Address: 664 Churchmans Rd., Newark, DE 19702.
Tel.: (302) 453-6900. Internet:
http://www.artesianwater.com.

©2014 Value Line Publishing LLC. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber’s own, non-commercial, internal use. No part
of it may be reproduced, resold, stored or transmitted in any printed, electronic or other form, or used for generating or marketing any printed or electronic publication, service or product.

To subscribe call 1-800-833-0046.

RECENT
PRICE

TRAILING
P/E RATIO

RELATIVE
P/E RATIO

DIV’D
YLD

VALUE
LINE

RANKS

PERFORMANCE

Technical

SAFETY

BETA (1.00 = Market)

Exhibit No.__ 
Schedule PMA-8 Rebuttal 

Page 6 of 34



64
48
40
32
24
20
16
12

8
6

2-for-1

Percent
shares
traded

18
12
6

Target Price Range
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CALIFORNIA WATER NYSE-CWT 22.47 20.4 22.9
21.0 1.10 3.0%

TIMELINESS 3 Raised 11/1/13

SAFETY 3 Lowered 7/27/07

TECHNICAL 2 Raised 1/17/14
BETA .60 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 35 (+55%) 15%
Low 25 (+10%) 7%
Insider Decisions

F M A M J J A S O
to Buy 0 20 0 0 0 0 0 1 0
Options 0 0 0 0 0 0 1 0 0
to Sell 0 0 0 0 0 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 86 61 60
to Sell 39 57 51
Hld’s(000) 26409 26677 27841

High: 13.4 15.7 19.0 21.1 22.9 22.7 23.3 24.1 19.8 19.4 19.3 23.4
Low: 10.2 11.8 13.0 15.6 16.4 17.1 13.8 16.7 16.9 16.7 16.8 18.4

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 29.7 38.4
3 yr. 36.8 52.8
5 yr. 16.9 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $489.7 mill. Due in 5 Yrs $65.3 mill.

LT Debt $430.2 mill. LT Interest $29.5 mill.
(LT interest earned: 6.7x; total int. cov.: 6.0x)

(42% of Cap’l)
Pension Assets-12/12 $202.9 mill.

Oblig. $402.9 mill.
Pfd Stock None

Common Stock 47,739,024 shs.
as of 10/31/13

MARKET CAP: $1.1 billion (Mid Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 27.2 38.8 48.8
Other 86.7 107.8 121.8
Current Assets 113.9 146.6 170.6
Accts Payable 48.9 46.8 60.4
Debt Due 53.7 136.3 59.5
Other 49.3 59.7 77.1
Current Liab. 151.9 242.8 197.0
Fix. Chg. Cov. 278% 297% 325%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 4.0% 7.0% 4.5%
‘‘Cash Flow’’ 5.5% 7.5% 5.0%
Earnings 5.0% 5.5% 7.0%
Dividends 1.0% 1.5% 6.5%
Book Value 5.0% 4.5% 5.5%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)E
Mar.31 Jun.30 Sep.30 Dec.31

2010 90.3 118.3 146.3 105.5 460.4
2011 98.1 131.4 169.3 103.0 501.8
2012 116.8 143.6 178.1 121.5 560.0
2013 111.4 154.6 184.4 129.6 580
2014 130 160 200 140 630
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun.30 Sep.30 Dec.31
2010 .05 .25 .49 .12 .91
2011 .03 .29 .50 .04 .86
2012 .03 .31 .56 .12 1.02
2013 d.03 .28 .61 .09 .95
2014 .05 .35 .60 .15 1.15
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B ■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .149 .149 .149 .149 .60
2011 .154 .154 .154 .154 .62
2012 .1575 .1575 .1575 .1575 .63
2013 .16 .16 .16 .16 .64
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
7.74 7.38 7.98 8.08 8.13 8.67 8.18 8.59 8.72 8.10 8.88 9.90 10.82 11.05
1.46 1.30 1.37 1.26 1.10 1.32 1.26 1.42 1.52 1.36 1.56 1.86 1.93 1.93

.92 .73 .77 .66 .47 .63 .61 .73 .74 .67 .75 .95 .98 .91

.53 .54 .54 .55 .56 .56 .56 .57 .57 .58 .58 .59 .59 .60
1.30 1.37 1.72 1.23 2.04 2.91 2.19 1.87 2.01 2.14 1.84 2.41 2.66 2.97
6.50 6.69 6.71 6.45 6.48 6.56 7.22 7.83 7.90 9.07 9.25 9.72 10.13 10.45

25.24 25.24 25.87 30.29 30.36 30.36 33.86 36.73 36.78 41.31 41.33 41.45 41.53 41.67
12.6 17.8 17.8 19.6 27.1 19.8 22.1 20.1 24.9 29.2 26.1 19.8 19.7 20.3

.73 .93 1.01 1.27 1.39 1.08 1.26 1.06 1.33 1.58 1.39 1.19 1.31 1.29
4.6% 4.2% 4.0% 4.3% 4.4% 4.5% 4.2% 3.9% 3.1% 2.9% 3.0% 3.1% 3.1% 3.2%

277.1 315.6 320.7 334.7 367.1 410.3 449.4 460.4
19.4 26.0 27.2 25.6 31.2 39.8 40.6 37.7

39.9% 39.6% 42.4% 37.4% 39.9% 37.7% 40.3% 39.5%
10.3% 3.2% 3.3% 10.6% 8.3% 8.6% 7.6% 4.2%
50.2% 48.6% 48.3% 43.5% 42.9% 41.6% 47.1% 52.4%
49.1% 50.8% 51.1% 55.9% 56.6% 58.4% 52.9% 47.6%
498.4 565.9 568.1 670.1 674.9 690.4 794.9 914.7
759.5 800.3 862.7 941.5 1010.2 1112.4 1198.1 1294.3
5.6% 6.1% 6.3% 5.2% 5.9% 7.1% 6.5% 5.5%
7.8% 8.9% 9.3% 6.8% 8.1% 9.9% 9.6% 8.6%
7.9% 9.0% 9.3% 6.8% 8.1% 9.9% 9.6% 8.6%

.7% 2.1% 2.1% 1.0% 1.8% 3.8% 3.8% 3.0%
91% 77% 78% 86% 77% 61% 60% 66%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
12.00 13.34 12.15 13.15 Revenues per sh 16.00

2.07 2.32 2.20 2.50 ‘‘Cash Flow’’ per sh 2.85
.86 1.02 .95 1.15 Earnings per sh A 1.40
.62 .63 .64 .68 Div’d Decl’d per sh B ■ .90

2.83 3.04 2.45 3.35 Cap’l Spending per sh 3.00
10.76 11.28 12.45 12.85 Book Value per sh C 14.75
41.82 41.98 47.75 48.00 Common Shs Outst’g D 50.0
21.3 17.9 21.6 Avg Ann’l P/E Ratio 22.0
1.34 1.14 1.44 Relative P/E Ratio 1.45

3.4% 3.5% 3.1% Avg Ann’l Div’d Yield 3.0%

501.8 560.0 580 630 Revenues ($mill) E 800
36.1 42.6 45.0 55.0 Net Profit ($mill) 70.0

40.5% 37.5% 34.0% 39.0% Income Tax Rate 39.0%
7.6% 8.0% 6.0% 8.5% AFUDC % to Net Profit 10.0%

51.7% 47.8% 42.0% 44.0% Long-Term Debt Ratio 47.5%
48.3% 52.2% 58.0% 56.0% Common Equity Ratio 52.5%
931.5 908.2 1025 1100 Total Capital ($mill) 1400

1381.1 1457.1 1510 1565 Net Plant ($mill) 1725
5.5% 6.3% 6.0% 6.5% Return on Total Cap’l 6.5%
8.0% 9.0% 7.5% 9.0% Return on Shr. Equity 9.5%
8.0% 9.0% 7.5% 9.0% Return on Com Equity 9.5%
2.3% 3.4% 2.5% 3.5% Retained to Com Eq 3.5%
71% 62% 67% 59% All Div’ds to Net Prof 64%

Company’s Financial Strength B++
Stock’s Price Stability 100
Price Growth Persistence 50
Earnings Predictability 90

(A) Basic EPS. Excl. nonrecurring gain (loss):
’00, (4¢); ’01, 2¢; ’02, 4¢; ’11, 4¢. Next earn-
ings report due mid-February.
(B) Dividends historically paid in late Feb.,

May, Aug., and Nov. ■ Div’d reinvestment plan
available.
(C) Incl. intangible assets. In ’12: $18.8 mill.,
$0.44/sh.

(D) In millions, adjusted for splits.
(E) Excludes non-reg. rev.

BUSINESS: California Water Service Group provides regulated and
nonregulated water service to roughly 471,900 customers in 83
communities in California, Washington, New Mexico, and Hawaii.
Main service areas: San Francisco Bay area, Sacramento Valley,
Salinas Valley, San Joaquin Valley & parts of Los Angeles. Ac-
quired Rio Grande Corp; West Hawaii Utilities (9/08). Revenue

breakdown, ’12: residential, 66%; business, 18%; public authorities,
4%; industrial, 4%; other 8%. ’12 reported depreciation rate: 2.8%.
Has 1,131 employees. President, Chairman, and Chief Executive
Officer: Peter C. Nelson. Inc.: Delaware. Address: 1720 North First
Street, San Jose, California 95112-4598. Telephone: 408-367-
8200. Internet: www.calwatergroup.com.

A final agreement between California
Water Service Group and state regu-
lators is all but finalized. Last quarter,
the California Public Utility Commission’s
(CPUC) Office of Ratepayers Advocates
(ORA) announced that a settlement has
been reached with the utility. Though the
CPUC doesn’t have to go along with the
ORA’s decision, the chances of that appear
to be virtually nil.
The deal appears to be fair to both
California Water and its customers.
According to the terms of the arrange-
ment, California Water will be allowed to
increase its gross revenues by $45 million
in 2014, $10 million in 2015, and $10 mil-
lion in 2016. In return, the utility would
be required to invest $321 million in water
system infrastructure improvements from
2013-2015. Moreover, should the utility in-
vest an additional $126 million, it would
be granted another $19 million rate hike
at a later date. The CPUC is expected to
release its decision early this year.
We expect the company’s bottom line
to rebound nicely in 2014. Due to the
implementation of higher rates, we think
California’s share net can rise 21% this

year. Comparisons would be even more im-
pressive if 2013’s results were not bol-
stered by a $0.09-a-share tax break.
California Water’s next dividend an-
nouncement could break a long-term
trend. Over the past five and 10 years,
the annual payout has grown by 1.0% and
1.5%, respectively, levels that were sub-
stantially below that of the average water
utility. We estimate that when the new
dividend is announced in the first quarter,
the hike can be anywhere from 6% to 9%.
These shares have been strong per-
formers of late. The broad market aver-
ages rose sharply in last year’s fourth
quarter. Not surprisingly, conservative,
income-oriented water utility stocks
lagged. That is, all but California Water
and one of its peers.
Our view on California Water shares
has changed for the better. Assuming
state regulators remain fair when the
utility seeks higher rates in three years,
we think that the stock, which has been a
major under performer over the past one-
three- and five-year periods, could turn in
solid total returns through 2016-2018.
James A. Flood January 17, 2014

LEGENDS
1.33 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

2-for-1 split 6/11
Options: Yes
Shaded areas indicate recessions
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CONNECTICUT WATER NDQ-CTWS 35.09 19.6 21.3
23.0 1.05 2.8%

TIMELINESS 2 Raised 12/13/13

SAFETY 3 New 1/18/13

TECHNICAL 3 Lowered 12/27/13
BETA .75 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 45 (+30%) 9%
Low 30 (-15%) Nil
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 0 0 0 0 0
Options 0 0 0 0 0 0 0 0 0
to Sell 0 0 0 0 0 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 52 39 42
to Sell 21 39 31
Hld’s(000) 4336 4492 4509

High: 31.1 30.4 29.8 28.2 27.7 25.6 29.0 26.4 27.9 29.1 32.8 36.4
Low: 20.3 24.0 23.8 21.9 20.3 22.4 19.3 17.3 20.0 23.3 26.2 27.8

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 23.1 38.4
3 yr. 40.7 52.8
5 yr. 80.3 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $180.9 mill. Due in 5 Yrs $14.8 mill.
LT Debt $175.5 mill. LT Interest $7.6 mill.
(Total interest coverage: 8.8x)

(49% of Cap’l)
Leases, Uncapitalized: Annual rentals $.2 mill.
Pension Assets $45.4 mill.

Oblig. $66.5 mill.

Pfd Stock $0.8 mill. Pfd Divd NMF

Common Stock 11,018,161 shs.
as of 10/31/13
MARKET CAP: $375 million (Small Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 1.0 13.2 1.6
Accounts Receivable 14.9 11.5 14.3
Other 3.0 11.7 31.3
Current Assets 18.9 36.4 47.2
Accts Payable 7.2 10.0 7.4
Debt Due - - 3.0 5.4
Other 23.2 2.9 6.5
Current Liab. 30.4 15.9 19.3
Fix. Chg. Cov. 419% 455% 460%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 3.5% 6.0% 6.5%
‘‘Cash Flow’’ 2.5% 6.0% 4.5%
Earnings 1.5% 6.5% 6.5%
Dividends 1.5% 2.0% 3.0%
Book Value 5.5% 6.5% 6.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 13.8 15.9 21.0 15.7 66.4
2011 16.0 17.4 20.6 15.4 69.4
2012 18.5 21.3 24.5 19.5 83.8
2013 21.5 22.5 29.6 21.4 95.0
2014 22.0 24.0 30.0 24.0 100
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .12 .27 .54 .20 1.13
2011 .26 .37 .39 .11 1.13
2012 .22 .47 .67 .16 1.53
2013 .24 .39 .86 .16 1.65
2014 .30 .47 .73 .25 1.75
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B

Mar.31 Jun.30 Sep.30 Dec.31
2010 .228 .228 .233 .233 .922
2011 .233 .233 .238 .238 .942
2012 .238 .238 .2425 .2425 .962
2013 .2425 .2425 .2475 .2475 .98
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
5.67 5.58 5.87 5.70 5.93 5.77 5.91 6.04 5.81 5.68 7.05 7.24 6.93 7.65
1.51 1.59 1.65 1.73 1.78 1.78 1.89 1.91 1.62 1.52 1.90 1.95 1.93 2.04
1.00 1.02 1.03 1.09 1.13 1.12 1.15 1.16 .88 .81 1.05 1.11 1.19 1.13

.77 .78 .79 .79 .80 .81 .83 .84 .85 .86 .87 .88 .90 .92
1.99 1.12 1.42 1.43 1.86 1.98 1.49 1.58 1.96 1.96 2.24 2.44 3.28 3.06
8.26 8.52 8.61 8.92 9.25 10.06 10.46 10.94 11.52 11.60 11.95 12.23 12.67 13.05
6.79 6.80 7.26 7.28 7.65 7.94 7.97 8.04 8.17 8.27 8.38 8.46 8.57 8.68
12.9 15.5 18.2 18.2 21.5 24.3 23.5 22.9 28.6 29.0 23.0 22.2 18.4 20.7

.74 .81 1.04 1.18 1.10 1.33 1.34 1.21 1.52 1.57 1.22 1.34 1.23 1.32
6.0% 4.9% 4.2% 4.0% 3.3% 3.0% 3.0% 3.1% 3.4% 3.6% 3.6% 3.6% 4.1% 3.9%

47.1 48.5 47.5 46.9 59.0 61.3 59.4 66.4
9.2 9.4 7.2 6.7 8.8 9.4 10.2 9.8

17.9% 22.9% - - 23.5% 32.4% 27.2% 19.5% 35.2%
- - - - - - - - - - 1.7% - - - -

43.5% 42.8% 44.9% 44.4% 47.8% 46.9% 50.6% 49.5%
55.9% 56.7% 54.6% 55.1% 51.8% 52.7% 49.1% 50.2%
148.9 155.1 172.3 174.1 193.2 196.5 221.3 225.6
238.9 246.1 247.7 268.1 284.3 302.3 325.2 344.2
7.5% 7.0% 5.0% 4.9% 5.5% 5.9% 5.5% 5.4%

10.9% 10.6% 7.5% 6.9% 8.7% 9.0% 9.3% 8.6%
11.0% 10.6% 7.6% 7.0% 8.7% 9.1% 9.4% 8.7%

3.2% 3.1% .3% NMF 1.6% 1.9% 2.3% 1.6%
71% 71% 95% 105% 82% 79% 76% 81%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
7.93 7.63 8.65 8.90 Revenues per sh 11.25
2.11 2.10 2.55 2.65 ‘‘Cash Flow’’ per sh 2.75
1.13 1.53 1.65 1.75 Earnings per sh A 1.85
.94 .96 .98 1.01 Div’d Decl’d per sh B■ 1.12

2.61 2.34 2.75 2.85 Cap’l Spending per sh 2.90
13.50 16.89 17.55 17.80 Book Value per sh D 20.40
8.76 10.97 11.10 11.25 Common Shs Outst’g C 12.00
23.0 19.4 18.5 Avg Ann’l P/E Ratio 20.0
1.44 1.24 1.03 Relative P/E Ratio 1.35

3.6% 3.2% 3.2% Avg Ann’l Div’d Yield 3.4%

69.4 83.8 95.0 100 Revenues ($mill) 135
9.9 13.6 18.0 19.5 Net Profit ($mill) 22.0

41.3% 32.0% 32.0% 33.0% Income Tax Rate 35.0%
1.8% 1.7% 2.0% 2.0% AFUDC % to Net Profit 3.0%

53.2% 49.0% 49.5% 49.5% Long-Term Debt Ratio 48.5%
46.5% 50.8% 50.5% 50.5% Common Equity Ratio 51.5%
254.2 364.6 370 395 Total Capital ($mill) 475
362.4 447.9 465 490 Net Plant ($mill) 550
4.9% 4.8% 6.0% 6.0% Return on Total Cap’l 5.5%
8.3% 7.3% 9.5% 9.5% Return on Shr. Equity 9.0%
8.3% 7.3% 9.5% 9.5% Return on Com Equity 9.0%
1.4% 2.7% 4.0% 3.5% Retained to Com Eq 3.0%
83% 62% 59% 58% All Div’ds to Net Prof 61%

Company’s Financial Strength B+
Stock’s Price Stability 90
Price Growth Persistence 45
Earnings Predictability 85

(A) Diluted earnings. Next earnings report due
mid-February. Quarterly earnings do no add in
’12 due to rounding.
(B) Dividends historically paid in mid-March,

June, September, and December. ■ Div’d rein-
vestment plan available.
(C) In millions, adjusted for split.
(D) Includes intangibles. In ’12: $31.7 mil-

lion/$2.89 a share.

BUSINESS: Connecticut Water Service, Inc. is a non-operating
holding company, whose income is derived from earnings of its
wholly-owned subsidiary companies (regulated water utilities). Its
largest subsidiary, Connecticut Water, accounted for about 85% of
the holding company’s net income in 2012, and provides water
services to 400,000 people in 55 towns throughout Connecticut and

Maine. Acquired The Maine Water Co., 1/12; Biddeford and Saco
Water, 12/12. Inc.: CT. Has about 260 employees. Chair-
man/President/CEO: Eric W. Thornburg. Officers and directors own
2.2% of the common stock; BlackRock, Inc. 6.7%; The Vanguard
Group, 5.3% (4/13 proxy). Address: 93 West Main Street, Clinton,
CT 06413. Telephone: (860) 669-8636. Internet: www.ctwater.com.

Connecticut Water Service is con-
solidating its operations in Maine. In
2012, the company acquired The Maine
Water Co. and Biddeford and Saco Water.
Merging the two entities will reduce over-
head, specifically resources spent on regu-
latory matters. Moreover, now that it has
established a presence in the state, future
tuck in acquisitions there seem likely.
The utility is also expanding on its
home turf. Agreements have been
reached to expand pipelines to supply
water to the town of Mansfield as well as
the main campus of the University of Con-
necticut, which is the equivalent of a small
city. Additional mergers are probable here
too.
Less onerous regulation augurs well
for Connecticut Water. One of the key
factors in analyzing a utility is how fair is
the regulatory climate where it operates.
Historically, Connecticut’s Public Regu-
latory Authority (PURA) hasn’t had a good
reputation. Indeed, Value Line ranks the
conditions in the state as Below Average.
In the recent past, however, PURA ap-
pears to be striking a better balance be-
tween the interests of the public and the

utilities it oversees. For example, last year
the company was permitted to keep the
benefits from an IRS refund in exchange
for lowering rates and agreeing not to seek
rate relief before 2015.
We are raising our earnings estimates
for the utility. Despite fourth quarter’s
results probably being flat, we think that
Connecticut Water’s share net rose 8% to
$1.65 in 2013, versus 2012’s strong show-
ing. For 2014, combining the utility’s
growing rate base with the advantages al-
lowed by PURA, earnings per share could
rise 6% to $1.75.
Dividend growth is still below aver-
age for a water utility. Over the past
decade, the company has not had a good
dividend-paying record compared to its
peers. This is a trend that should continue
for the foreseeable future due to the
projected sharp rise in Connecticut
Water’s capital spending program.
These share are ranked to outperform
the market in the year ahead. But due
to the stock’s recent strength, much of its
appeal over the next three-to five-year pe-
riod has been diminished.
James A. Flood January 17, 2014

LEGENDS
1.30 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

3-for-2 split 9/01
Options: No
Shaded areas indicate recessions
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Target Price Range
2016 2017 2018

MIDDLESEX WATER NDQ-MSEX 20.80 21.4 20.6
22.0 1.15 3.7%

TIMELINESS 3 Lowered 11/15/13

SAFETY 2 New 10/21/11

TECHNICAL 3 Lowered 1/17/14
BETA .75 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 25 (+20%) 8%
Low 20 (-5%) 3%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 1 0 1 0 0
Options 0 0 0 0 0 0 0 0 0
to Sell 0 0 0 0 0 1 2 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 38 37 42
to Sell 30 35 29
Hld’s(000) 6579 6489 6608

High: 20.0 21.2 21.8 23.5 20.5 20.2 19.8 17.9 19.3 19.4 19.6 22.5
Low: 13.7 15.8 16.7 17.1 16.5 16.9 12.0 11.6 14.7 16.5 17.5 18.6

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 11.1 38.4
3 yr. 28.2 52.8
5 yr. 49.1 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $166.4 mill. Due in 5 Yrs $60.0 mill.
LT Debt $130.6 mill. LT Interest $7.0 mill.
(LT interest coverage: 4.1x)

(41% of Cap’l)

Pension Assets-12/12 $37.9 mill.
Oblig. $62.8 mill.

Pfd Stock $2.9 mill. Pfd Div’d: $.1 mill.

Common Stock 15,919,974 shs.
as of 10/31/13

MARKET CAP: $325 million (Small Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 3.1 3.0 3.0
Other 19.8 21.6 24.3
Current Assets 22.9 24.6 27.3
Accts Payable 5.7 3.8 4.4
Debt Due 4.6 11.1 35.8
Other 36.4 41.1 12.1
Current Liab. 46.7 56.0 52.3
Fix. Chg. Cov. 380% 410% 415%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 1.5% 1.0% 5.5%
‘‘Cash Flow’’ 3.0% 2.0% 7.0%
Earnings 3.5% 2.5% 4.0%
Dividends 1.5% 1.5% 1.5%
Book Value 4.5% 4.0% 2.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 21.6 26.5 29.6 25.0 102.7
2011 24.0 26.1 28.7 23.3 102.1
2012 23.5 27.4 32.3 27.1 110.4
2013 27.0 29.1 31.3 27.6 115
2014 30.0 30.0 35.0 30.0 125
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .11 .31 .37 .17 .96
2011 .17 .23 .32 .12 .84
2012 .11 .23 .38 .17 .90
2013 .20 .28 .36 .16 1.00
2014 .17 .28 .40 .20 1.05
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .180 .180 .180 .183 .72
2011 .183 .183 .183 .185 .73
2012 .185 .185 .185 .1875 .74
2013 .1875 .1875 .1875 .19 .753
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
4.72 4.39 5.35 5.39 5.87 5.98 6.12 6.25 6.44 6.16 6.50 6.79 6.75 6.60
1.02 1.02 1.19 .99 1.18 1.20 1.15 1.28 1.33 1.33 1.49 1.53 1.40 1.55

.67 .71 .76 .51 .66 .73 .61 .73 .71 .82 .87 .89 .72 .96

.57 .58 .60 .61 .62 .63 .65 .66 .67 .68 .69 .70 .71 .72
1.20 2.68 2.33 1.32 1.25 1.59 1.87 2.54 2.18 2.31 1.66 2.12 1.49 1.90
6.00 6.80 6.95 6.98 7.11 7.39 7.60 8.02 8.26 9.52 10.05 10.03 10.33 11.13
8.54 9.82 10.00 10.11 10.17 10.36 10.48 11.36 11.58 13.17 13.25 13.40 13.52 15.57
13.4 15.2 17.6 28.7 24.6 23.5 30.0 26.4 27.4 22.7 21.6 19.8 21.0 17.8

.77 .79 1.00 1.87 1.26 1.28 1.71 1.39 1.46 1.23 1.15 1.19 1.40 1.13
6.3% 5.4% 4.4% 4.2% 3.8% 3.7% 3.5% 3.4% 3.5% 3.7% 3.7% 4.0% 4.7% 4.2%

64.1 71.0 74.6 81.1 86.1 91.0 91.2 102.7
6.6 8.4 8.5 10.0 11.8 12.2 10.0 14.3

32.8% 31.1% 27.6% 33.4% 32.6% 33.2% 34.1% 32.1%
- - - - - - - - - - - - - - 6.8%

53.8% 53.8% 55.3% 49.5% 49.0% 45.6% 46.6% 43.1%
44.0% 42.5% 41.3% 47.5% 49.6% 51.8% 52.1% 55.8%
181.1 214.5 231.7 264.0 268.8 259.4 267.9 310.5
230.9 262.9 288.0 317.1 333.9 366.3 376.5 405.9
5.0% 5.1% 5.0% 5.1% 5.6% 5.8% 5.0% 5.7%
7.9% 8.5% 8.2% 7.5% 8.6% 8.6% 7.0% 8.1%
8.0% 9.0% 8.6% 7.8% 8.7% 8.9% 7.0% 8.2%
NMF .9% .6% 1.3% 1.8% 2.0% .1% 2.1%

106% 90% 94% 84% 79% 78% 98% 75%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
6.50 6.98 7.20 7.70 Revenues per sh 9.10
1.46 1.56 1.75 1.85 ‘‘Cash Flow’’ per sh 2.30

.84 .90 1.00 1.05 Earnings per sh A 1.15

.73 .74 .75 .76 Div’d Decl’d per sh B■ .80
1.50 1.36 1.50 1.65 Cap’l Spending per sh 2.00

11.27 11.48 11.70 12.10 Book Value per sh D 12.90
15.70 15.82 16.00 16.25 Common Shs Outst’g C 17.00

21.7 20.8 20.3 Avg Ann’l P/E Ratio 20.0
1.36 1.33 1.13 Relative P/E Ratio 1.35

4.0% 4.0% 3.7% Avg Ann’l Div’d Yield 3.6%

102.1 110.4 115 125 Revenues ($mill) 155
13.4 14.4 16.0 17.0 Net Profit ($mill) 20.0

32.7% 33.9% 34.0% 34.0% Income Tax Rate 34.0%
6.1% 3.4% 4.5% 4.5% AFUDC % to Net Profit 5.0%

42.3% 41.5% 41.5% 42.0% Long-Term Debt Ratio 43.0%
56.6% 57.4% 57.5% 57.0% Common Equity Ratio 57.0%
312.5 316.5 325 345 Total Capital ($mill) 400
422.2 435.2 445 450 Net Plant ($mill) 510
5.2% 5.4% 6.0% 7.0% Return on Total Cap’l 5.5%
7.5% 7.8% 8.5% 8.5% Return on Shr. Equity 9.0%
7.5% 7.8% 8.5% 8.5% Return on Com Equity 9.0%
1.0% 1.4% 2.0% 2.5% Retained to Com Eq 3.0%
87% 83% 76% 73% All Div’ds to Net Prof 70%

Company’s Financial Strength B++
Stock’s Price Stability 95
Price Growth Persistence 40
Earnings Predictability 80

(A) Diluted earnings. May not sum due to
rounding. Next earnings report due mid-Feb.
(B) Dividends historically paid in mid-Feb.,
May, Aug., and November.■ Div’d reinvestment

plan available.
(C) In millions, adjusted for splits.
(D) Intangible assets in 2012: $9.2 million,
$0.58 a share.

BUSINESS: Middlesex Water Company engages in the ownership
and operation of regulated water utility systems in New Jersey, Del-
aware, and Pennsylvania. It also operates water and wastewater
systems under contract on behalf of municipal and private clients in
NJ and DE. Its Middlesex System provides water services to 60,000
retail customers, primarily in Middlesex County, New Jersey. in

2012, the Middlesex System accounted for 65% of total revenues.
At 12/31/12, the company had 279 employees. Incorporated: NJ.
President, CEO, and Chairman: Dennis W. Doll. Officers/directors
own 3.1% of the common stock; BlackRock, 6.3%; The Vanguard
Group, 5.7% (4/13 proxy). Address: 1500 Ronson Road, Iselin, NJ
08830. Tel.: 732-634-1500. Internet: www.middlesexwater.com.

Middlesex Water’s recent dividend
hike was subpar for a water utility.
The company increased its payout by only
1.3%, versus the industry average of over
5%. Moreover, this represents the lowest
growth rate of the nine water utilities that
Value Line covers. It was also the 11th
straight year in which the annual increase
was only $0.01 a share.
Long-term dividend growth prospects
are also below average. Over the next
three- to five-year period, we expect the
yearly raises to remain in the 1%-2%
range. Much of this is a result of the com-
pany’s high dividend payout ratio, which
provides little room for future increases.
This is also the reason why Middlesex
sports a current dividend yield that is a
full percentage point higher than the typi-
cal water utility. (Investors are willing to
pay a premium and accept a lower yield in
return for the potential of larger dividends
in the future.)
Middlesex has been hit with some bad
luck in the commercial and industrial
markets. Last year, a large Hess refinery
was shuttered. In addition, a major con-
tract to supply water to a large borough in

New Jersey lapsed. Together both ac-
counted for almost $5 million in revenues.
Meanwhile, requests for higher rates
have recently been filed. Two of Mid-
dlesex’s subsidiaries petitioned regulators
in Delaware and New Jersey seeking to
recover costs used to repair and upgrade
its water systems. If approved, rates
would increase 14.4% and 15.9%, respec-
tively. Very favorable rulings would proba-
bly make our earnings estimates conserva-
tive through 2016-2018.
The capital spending program has
been increased. The company plans on
spending $75 million over the next three
years to upgrade and expand its infra-
structure. Most of the funds will be in-
vested in the residential sector, which is
more predictable and carries higher mar-
gins than the commercial and industrial
segments of the business.
We would advise investors to steer
clear of this stock for the time being.
Until the company’s earnings can some-
how gain sufficient traction to support a
loftier dividend, there are more worth-
while selections in the water utility group.
James A. Flood January 17, 2014

LEGENDS
1.20 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

3-for-2 split 1/02
4-for-3 split 11/03
Options: No
Shaded areas indicate recessions
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Target Price Range
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SJW CORP. NYSE-SJW 29.15 23.1 24.5
23.0 1.24 2.6%

TIMELINESS 3 Lowered 11/8/13

SAFETY 3 New 4/22/11

TECHNICAL 2 Raised 1/3/14
BETA .85 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 40 (+35%) 11%
Low 30 (+5%) 4%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 0 0 0 0 0
Options 0 0 0 0 0 0 1 0 0
to Sell 0 0 0 0 0 0 1 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 46 47 43
to Sell 20 28 29
Hld’s(000) 10000 10629 10697

High: 15.1 15.0 19.6 27.8 45.3 43.0 35.1 30.4 28.2 26.8 26.9 30.1
Low: 12.7 12.6 14.6 16.1 21.2 27.7 20.0 18.2 21.6 20.9 22.6 24.5

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 15.1 38.4
3 yr. 22.7 52.8
5 yr. 14.9 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $335.1 mill. Due in 5 Yrs $21.2 mill.
LT Debt $335.1 mill. LT Interest $18.6 mill.
(Total interest coverage: 4.6x) (51% of Cap’l)

Leases, Uncapitalized: Annual rentals $4.7 mill.

Pension Assets $75.5 mill.
Oblig. $141.0 mill.

Pfd Stock None.

Common Stock 20,162,133 shs.
as of 10/25/13

MARKET CAP: $600 million (Small Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 26.7 2.5 3.2
Other 42.2 40.4 46.1
Current Assets 68.9 42.9 49.3
Accts Payable 7.4 8.5 11.8
Debt Due .8 20.7 7.6
Other 20.1 19.9 30.3
Current Liab. 28.3 49.1 49.7
Fix. Chg. Cov. 276% 247% 231%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 5.5% 4.0% 4.0%
‘‘Cash Flow’’ 6.5% 3.5% 5.0%
Earnings 4.0% -1.5% 7.5%
Dividends 5.0% 4.0% 4.5%
Book Value 5.5% 3.5% 5.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 40.4 54.1 70.3 50.8 215.6
2011 43.7 59.0 73.9 62.4 239.0
2012 51.1 65.6 82.4 62.4 261.5
2013 50.1 74.2 85.2 65.5 275
2014 60.0 75.0 100 75.0 310
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .055 .24 .44 .11 .84
2011 .03 .29 .44 .35 1.11
2012 .06 .28 .53 .31 1.18
2013 .07 .37 .44 .32 1.20
2014 .10 .40 .55 .35 1.40
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .17 .17 .17 .17 .68
2011 .173 .173 .173 .173 .69
2012 .1775 .1775 .1775 .1775 .71
2013 .1825 .1825 .1825 .1825 .73
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
5.79 5.58 6.40 6.74 7.45 7.97 8.20 9.14 9.86 10.35 11.25 12.12 11.68 11.62
1.27 1.26 1.43 1.23 1.49 1.55 1.75 1.89 2.21 2.38 2.30 2.44 2.21 2.38

.80 .76 .87 .58 .77 .78 .91 .87 1.12 1.19 1.04 1.08 .81 .84

.38 .39 .40 .41 .43 .46 .49 .51 .53 .57 .61 .65 .66 .68
1.27 1.81 1.77 1.89 2.63 2.06 3.41 2.31 2.83 3.87 6.62 3.79 3.17 5.65
7.02 7.53 7.88 7.90 8.17 8.40 9.11 10.11 10.72 12.48 12.90 13.99 13.66 13.75

19.02 19.01 18.27 18.27 18.27 18.27 18.27 18.27 18.27 18.28 18.36 18.18 18.50 18.55
11.2 13.1 15.5 33.1 18.5 17.3 15.4 19.6 19.7 23.5 33.4 26.2 28.7 29.1

.65 .68 .88 2.15 .95 .94 .88 1.04 1.05 1.27 1.77 1.58 1.91 1.85
4.3% 3.9% 3.0% 2.1% 3.0% 3.4% 3.5% 3.0% 2.4% 2.0% 1.7% 2.3% 2.8% 2.8%

149.7 166.9 180.1 189.2 206.6 220.3 216.1 215.6
16.7 16.0 20.7 22.2 19.3 20.2 15.2 15.8

36.2% 42.1% 41.6% 40.8% 39.4% 39.5% 40.4% 38.8%
1.6% 2.1% 1.6% 2.1% 2.7% 2.3% 2.0% - -

45.6% 43.7% 42.6% 41.8% 47.7% 46.0% 49.4% 53.7%
54.4% 56.3% 57.4% 58.2% 52.3% 54.0% 50.6% 46.3%
306.0 328.3 341.2 391.8 453.2 470.9 499.6 550.7
428.5 456.8 484.8 541.7 645.5 684.2 718.5 785.5
6.9% 6.5% 7.6% 7.0% 5.7% 5.8% 4.4% 4.3%

10.0% 8.7% 10.6% 9.7% 8.2% 8.0% 6.0% 6.2%
10.0% 8.7% 10.6% 9.7% 8.2% 8.0% 6.0% 6.2%

4.7% 3.6% 5.6% 5.2% 3.5% 3.3% 1.2% 1.2%
53% 58% 47% 46% 57% 59% 80% 80%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
12.85 14.01 14.05 14.75 Revenues per sh 16.30

2.80 2.97 3.25 3.50 ‘‘Cash Flow’’ per sh 3.65
1.11 1.18 1.20 1.40 Earnings per sh A 1.60
.69 .71 .73 .75 Div’d Decl’d per sh B■ .90

3.75 5.67 5.25 5.20 Cap’l Spending per sh 4.85
14.20 14.71 15.40 16.40 Book Value per sh 19.15
18.59 18.67 20.25 21.00 Common Shs Outst’g C 23.00

21.2 20.4 22.7 Avg Ann’l P/E Ratio 22.0
1.33 1.30 1.27 Relative P/E Ratio 1.45

2.9% 3.0% 2.7% Avg Ann’l Div’d Yield 2.6%

239.0 261.5 275 310 Revenues ($mill) 375
20.9 22.3 26.0 29.0 Net Profit ($mill) 37.0

41.1% 41.1% 41.0% 40.0% Income Tax Rate 40.0%
2.0% 2.0% 3.0% 4.0% AFUDC % to Net Profit 5.0%

56.6% 55.0% 54.5% 54.0% Long-Term Debt Ratio 51.0%
43.4% 45.0% 45.5% 46.0% Common Equity Ratio 49.0%
607.9 610.2 685 745 Total Capital ($mill) 900
756.2 831.6 890 950 Net Plant ($mill) 1150
4.9% 5.0% 5.0% 5.0% Return on Total Cap’l 6.0%
7.9% 8.1% 8.5% 8.5% Return on Shr. Equity 8.5%
7.9% 8.1% 8.5% 8.5% Return on Com Equity 8.5%
3.1% 3.3% 3.5% 4.0% Retained to Com Eq 3.5%
61% 59% 56% 54% All Div’ds to Net Prof 56%

Company’s Financial Strength B+
Stock’s Price Stability 80
Price Growth Persistence 45
Earnings Predictability 80

(A) Diluted earnings. Excludes nonrecurring
losses : ’03, $1.97; ’04, $3.78; ’05, $1.09; ’06,
$16.36; ’08, $1.22; ’10, 46¢. Next earnings
report due early February. Quarterly egs. may

not add due to rounding.
(B) Dividends historically paid in early March,
June, September, and December. ■ Div’d rein-
vestment plan available.

(C) In millions, adjusted for stock splits.

BUSINESS: SJW Corporation engages in the production, pur-
chase, storage, purification, distribution, and retail sale of water. It-
provides water service to approximately 227,000 connections that
serve a population of approximately one million people in the San
Jose area and 8,700 connections that serve approximately 36,000
residents in a service area in the region between San Antonio and

Austin, Texas. The company offers nonregulated water-related
services, including water system operations, cash remittances, and
maintenance contract services. SJW also owns and operates com-
mercial real estate investments. Has about 375 employees. Chrm.:
Charles J. Toeniskoetter. Inc.: CA. Address: 110 W. Taylor Street,
San Jose, CA 95110. Tel.: (408) 279-7800. Int: www.sjwater.com.

We have lowered our 2013 earnings
estimate for SJW. Higher costs for both
extracting ground water and for purchas-
ing water on the open market resulted in
an unexpected 17% decline in last year’s
third-quarter earnings per share. As a re-
sult, we think the company’s annual share
net only reached $1.20, $0.10 less than our
previous estimate.
Earnings for the next several years
will depend upon state regulators. In
2012, SJW filed a rate case with the Cali-
fornia Public Utility Commission (CPUC)
seeking to have rates increased 21.5% in
2013, 4.9% in 2014, and 12.6% in 2016,
respectfully. Raising customers’ bills by
such significant amounts is not easy for
any public body. However, SJW’s pipelines
are antiquated and badly in need of mod-
ernization.
We are guardedly optimistic regard-
ing SJW’s chances of receiving a fa-
vorable ruling. With the exception of the
allowed return on equity, the CPUC’s
recent decisions have been reasonable.
Utilities that have made sound arguments
for the need for higher tariffs have been
treated fairly. Still, predicting regulators’

actions is not an exact science.
SJW’s short-term dividend growth
prospects are unexciting. The company
is expected to raise its dividend later this
month or in early February. We are
anticipating only a quarterly increase of
$0.005 a share (or $0.02 a share on an an-
nual basis). This increase is only 2.7%,
versus the industry average of over 5%. As
future rate relief is implemented, there is
the possibility that our projections could
prove conservative.
SJW’s operates in healthy service
areas. The company’s main utility opera-
tions are in San Jose, the home of Silicon
Valley. While other parts of California
may suffer, due to the high cost of doing
business, this is a geographic location that
should continue to experience solid
growth. Moreover, the company’s Texas
subsidiary is located in the thriving
Austin-to-San Antonio corridor.
We think that there are other stocks
in the water utility group that hold
greater appeal than SJW. On a risk ad-
justed basis, the equity’s prospects are in
line with the industry averages.
James A. Flood January 17, 2014

LEGENDS
1.50 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

3-for-1 split 3/04
2-for-1 split 3/06
Options: No
Shaded areas indicate recessions
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64
48
40
32
24
20
16
12

8
6

Percent
shares
traded

12
8
4

Target Price Range
2016 2017 2018

YORK WATER NDQ-YORW 21.37 26.7 29.7
25.0 1.44 2.7%

TIMELINESS 5 Lowered 11/22/13

SAFETY 2 New 7/19/13

TECHNICAL 2 Raised 1/3/14
BETA .70 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 30 (+40%) 12%
Low 20 (-5%) 2%
Insider Decisions

F M A M J J A S O
to Buy 0 0 4 0 1 5 0 2 5
Options 0 0 0 0 0 0 0 0 0
to Sell 0 0 1 0 0 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 33 32 30
to Sell 21 26 23
Hld’s(000) 3375 3346 3451

High: 13.4 13.5 14.0 17.9 21.0 18.5 16.5 18.0 18.0 18.1 18.5 22.0
Low: 8.2 9.3 11.0 11.7 15.3 15.5 6.2 9.7 12.8 15.8 16.8 17.6

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 21.7 38.4
3 yr. 31.5 52.8
5 yr. 101.4 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $84.9 mill. Due in 5 Yrs $19.5 mill.
LT Debt $84.9 mill. LT Interest $5.2 mill.
(Total interest coverage: 2.9x)

(45% of Cap’l)
Pension Assets 12/12 $22.7 mill.

Oblig. $34.7 mill.

Pfd Stock None

Common Stock 12,942,843 shs.
as of 11/6/13

MARKET CAP: $275 million (Small Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 4.0 4.0 6.8
Accounts Receivable 6.0 6.4 3.9
Other 1.4 1.2 3.6
Current Assets 11.4 11.6 14.3
Accts Payable 1.1 1.1 1.9
Debt Due .1 .1 - -
Other 4.1 4.3 5.0
Current Liab. 5.3 5.5 6.9
Fix. Chg. Cov. 160% 156% 154%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 4.5% 3.5% 4.5%
‘‘Cash Flow’’ 6.5% 6.5% 7.0%
Earnings 5.5% 4.5% 6.5%
Dividends 1.5% 3.0% 5.0%
Book Value 7.0% 6.0% 4.5%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 9.0 9.7 10.5 9.8 39.0
2011 9.6 10.5 10.5 10.0 40.6
2012 9.6 10.4 11.0 10.4 41.4
2013 10.1 10.7 10.9 11.3 43.0
2014 10.5 11.5 12.2 11.8 46.0
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .15 .18 .21 .17 .71
2011 .17 .19 .19 .16 .71
2012 .15 .17 .22 .18 .72
2013 .17 .18 .19 .21 .75
2014 .19 .22 .22 .22 .85
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B

Mar.31 Jun.30 Sep.30 Dec.31
2010 .128 .128 .128 .128 .512
2011 .131 .131 .131 .131 .524
2012 .134 .134 .134 .134 .535
2013 .138 .138 .138 .138 .552
2014 .1431

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
- - - - - - - - 2.05 2.05 2.17 2.18 2.58 2.56 2.79 2.89 2.95 3.07
- - - - - - - - .59 .57 .65 .65 .79 .77 .86 .88 .95 1.07
- - - - - - - - .43 .40 .47 .49 .56 .58 .57 .57 .64 .71
- - - - - - - - .34 .35 .37 .39 .42 .45 .48 .49 .51 .52
- - - - - - - - .75 .66 1.07 2.50 1.69 1.85 1.69 2.17 1.18 .83
- - - - - - - - 3.79 3.90 4.06 4.65 4.85 5.84 5.97 6.14 6.92 7.19
- - - - - - - - 9.46 9.55 9.63 10.33 10.40 11.20 11.27 11.37 12.56 12.69
- - - - - - - - 17.8 26.9 24.5 25.7 26.3 31.2 30.3 24.6 21.9 20.7
- - - - - - - - .91 1.47 1.40 1.36 1.40 1.68 1.61 1.48 1.46 1.32
- - - - - - - - 4.4% 3.3% 3.2% 3.1% 2.9% 2.5% 2.8% 3.5% 3.6% 3.5%

20.9 22.5 26.8 28.7 31.4 32.8 37.0 39.0
4.4 4.8 5.8 6.1 6.4 6.4 7.5 8.9

34.8% 36.7% 36.7% 34.4% 36.5% 36.1% 37.9% 38.5%
- - - - - - 7.2% 3.6% 10.1% - - 1.2%

43.4% 42.5% 44.1% 48.3% 46.5% 54.5% 45.7% 48.3%
56.6% 57.5% 55.9% 51.7% 53.5% 45.5% 54.3% 51.7%

69.0 83.6 90.3 126.5 125.7 153.4 160.1 176.4
116.5 140.0 155.3 174.4 191.6 211.4 222.0 228.4
8.5% 7.6% 8.4% 6.2% 6.7% 5.7% 6.2% 6.5%

11.4% 10.0% 11.6% 9.3% 9.5% 9.2% 8.6% 9.8%
11.4% 10.0% 11.6% 9.3% 9.5% 9.2% 8.6% 9.8%

2.6% 2.1% 3.0% 2.2% 1.7% 1.4% 1.9% 2.7%
77% 79% 74% 77% 82% 85% 78% 72%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
3.18 3.21 3.40 3.65 Revenues per sh 4.15
1.09 1.12 1.25 1.35 ‘‘Cash Flow’’ per sh 1.65

.71 .72 .75 .90 Earnings per sh A 1.05

.53 .54 .55 .57 Div’d Decl’d per sh B .70

.74 .94 .90 .85 Cap’l Spending per sh 1.05
7.45 7.73 7.85 8.70 Book Value per sh 9.60

12.79 12.92 13.00 12.60 Common Shs Outst’g C 12.00
23.9 24.4 26.3 Avg Ann’l P/E Ratio 23.0
1.50 1.55 1.47 Relative P/E Ratio 1.55

3.1% 3.1% 2.8% Avg Ann’l Div’d Yield 2.8%

40.6 41.4 43.0 46.0 Revenues ($mill) 50.0
9.1 9.3 10.0 11.5 Net Profit ($mill) 12.5

35.3% 37.6% 36.0% 36.0% Income Tax Rate 36.0%
1.1% 1.1% 1.0% 1.0% AFUDC % to Net Profit 1.0%

47.1% 46.0% 45.0% 44.5% Long-Term Debt Ratio 42.5%
52.9% 54.0% 55.0% 54.5% Common Equity Ratio 57.5%
180.2 184.8 190 185 Total Capital ($mill) 200
233.0 240.3 245 250 Net Plant ($mill) 260
6.4% 6.4% 6.5% 7.5% Return on Total Cap’l 7.5%
9.5% 9.3% 9.5% 11.5% Return on Shr. Equity 11.0%
9.5% 9.3% 9.5% 11.5% Return on Com Equity 11.0%
2.5% 2.4% 3.0% 3.0% Retained to Com Eq 3.5%
73% 74% 71% 63% All Div’ds to Net Prof 67%

Company’s Financial Strength B+
Stock’s Price Stability 90
Price Growth Persistence 70
Earnings Predictability 100

(A) Diluted earnings. Next earnings report due
early February.
(B) Dividends historically paid in mid-January,
April, July, and October.

(C) In millions, adjusted for splits.

BUSINESS: The York Water Company is the oldest investor-owned
regulated water utility in the United States. It has operated contin-
uously since 1816. As of December 31, 2012, the company’s aver-
age daily availability was 35.0 million gallons and its service terri-
tory had an estimated population of 189,000. Has more than 63,000
customers. Residential customers accounted for 63% of 2012 reve-

nues; commercial and industrial (29%); other (8%). It also provides
sewer billing services. Incorporated: PA. York had 103 full-time em-
ployees at 12/31/12. President/CEO: Jeffrey R. Hines. Of-
ficers/directors own 1.2% of the common stock (3/13 proxy). Ad-
dress: 130 East Market Street York, Pennsylvania 17401. Tele-
phone: (717) 845-3601. Internet: www.yorkwater.com.

The York Water Company probably
experienced little growth in the year
just ended. We think that the company’s
share net barely moved higher in 2013,
reaching $0.75, at best. This represents
the fourth-consecutive year in which the
bottom line has showed little improve-
ment. Moreover, the dividend only in-
creased slightly over the same time period.
Higher rates could possibly provide a
nice lift to profits in 2014, however.
York is still awaiting the ruling on a rate
case filed last year in Pennsylvania. The
petition was for a 17% hike in tariffs to en-
able it to recover the nearly $50 million
that it spent over the past several years
upgrading the system’s deteriorating in-
frastructure.
A share-repurchase program would
also help. The company hasn’t really
bought back any of the 1.2 million shares
authorized by its board more than a year
ago. While this might not sound like much,
the amount represents more than 9% of
the company’s outstanding shares.
The balance sheet should remain in
good shape. York’s finances have
strengthened over the last several years.

And, even assuming a reduction in the
equity base resulting from the share
repurchases, we think that the equity-to-
total capital ratio will remain at a healthy
55% next year, and gradually rise to 57%
by 2016-2018. Having solid finances will
also provide York with greater flexibility.
As the industry continues to consolidate,
perhaps a small acquisition or two could
be made to help foster earnings growth.
We have raised the company’s long-
term dividend growth prospects. York
raised its dividend by 3.5% last quarter,
nearly double the average of the past
several years. Though this rate is still be-
low the industry average, it might signal a
more positive long-term trend.
York shares are now ranked 5
(Lowest) for year-ahead relative per-
formance. While our outlook for the com-
pany has improved since our October
report, it now appears that all of the com-
pany’s positive metrics are fully reflected
in the recent stock price. Indeed, the cur-
rent price earnings ratio of nearly 27 is
high, both for a water utility and the gen-
eral market.
James A. Flood January 17, 2014

LEGENDS
1.10 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

2-for-1 split 5/02
3-for-2 split 9/06
Options: No
Shaded areas indicate recessions
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Predictive Risk 
Premium Model ™ 
(PRPM™) (1) 11.89           %

Risk Premium Using 
an Adjusted Market 
Approach (2) 9.67             %

Average 11.33         %

Notes:
(1) From page 13 of this Schedule.
(2) From page 14 of this Schedule.

United Water Rhode Island, Inc.
Summary of Risk Premium Models for the

Proxy Group of Nine Water Companies

Proxy Group of 
Nine Water 
Companies
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Line No.

1. Prospective Yield on Aaa Rated
   Corporate Bonds (1) 5.19 %

2. Adjustment to Reflect Yield Spread
   Between Aaa Rated Corporate
   Bonds and A Rated Public
   Utility Bonds 0.16 (2)

3. Adjusted Prospective Yield on A Rated
   Public Utility Bonds 5.35 %

4. Adjustment to Reflect Bond
    Rating Difference of Proxy Group -0.04 (3)

5. Adjusted Prospective Bond Yield 5.32 %

6. Equity Risk Premium (5) 4.35
     

7.   Risk Premium Derived Common
      Equity Cost Rate 9.67 %

Notes:  (1)

(2)

(3)

(4) From page 17 of this Schedule.

Proxy Group of 
Nine Water 
Companies

The average yield spread of A rated public utility bonds over Aaa 
rated corporate bonds of 0.16% from page 16 of this Schedule.

Adjustment to reflect the A1/A2 Moody's bond rating of the proxy 
group of nine water companies as shown on page 16 of this 
Schedule.  The 4 basis point adjustment is derived by taking 1/6 of 
the spread between  Aa2 and A2 Public Utility Bonds (1/6 * 0.21% = 
0.04%).

Six quarter average consensus forecast ending with Q1 of 2015 
averaged with the 2015-2019 and 2020-2024 consensus forecast of 
Moody's Aaa Rated Corporate bonds from Blue Chip Financial 

United Water Rhode Island, Inc.
Indicated Common Equity Cost Rate

Through Use of a Risk Premium Model
Using an Adjusted Total Market Approach
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Moody's
Bond Rating Bond Rating

February 2014 February 2014

Proxy Group of Nine Water 
Companies

Bond 
Rating

Numerical 
Weighting 

(1)
Bond 
Rating

Numerical 
Weighting 

(1)

American States Water Co. (2) A2 6.0 A+ 5.0
American Water Works Co., Inc. (3) A1 5.0 A 6.0
Aqua America, Inc. (4) NR - - AA- 4.0
Artesian Resources Corp. NR - - NR - - 
California Water Service Group (5) NR - - AA- 4.0
Connecticut Water Service, Inc. (6) NR - - A/A- 6.5
Middlesex Water Company NR - - A 6.0
SJW Corporation (7) NR - - A 6.0
York Water Company NR - - A- 7.0

Average A1/A2 5.5 A+/A 5.5

Notes:
(1) From Schedule PMA-7, page 5 of Ms. Ahern's Direct Exhibit.
(2)
(3) Ratings are those of Pennsylvania American Water.
(4)
(5)
(6)
(7)

Source Information:
Moody's Investors Service
Standard & Poor's Global Utilities Rating Service

United Water Rhode Island, Inc.
Comparison of Bond Ratings, Business Risk and Financial Risk Profiles for the

Proxy Group of Nine Water Companies

Standard & Poor's

Ratings are those of Golden State Water Company.

Ratings are those of Aqua Pennsylvania, Inc.
Ratings are those of California Water Service Co.
Ratings are those of Connecticut Water Company.
Ratings are those of San Jose Water Co.
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Line
No.

1. Calculated equity risk
   premium based on the
   total market using
   the beta approach (1) 4.00 %

2. Mean equity risk premium 
   based on a study
   using the holding period
   returns of public utilities
   with A rated bonds (2) 4.70

3. Average equity risk premium 4.35 %

Notes:  (1) From page 18 of this Schedule.
(2) From page 21 of this Schedule.

Proxy Group of Nine 
Water Companies

United Water Rhode Island, Inc.
Judgment of Equity Risk Premium for

the Proxy Group of Nine Water Companies

Exhibit No.__ 
Schedule PMA-8 Rebuttal 

Page 17 of 34



Line No.

Based on SBBI Valuation Yearbook Data:

1. Ibbotson Equity Risk Premium (1) 5.60 %

2. Ibbotson Equity Risk Premium based on PRPMTM (2) 9.33

Based on Value Line Summary and Index:

3.
Equity Risk Premium Based on Value Line 
Summary and Index (3) 3.55

4. Conclusion of Equity Risk Premium (4) 6.16                 %

5. Adjusted Value Line Beta (5) 0.65

6 Beta Adjusted Equity Risk Premium 4.00 %

Notes:  (1)

(2)

(3)

(4) Average of Lines 1, 2, & 3.

(5)

Sources of Information:

United Water Rhode Island, Inc.
Derivation of Equity Risk Premium Based on the Total Market Approach

Using the Beta for
the Proxy Group of Nine Water Companies

Proxy Group of 
Nine Water 
Companies

Industrial Manual and Mergent Bond Record Monthly Update.
Value Line Summary and Index

Blue Chip Financial Forecasts, February 1, 2014

Based on the arithmetic mean historical monthly returns on large company common 
stocks from Ibbotson® SBBI® 2012 Valuation Yearbook - Market Results for Stocks, 
Bonds, Bills, and Inflation minus the arithmetic mean monthly yield of Moody's Aaa 
and Aa corporate bonds from 1926 - 2012.  (11.83% - 6.23% = 5.60%).

The Predictive Risk Premium Model (PRPMTM) is discussed in Ms. Ahern's 
accompanying direct testimony. The Ibbotson equity risk premium based on the 

PRPMTM is derived by applying the PRPMTM to the monthly risk premiums between 
Ibbotson large company common stock monthly returns minus the average Aaa and 
Aa corporate monthly bond yields, from January 1928 through December 2013.

The equity risk premium based on the Value Line Summary and Index is derived from 
taking the projected 3-5 year total annual market return of 8.74% (described fully in 
note 1 of page 23 of this Schedule) and subtracting the average consensus forecast 
of Aaa corporate bonds of 5.19% (Shown on page 14 of this Schedule). (8.74% - 
5.19% = 3.55% ).

Median beta derived from page 22 of this Schedule.

Ibbotson® SBBI® 2013 Valuation Yearbook - Market Results for Stocks, Bonds, Bills, 
and Inflation, Morningstar, Inc., 2013 Chicago, IL. 
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2 BLUE CHIP FINANCIAL FORECASTS FEBRUARY 1, 2014

Consensus Forecasts Of U.S. Interest Rates And Key Assumptions1

-------------------------------------History----------------------------------------- Consensus Forecasts-Quarterly Avg. 
-------Average For Week Ending------ ----Average For Month---- Latest Q 1Q 2Q 3Q 4Q 1Q 2Q

Interest Rates Jan. 24 Jan. 17 Jan. 10 Jan. 3 Dec. Nov. Oct. 4Q 2013 2014 2014 2014 2014 2015 2015
Federal Funds Rate 0.07 0.07 0.08 0.08 0.09 0.08 0.09 0.09 0.1 0.1 0.2 0.2 0.2 0.3
Prime Rate 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.3 3.3 3.3 3.3 3.3 3.4
LIBOR, 3-mo. 0.24 0.24 0.24 0.24 0.24 0.24 0.24 0.24 0.3 0.3 0.3 0.4 0.4 0.5
Commercial Paper, 1-mo. 0.05 0.05 0.05 0.05 0.06 0.05 0.07 0.06 0.1 0.1 0.1 0.2 0.2 0.4
Treasury bill, 3-mo. 0.04 0.04 0.05 0.07 0.07 0.07 0.05 0.06 0.1 0.1 0.1 0.1 0.2 0.3
Treasury bill, 6-mo. 0.07 0.06 0.07 0.10 0.10 0.10 0.08 0.09 0.1 0.1 0.2 0.2 0.3 0.4
Treasury bill, 1 yr. 0.11 0.11 0.13 0.13 0.13 0.12 0.12 0.12 0.2 0.2 0.3 0.4 0.5 0.7
Treasury note, 2 yr. 0.41 040 0.41 0.39 0.34 0.30 0.34 0.33 0.4 0.5 0.6 0.8 1.0 1.2
Treasury note, 5 yr. 1.67 1.65 1.71 1.73 1.58 1.37 1.37 1.44 1.7 1.8 1.9 2.1 2.2 2.4
Treasury note, 10 yr. 2.86 2.86 2.96 3.01 2.90 2.72 2.62 2.75 3.0 3.1 3.2 3.3 3.4 3.5
Treasury note, 30 yr. 3.75 3.78 3.87 3.93 3.89 3.80 3.68 3.79 3.9 4.0 4.1 4.3 4.3 4.4
Corporate Aaa bond 4.47 4.48 4.53 4.55 4.62 4.63 4.53 4.59 4.6 4.8 4.9 5.0 5.1 5.2
Corporate Baa bond 5.17 5.19 5.28 5.35 5.38 5.38 5.31 5.36 5.4 5.6 5.7 5.8 5.9 6.0
State & Local bonds 4.50 4.55 4.68 4.75 4.73 4.60 4.56 4.63 4.6 4.7 4.8 4.8 4.9 5.0
Home mortgage rate 4.39 4.41 4.51 4.53 4.46 4.26 4.19 4.30 4.6 4.7 4.8 5.0 5.1 5.2

----------------------------------------History------------------------------------------- Consensus Forecasts-Quarterly
1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q* 1Q 2Q 3Q 4Q 1Q 2Q

Key Assumptions 2012 2012 2012 2012 2013 2013 2013 2013 2014 2014 2014 2014 2015 2015
Major Currency Index 72.9 73.9 74.0 73.2 74.7 76.4 76.7 76.0 76.8 77.2 77.6 77.6 77.7 77.7
Real GDP 3.7 1.2 2.8 0.1 1.1 2.5 4.1 3.1 2.5 2.8 2.9 3.0 3.0 3.0
GDP Price Index 2.0 1.8 2.3 1.1 1.3 0.6 2.0 1.4 1.7 1.7 1.9 1.9 2.0 2.0
Consumer Price Index 2.3 1.0 2.1 2.2 1.4 0.0 2.6 0.9 1.8 1.8 2.1 2.0 2.1 2.0
Forecasts for interest rates and the Federal Reserve’s Major Currency Index represent averages for the quarter. Forecasts for Real GDP, GDP Price Index and Consumer Price 
Index are seasonally-adjusted annual rates of change (saar). Individual panel members’ forecasts are on pages 4 through 9. Historical data for interest rates except LIBOR is from 
Federal Reserve Release (FRSR) H.15. LIBOR quotes available from The Wall Street Journal. Interest rate definitions are same as those in FRSR H.15. Treasury yields are 
reported on a constant maturity basis. Historical data for Fed’s Major Currency Index is from FRSR H.10 and G.5. Historical data for Real GDP and GDP Chained Price Index 
are from the Bureau of Economic Analysis (BEA). Consumer Price Index (CPI) history is from the Department of Labor’s Bureau of Labor Statistics (BLS). *Figures for 4Q 
2013 Real GDP and GDP Chained Price Index are consensus forecasts based on a special question asked of the panelists’ this month.
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14 BLUE CHIP FINANCIAL FORECASTS DECEMBER 1, 2013

Long-Range Estimates:
The table below contains results of our semi-annual long-range CONSENSUS survey. There are also Top 10 and Bottom 10 averages 
for each variable. Shown are estimates for the years 2015 through 2019 and averages for the five-year periods 2015-2019 and 2020-2024. 
Apply these projections cautiously. Few economic, demographic and political forces can be evaluated accurately over such long time spans.

 -----------Average For The Year------------ Five-Year Averages
Interest Rates 2015 2016 2017 2018 2019 2015-2019 2020-2024
1. Federal Funds Rate CONSENSUS 0.4 1.7 2.9 3.6 3.9 2.5 3.7

   Top 10 Average 0.8 2.6 3.9 4.2 4.5 3.2 4.4
   Bottom 10 Average 0.2 0.8 1.6 2.6 3.1 1.6 2.9

2. Prime Rate CONSENSUS 3.5 4.8 6.0 6.6 6.9 5.6 6.7
   Top 10 Average 3.9 5.6 6.9 7.2 7.6 6.2 7.4
   Bottom 10 Average 3.3 4.1 5.0 5.7 6.1 4.8 5.8

3. LIBOR, 3-Mo. CONSENSUS 0.9 2.2 3.3 4.0 4.2 2.9 4.0
   Top 10 Average 1.6 3.3 4.6 5.0 5.2 3.9 5.0
   Bottom 10 Average 0.4 1.1 2.0 2.8 3.3 1.9 3.0

4. Commercial Paper, 1-Mo. CONSENSUS 0.6 2.0 3.1 3.7 3.9 2.6 3.7
   Top 10 Average 1.0 2.7 3.9 4.3 4.5 3.3 4.3
   Bottom 10 Average 0.3 1.3 2.3 2.9 3.1 2.0 3.0

5. Treasury Bill Yield, 3-Mo. CONSENSUS 0.5 1.7 2.9 3.5 3.7 2.5 3.6
   Top 10 Average 1.0 2.7 3.9 4.3 4.5 3.3 4.3
   Bottom 10 Average 0.2 0.8 1.7 2.4 3.0 1.6 2.7

6. Treasury Bill Yield, 6-Mo. CONSENSUS 0.7 2.0 3.1 3.7 3.9 2.7 3.8
   Top 10 Average 1.2 2.9 4.1 4.5 4.6 3.5 4.5
   Bottom 10 Average 0.3 1.1 1.9 2.7 3.1 1.8 2.8

7. Treasury Bill Yield, 1-Yr. CONSENSUS 0.9 2.2 3.2 3.8 4.0 2.8 3.9
   Top 10 Average 1.5 3.2 4.3 4.7 4.8 3.7 4.6
   Bottom 10 Average 0.4 1.2 2.0 2.8 3.1 1.9 2.9

8. Treasury Note Yield, 2-Yr. CONSENSUS 1.4 2.6 3.6 4.0 4.3 3.2 4.2
   Top 10 Average 2.0 3.5 4.5 4.9 5.0 4.0 4.9
   Bottom 10 Average 0.8 1.7 2.4 3.1 3.5 2.3 3.3

10. Treasury Note Yield, 5-Yr. CONSENSUS 2.3 3.3 4.1 4.4 4.6 3.7 4.4
   Top 10 Average 2.9 4.0 4.8 5.1 5.3 4.4 5.1
   Bottom 10 Average 1.7 2.6 3.2 3.5 3.7 2.9 3.6

11. Treasury Note Yield, 10-Yr. CONSENSUS 3.4 4.1 4.6 4.8 5.0 4.4 4.9
   Top 10 Average 3.9 4.8 5.3 5.6 5.8 5.1 5.6
   Bottom 10 Average 2.8 3.5 3.8 4.0 4.1 3.7 4.0

12. Treasury Bond Yield, 30-Yr. CONSENSUS 4.3 4.7 5.2 5.5 5.6 5.0 5.5
   Top 10 Average 4.8 5.5 6.0 6.3 6.5 5.8 6.2
   Bottom 10 Average 3.7 4.0 4.4 4.6 4.7 4.3 4.6

13. Corporate Aaa Bond Yield CONSENSUS 4.9 5.4 5.9 6.2 6.3 5.7 6.2
   Top 10 Average 5.6 6.2 6.7 7.0 7.2 6.5 7.0
   Bottom 10 Average 4.2 4.5 4.9 5.2 5.3 4.8 5.3

13. Corporate Baa Bond Yield CONSENSUS 5.9 6.3 6.8 7.1 7.2 6.7 7.0
   Top 10 Average 6.5 7.1 7.5 7.9 8.1 7.4 7.9
   Bottom 10 Average 5.1 5.4 5.7 6.1 6.1 5.7 6.0

14. State & Local  Bonds Yield CONSENSUS 4.8 5.2 5.6 5.7 5.7 5.4 5.5
   Top 10 Average 5.2 5.9 6.3 6.5 6.6 6.1 6.3
   Bottom 10 Average 4.3 4.5 4.8 4.9 4.9 4.7 4.7

15. Home Mortgage Rate CONSENSUS 5.1 5.6 6.1 6.4 6.5 5.9 6.4
   Top 10 Average 5.6 6.3 6.9 7.1 7.3 6.6 7.1
   Bottom 10 Average 4.4 5.0 5.3 5.5 5.6 5.2 5.6

A. FRB - Major Currency Index CONSENSUS 77.8 78.4 78.8 79.1 79.2 78.7 79.7
   Top 10 Average 81.0 82.3 83.4 84.2 84.4 83.1 84.8
   Bottom 10 Average 74.6 74.3 74.0 73.7 74.0 74.1 74.7

 ----------Year-Over-Year, %  Change---------- Five-Year Averages
2015 2016 2017 2018 2019 2015-2019 2020-2024

B. Real GDP CONSENSUS 3.0 2.9 2.7 2.6 2.5 2.7 2.4
   Top 10 Average 3.5 3.3 3.1 2.9 2.9 3.1 2.7
   Bottom 10 Average 2.5 2.5 2.3 2.1 2.2 2.3 2.1

C. GDP Chained Price Index CONSENSUS 2.0 2.1 2.1 2.1 2.1 2.1 2.1
   Top 10 Average 2.5 2.5 2.6 2.5 2.5 2.5 2.5
   Bottom 10 Average 1.5 1.7 1.7 1.7 1.7 1.7 1.7

D. Consumer Price Index CONSENSUS 2.2 2.3 2.3 2.3 2.3 2.3 2.3
   Top 10 Average 2.6 2.8 2.8 2.8 2.8 2.8 2.8
   Bottom 10 Average 1.7 1.9 1.9 1.9 2.0 1.9 1.9
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1.
Arithmetic Mean Holding Period Returns on 
the Standard & Poor's Utility Index 1926-
2012 (2): 10.69 %

2.
Arithmetic Mean Yield on Moody's A Rated 
Public Utility Yields 1926-2012 (6.53)

3. Historical Equity Risk Premium 4.16 %

4.

Forecasted Equity Risk Premium Based on 

PRPMTM (3) 5.24                    

5.
Average of Historical and PRPMTM Equity 
Risk Premium 4.70 %

Notes:  (1)

(2)

(3) The Predictive Risk Premium Model (PRPMTM) is applied to the risk premium of 
the monthly total returns of the S&P Utility Index and the monthly yields on 
Moody's A rated public utility bonds from 1928 - 2012.

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

Based on S&P Public Utility Index monthly total returns and Moody's Public 
Utility Bond average monthly yields from 1926-2012, (AUS Consultants, 2013).

United Water Rhode Island, Inc.
Derivation of Mean Equity Risk Premium Based on a Study

Using Holding Period Returns of Public Utilities

Over A Rated 
Moody's Public Utility 

Bonds - AUS 
Consultants Study (1)
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United Water Rhode Island, Inc.
Indicated Common Equity Cost Rate Through Use

of the Traditional Capital Asset Pricing Model (CAPM) and Empirical Capital Asset Pricing Model (ECAPM)

1 2 3 4 5 6

Proxy Group of Nine Water Companies

Value Line 
Adjusted 

Beta

American States Water Co. 0.65 7.09 % 4.44 % 9.05 % 9.67 %
American Water Works Co., Inc. 0.65 7.09 4.44 9.05 9.67
Aqua America, Inc. 0.60 7.09 4.44 8.69 9.40
Artesian Resources Corp. 0.55 7.09 4.44 8.34 9.14
California Water Service Group 0.60 7.09 4.44 8.69 9.40
Connecticut Water Service, Inc. 0.75 7.09 4.44 9.76 10.20
Middlesex Water Company 0.75 7.09 4.44 9.76 10.20
SJW Corporation 0.85 7.09 4.44 10.47 10.73
York Water Company 0.70 7.09 4.44 9.40 9.93

Average 0.68 9.25 % 9.82 % 9.54 %

Median 0.65 9.05 % 9.67 % 9.36 %

See page 23 for notes.

Market Risk 
Premium (1)

Risk-Free 
Rate (2)

Traditional 
CAPM Cost 

Rate (3)

ECAPM 
Cost Rate 

(4)

Indicated 
Common 

Equity Cost 
Rate (5)
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United Water Rhode Island, Inc. 

Development of the Market-Required Rate of Return on Common Equity Using 
the Capital Asset Pricing Model for  

the Proxy Group of Nine Water Companies 
Adjusted to Reflect a Forecasted Risk-Free Rate and Market Return 

 
Notes: 
 
(1) For reasons explained in Ms. Ahern’s accompanying direct testimony, from the 13 weeks ending February 7, 2014, Value 

Line Summary & Index, a forecasted 3-5 year total annual market return of 8.74% can be derived by averaging the 13 
weeks ending February 7, 2014 forecasted total 3-5 year total appreciation, converting it into an annual market 
appreciation and adding the Value Line average forecasted annual dividend yield.  

 
The 3-5 year average total market appreciation of 30% produces a four-year average annual return of 6.78% ((1.300.25) - 
1).  When the average annual forecasted dividend yield of 1.96% is added, a total average market return of 8.74% (1.96% 
+ 6.78%) is derived.  

 
The 13 weeks ending February 7, 2014 forecasted total market return of 8.74% minus the risk-free rate of 4.44% 
(developed in Note 2) is 4.30% (8.74% - 4.44%).   
 
The Predictive Risk Premium Model (PRPMTM) market equity risk premium of 10.43% is derived by applying the PRPMTM to 
the monthly equity risk premium of large company common stocks over the income return on long-term U.S. Government 
Securities from January 1926 through December 2013.   
 
The Morningstar, Inc. (Ibbotson Associates) calculated arithmetic mean monthly market equity risk premium of 6.55% for 
the period 1926-2012 results from a total market return of 11.83%% less the arithmetic mean income return on long-term 
U.S. Government Securities of 5.28% (11.83% - 5.28% = 6.55%).   
 
These three expectational risk premiums are then averaged, resulting in a 7.09% market equity risk premium, which is then 
multiplied by the beta in column 1 of page 1 of this Schedule. ((4.30% + 10.43% + 6.55%)/3). 

 
(2) For reasons explained in Ms. Ahern’s direct testimony, the risk-free rate that Ms. Ahern relies upon for her CAPM analysis 

is the average forecast of 30-year Treasury Note yields per the consensus of nearly 50 economists reported in the Blue 
Chip Financial Forecasts dated December 1, 2013 and February 1, 2014 (see pages 19 & 20 of this Schedule).The 
estimates are detailed below: 

 
      

 30-Year 
  Treasury Note Yield  

                                 First Quarter 2014  3.90% 
                                 Second Quarter 2014  4.00% 
                                 Third Quarter 2014  4.10% 
   Fourth Quarter 2014  4.30% 
                                 First Quarter 2015  4.30% 
                                 Second Quarter 2015  4.40% 
   2015 – 2019  5.00% 
   2020 – 2024  5.50% 
                                  

Average  4.44% 
 

 
(3) The traditional Capital Asset Pricing Model (CAPM) is applied using the following formula: 

 
RS = RF + β (RM - RF) 

 
Where  RS = Return rate of common stock 
        RF = Risk Free Rate 
        β  = Value Line Adjusted Beta 
        RM = Return on the market as a whole 

 
(4) The empirical CAPM is applied using the following formula: 
 

RS = RF + .25 (RM  - RF ) + .75 β (RM  - RF ) 
 

Where  RS = Return rate of common stock 
        RF = Risk-Free Rate 
        β  = Value Line Adjusted Beta 
        RM = Return on the market as a whole 
 

 
 Source of Information:  Value Line Summary & Index  

Blue Chip Financial Forecasts, December 1, 2013 & February 1, 2014 
Value Line Investment Survey, (Standard Edition) 

 2013 Ibbotson® SBBI® Valuation Yearbook, Morningstar, Inc., 2013, Chicago, IL 
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Principal Methods

Discounted Cash Flow Model (DCF) (1) 12.02              %

Risk Premium Model (RPM) (2) 10.32              %

Capital Asset Pricing Model (CAPM) (3) 9.67                %

Average 10.67              %

Notes:
(1) From page 28 of this Schedule.
(2)
(3) From Page 32 of this Schedule.

From page 29 of this Schedule.

United Water Rhode Island, Inc.
Summary of Cost of Equity Models Applied to the
Proxy Group of Non-Price-Regulated Companies

Comparable in Total Risk to the
Proxy Group of Nine Water Companies

 Proxy Group of 
Twenty-Seven 

Non-Price-
Regulated 
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Proxy Group of Nine Water 
Companies

Value Line 
Adjusted 

Beta
Unadjusted 

Beta

Residual 
Standard Error 

of the 
Regression

Standard 
Deviation of 

Beta

American States Water Co. 0.70 0.48 3.3620 0.0650
American Water Works Co., Inc. 0.65 0.44 3.0655 0.0610
Aqua America, Inc. 0.60 0.36 2.5902 0.0501
Artesian Resources Corp. 0.55 0.30 2.6477 0.0512
California Water Service Group 0.65 0.40 2.7115 0.0524
Connecticut Water Service, Inc. 0.75 0.58 3.1061 0.0601
Middlesex Water Company 0.70 0.54 2.6637 0.0515
SJW Corporation 0.85 0.70 3.6057 0.0697
York Water Company 0.70 0.48 3.1325 0.0606

Average 0.68 0.48 2.9872 0.0580

Beta Range (+/- 2 std. Devs. of Beta) 0.36 0.60
   2 std. Devs. of Beta 0.12

Residual Std. Err. Range (+/- 2 std.
   Devs. of the Residual Std. Err.) 2.7246 3.2498

Std. dev. of the Res. Std. Err. 0.1313

2 std. devs. of the Res. Std. Err. 0.2626

United Water Rhode Island, Inc.
Basis of Selection of Comparable Risk 

Domestic Non-Price Regulated Companies
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Proxy Group of Twenty-Seven Non-
Price-Regulated Companies

VL Adjusted 
Beta

Unadjusted 
Beta

Residual 
Standard 

Error of the 
Regression

Standard 
Deviation of 

Beta

Gallagher (Arthur J.) 0.75 0.57 2.9742 0.0575
Baxter Intl Inc. 0.70 0.49 2.9372 0.0568
Bristol-Myers Squibb 0.70 0.50 2.8839 0.0558
Brown & Brown 0.75 0.55 3.1464 0.0608
ConAgra Foods 0.65 0.42 2.7898 0.0540
Capitol Fed. Finl 0.60 0.39 3.0449 0.0589
Quest Diagnostics 0.75 0.59 2.7655 0.0535
Dun & Bradstreet 0.75 0.60 2.9024 0.0561
DaVita HealthCare 0.65 0.46 2.8841 0.0558
Haemonetics Corp. 0.65 0.41 2.7538 0.0533
Kroger Co. 0.60 0.36 2.8843 0.0558
Lancaster Colony 0.70 0.53 3.1660 0.0612
McKesson Corp. 0.75 0.58 3.2240 0.0623
Mercury General 0.70 0.48 3.0066 0.0581
Mead Johnson Nutrition 0.65 0.43 3.1630 0.0824
Annaly Capital Mgmt. 0.65 0.39 3.2022 0.0619
Northwest Bancshares 0.75 0.59 3.0864 0.0597
Owens & Minor 0.70 0.53 3.2368 0.0626
Peoples United Finl 0.65 0.46 2.8665 0.0554
Sherwin-Williams 0.70 0.48 2.9688 0.0574
Smucker (J.M.) 0.70 0.49 2.9429 0.0569
Silgan Holdings 0.75 0.56 2.8926 0.0559
Suburban Propane 0.70 0.54 3.0689 0.0593
Stericycle Inc. 0.70 0.49 2.9267 0.0566
Waste Connections 0.70 0.53 2.7663 0.0535
Weis Markets 0.65 0.42 2.9050 0.0562
Berkley (W.R.) 0.70 0.47 2.9475 0.0570

Average 0.69 0.49 2.9754 0.0583

Proxy Group of Nine Water 
Companies 0.68 0.48 2.9872 0.0580

United Water Rhode Island, Inc.
Proxy Group of Non-Price Regulated Companies

Comparable in Total Risk to the
Proxy Group of Nine Water Companies
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Basis of Selection of the Group of Non-Price Regulated Companies 
Comparable in Total Risk to the Proxy Group of Nine Water Companies 

   
       

 
 The criteria for selection of the proxy group of twenty-seven non-price regulated companies 
was that the non-price regulated companies be domestic and reported in Value Line Investment 
Survey (Standard Edition).  
  
 The proxy group of twenty-seven non-price regulated companies were then selected based 
upon the unadjusted beta range of 0.36 – 0.60 and standard error of the regression range of 2.7246 
– 3.2498 of the water proxy group.   
  
 These ranges are based upon plus or minus two standard deviations of the unadjusted beta 
and standard error of the regression. Plus or minus two standard deviations captures 95.50% of the 
distribution of unadjusted betas and standard errors of the regression. 
 

 
 
 The standard deviation of the water industry’s standard error of the regression is 0.1313. The 
standard deviation of the standard error of the regression is calculated as follows: 
 

Standard Deviation of the Std. Err. of the Regr.  =   Standard Error of the Regression 
                              N2   

 
where: N =  number of observations.  Since Value Line betas are derived from weekly price 

change observations over a period of five years, N  =   259 
 

Thus, 0.1313  =     2.9872    =         2.9872 

      518                    22.7596 
 
 
 
 
 
 
        
 
 
Source of Information: Value Line, Inc., June 15, 2013 
   Value Line Investment Survey (Standard Edition) 
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United Water Rhode Island, Inc.
DCF Results for the Proxy Group of Non-Price-Regulated Companies Comparable in Total Risk to

the Proxy Group of Nine Water Companies

Proxy Group of Twenty-Seven 
Non-Price-Regulated 
Companies

Average 
Dividend 

Yield

Value Line 
Projected 
Five Year 
Growth in 

EPS

Reuters Mean 
Consensus 

Projected Five 
Year Growth 
Rate in EPS

Zack's 
Five Year 
Projected 
Growth 
Rate in 

EPS

Yahoo! 
Finance 

Projected 
Five Year 
Growth in 

EPS

Average 
Projected 
Five Year 
Growth 
Rate in 

EPS

Adjusted 
Dividend 

Yield

Indicated 
Common 

Equity Cost 
Rate

Gallagher (Arthur J. 2.99         % 12.50          % 12.00              % 10.70       % 12.36       % 11.89        % 3.17       % 15.06         %
Baxter Intl Inc.   2.88         8.50            7.40                8.50         7.44         7.96          3.00       10.96         
Bristol-Myers Squibb 2.69         10.00          13.00              9.10         13.67       11.44        2.84       14.28         
Brown & Brown       1.28         14.00          14.00              13.10       15.53       14.16        1.38       15.54         
ConAgra Foods       3.06         11.00          8.80                8.70         8.70         9.30          3.21       12.51         
Capitol Fed. Finl  2.51         6.00            5.00                3.50         5.00         4.88          2.57       7.45           
Quest Diagnostics   2.12         7.00            9.80                10.60       9.84         9.31          2.22       11.53         
Dun & Bradstreet    1.37         9.00            9.90                9.90         9.05         9.46          1.44       10.90         
DaVita Inc.         -           14.00          12.00              12.30       12.22       12.63        -         NA
Haemonetics Corp.   -           11.00          13.00              12.30       13.00       12.33        -         NA
Kroger Co.          1.51         10.50          7.90                7.20         7.90         8.38          1.58       9.96           
Lancaster Colony    1.87         6.00            7.00                NA 7.00         6.67          1.93       8.60           
McKesson Corp.      0.59         10.50          19.00              14.00       19.93       15.86        0.63       16.49         
Mercury General     5.15         8.00            2.10                2.10         2.10         3.58          5.24       8.82           
Mead Johnson Nutrition 1.65         12.00          10.00              11.80       10.75       11.14        1.74       12.88         
Annaly Capital Mgmt. 13.89       (2.50)          NA 3.50         (4.70)        3.50          14.13     17.63         
Northwest Bancshares, Inc. 3.63         8.50            5.00                5.00         5.00         5.88          3.74       9.62           
Owens & Minor       2.63         10.50          13.00              9.00         13.00       11.38        2.78       14.16         
Peoples United Fin 4.44         19.00          12.00              6.50         12.07       12.39        4.71       17.10         
Sherwin-Williams    1.08         16.50          14.00              14.60       14.10       14.80        1.16       15.96         
Smucker (J.M.)      2.27         8.50            8.40                7.70         8.43         8.26          2.37       10.63         
Silgan Holdings     1.20         10.50          9.70                10.30       9.73         10.06        1.26       11.32         
Suburban Propane    7.81         6.00            23.00              3.00         23.00       13.75        8.35       22.10         
Stericycle Inc.     -           12.00          15.00              16.00       15.67       14.67        -         NA
Waste Connections   0.94         12.00          13.00              19.50       13.85       14.59        1.01       15.60         
Weis Markets        2.37         3.50            NA NA NA 3.50          2.41       5.91           
Berkley (W.R.)      0.94         12.50          7.90                9.50         6.91         9.20          0.99       10.19         

Average 12.72         %

Median 12.02         %

NA= Not Available
NMF= Not Meaningful Figure

(1)

Source of Information: Value Line Investment Survey:
www.reuters.com Downloaded on 02/05/2014
www.zacks.com Downloaded on 02/05/2014
www.yahoo.com Downloaded on 02/05/2014

Ms. Ahern's application of the DCF model to the domestic, non-price regluated comparable risk companies is identical to the application of the DCF to her proxy group 
of water companies.  She uses the 60 day average price and the spot indicated dividend as of February 4, 2014 for her dividend yield and then adjusts that yield for 
1/2 the average projected growth rate in EPS, which is calculated by averaging the 5 year projected growth in EPS provided by Value Line, www.reuters.com, 
www.zacks.com, and www.yahoo.com (excluding any negative growth rates) and then adding that growth rate to the adjusted dividend yield.
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Line No.

1. Prospective Yield on Baa Rated
   Corporate Bonds (1) 6.01 %

2. Equity Risk Premium (2) 4.31
     

3.   Risk Premium Derived Common
      Equity Cost Rate 10.32 %

Notes:  (1)

First Quarter 2014 5.40 %
Second Quarter 2014 5.60

Third Quarter 2014 5.70
Fourth Quarter 2014 5.80

First Quarter 2015 5.90
Second Quarter 2015 6.00

2015-2019 6.70
2020-2024 7.00

Average 6.01 %

(2) From page 31 of this Schedule.

Average forecast based upon estimates of Baa rated corporate 
bonds per the consensus of nearly 50 economists reported in Blue 
Chip Financial Forecasts dated December 1, 2013 and February 
1, 2014 (see pages 19 and 20 of this Schedule).  The estimates 
are detailed below.

United Water Rhode Island, Inc.
Indicated Common Equity Cost Rate

Through Use of a Risk Premium Model
Using an Adjusted Total Market Approach

Proxy Group of 
Twenty-Seven Non-

Price-Regulated 
Companies
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United Water Rhode Island, Inc.
Comparison of Bond Ratings for the

Proxy Group of Non-Price-Regulated Companies Comparable in Total Risk to the
Proxy Group of Nine Water Companies

Moody's Standard & Poor's
Bond Rating Bond Rating

February 2014 February 2014

Proxy Group of Twenty-Seven 
Non-Price-Regulated 
Companies

Bond 
Rating

Numerical 
Weighting (1)

Bond 
Rating

Numerical 
Weighting (1)

Gallagher (Arthur J.) NA -- NA --
Baxter Intl Inc. A3 10.0 A 6.0
Bristol-Myers Squibb A2 6.0 A+ 5.0
Brown & Brown NA -- NA --
ConAgra Foods Baa2 9.0 BB+ 11.0
Capitol Fed. Finl NA 16.0 NA --
Quest Diagnostics Baa2 9.0 BBB+ 8.0
Dun & Bradstreet NA -- NA --
DaVita HealthCare Ba3 13.0 B 15.0
Haemonetics Corp. NA -- NA --
Kroger Co. Baa2 9.0 BBB 9.0
Lancaster Colony NA -- NA --
McKesson Corp. Baa2 9.0 A- 7.0
Mercury General NA -- NA --
Mead Johnson Nutrition NA -- BBB- 10.0
Annaly Capital Mgmt. NA -- NA --
Northwest Bancshares NA -- NA --
Owens & Minor Ba1 11.0 BBB 9.0
Peoples United Finl A3 7.0 BBB+ 8.0
Sherwin-Williams A3 7.0 A 6.0
Smucker (J.M.) A3 7.0 NA --
Silgan Holdings Ba1 11.0 BB- 13.0
Suburban Propane Ba2 12.0 BB- 13.0
Stericycle Inc. NA -- NA --
Waste Connections NA -- NA --
Weis Markets NA -- NA --
Berkley (W.R.) Baa2 9.0 BBB+ 8.0

Average Baa2 9.7 BBB 9.1

Notes:
(1) From Schedule PMA-7, page 5 of Ms. Ahern's Direct Testimony.

Source of Information:
  Standard & Poor's Bond Guide January 2014
  www.moodys.com; downloaded 2/5/2014
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United Water Rhode Island, Inc.
Derivation of Equity Risk Premium Based on the Total Market Approach

Using the Beta for
the Proxy Group of Non-Price-Regulated Companies

Proxy Group of Nine Water Companies

Line No.

Based on SBBI Valuation Yearbook Data:

1. Ibbotson Equity Risk Premium (1) 5.60 %

2. Ibbotson Equity Risk Premium based on PRPMTM (2) 9.33

Based on Value Line Summary and Index:

3.
Equity Risk Premium Based on Value Line 
Summary and Index (3) 3.55

4. Conclusion of Equity Risk Premium (4) 6.16                 %

5. Adjusted Value Line Beta (5) 0.70

6. Forecasted Equity Risk Premium 4.31 %

Notes:  (1)

(2)

(3)
(4)
(5)

Sources of Information:

Proxy Group of 
Twenty-Seven Non-

Price-Regulated 
Companies

Based on the arithmetic mean historical monthly returns on large company common 
stocks from Ibbotson® SBBI® 2013 Valuation Yearbook - Market Results for Stocks, 
Bonds, Bills, and Inflation minus the arithmetic mean monthly yield of Moody's Aaa 
and Aa corporate bonds from 1926 - 2012.  (11.83% - 6.23% = 5.60%).

The Predictive Risk Premium Model (PRPMTM) is discussed in Ms. Ahern's 
accompanying direct testimony. The Ibbotson equity risk premium based on the 

PRPMTM is derived by applying the PRPMTM to the monthly risk premiums between 
Ibbotson large company common stock monthly returns minus the average Aaa and 
Aa corporate monthly bond yields, from January 1928 through December 2013.

Average of Lines 1, 2, & 3.Average of Lines 1, 2, & 3.
Median beta derived from page 32 of this Schedule.

From page 18 of this schedule.

Ibbotson® SBBI® 2013 Valuation Yearbook - Market Results for Stocks, Bonds, Bills, and 
Inflation, Morningstar, Inc., 2013 Chicago, IL. 

Value Line Summary and Index
Blue Chip Financial Forecasts, December 1,2013 and February 1, 2014
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United Water Rhode Island, Inc.
Traditional CAPM and ECAPM Results for the Proxy Group of Non-Price-Regulated Companies Comparable in Total Risk to the

Proxy Group of Nine Water Companies

Proxy Group of Twenty-
Seven Non-Price-Regulated 
Companies

Value Line 
Adjusted 

Beta

Gallagher (Arthur J.) 0.75 7.09 % 4.44 % 9.76 % 10.20 %
Baxter Intl Inc. 0.70 7.09 4.44 9.40 9.93
Bristol-Myers Squibb 0.70 7.09 4.44 9.40 9.93
Brown & Brown 0.75 7.09 4.44 9.76 10.20
ConAgra Foods 0.65 7.09 4.44 9.05 9.67
Capitol Fed. Finl 0.60 7.09 4.44 8.69 9.40
Quest Diagnostics 0.75 7.09 4.44 9.76 10.20
Dun & Bradstreet 0.75 7.09 4.44 9.76 10.20
DaVita HealthCare 0.65 0.00 4.44 4.44 4.44
Haemonetics Corp. 0.65 0.00 4.44 4.44 4.44
Kroger Co. 0.60 0.00 4.44 4.44 4.44
Lancaster Colony 0.70 0.00 4.44 4.44 4.44
McKesson Corp. 0.75 0.00 4.44 4.44 4.44
Mercury General 0.70 7.09 4.44 9.40 9.93
Mead Johnson Nutrition 0.65 7.09 4.44 9.05 9.67
Annaly Capital Mgmt. 0.65 7.09 4.44 9.05 9.67
Northwest Bancshares 0.75 7.09 4.44 9.76 10.20
Owens & Minor 0.70 7.09 4.44 9.40 9.93
Peoples United Finl 0.65 7.09 4.44 9.05 9.67
Sherwin-Williams 0.70 7.09 4.44 9.40 9.93
Smucker (J.M.) 0.70 7.09 4.44 9.40 9.93
Silgan Holdings 0.75 7.09 4.44 9.76 10.20
Suburban Propane 0.70 7.09 4.44 9.40 9.93
Stericycle Inc. 0.70 7.09 4.44 9.40 9.93
Waste Connections 0.70 7.09 4.44 9.40 9.93
Weis Markets 0.65 7.09 4.44 9.05 9.67
Berkley (W.R.) 0.70 7.09 4.44 9.40 9.93

Average 0.69 8.47 % 8.91 % 8.69 %

Median 0.70 9.40 % 9.93 % 9.67 %

Notes:
(1) From page 23, note 1 of this Schedule.
(2) From page 23, note 2 of this Schedule.
(3) Derived from the model shown on page 23, note 3 of this Schedule.
(4) Derived from the model shown on page 23, note 4 of this Schedule.
(5) Average of CAPM and ECAPM cost rates.

Market Risk 
Premium (1)

Risk-Free 
Rate (2)

Traditional 
CAPM Cost 

Rate (3)
ECAPM Cost 

Rate (4)

Indicated 
Common Equity 

Cost Rate (5)
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(a) (b)
Line No. Market Value Book Value

1. Per Share 28.900$       (1) 15.110$     (2)

2. DCF Cost Rate 9.25% (3) 9.25% (3)

3. Return in Dollars 2.673$         1.398$       

4. Dividends 0.867$         (4) 0.867$       (4)

5. Growth in Dollars 1.806$         0.531$       

6. Return on Market Value (5) 9.25% 4.84%

7. 6.25% 1.84%

Notes:  (1)
(2)
(3)
(4)

(5)
(6) Line 6 - dividend yield (9.25% - 3.00% = 6.25%).

Rate of Growth on Market Value (6)

United Water Rhode Island, Inc.
Example of the Inadequacy of

DCF Return Rate Related to Book Value
When Market Value Exceeds Book Value

Based on Mr. Kahal's Water Proxy Group

Month-end prices from Standard & Poor's Stock Guide, July-December 2013.
Derived from page 34 of Schedule PMA-8 Rebuttal.
From Schedule MIK-4, page 1 of 5.
Dividends per share based upon a 3.00% adjusted dividend yield. $0.867 = 
$28.900 * 3.00%.
Line 3 / market value per share (line 1 column (a)).
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United Water Rhode Island, Inc.
Corrected Common Equity Cost Rate Through Use

of the Traditional Capital Asset Pricing Model (CAPM) and Empirical Capital Asset Pricing Model (ECAPM)

1 2 3 4 5 6

Mr. Kahal's Water Utility Group

Value Line 
Adjusted 

Beta

American States Water Co. 0.65 7.09 % 4.44 % 9.05 % 9.67 %
American Water Works Co., Inc. 0.65 7.09 4.44 9.05 9.67
Aqua America, Inc. 0.60 7.09 4.44 8.69 9.40
California Water Service Group 0.60 7.09 4.44 8.69 9.40
Connecticut Water Service, Inc. 0.75 7.09 4.44 9.76 10.20
Middlesex Water Company 0.75 7.09 4.44 9.76 10.20
SJW Corporation 0.85 7.09 4.44 10.47 10.73
York Water Company 0.70 7.09 4.44 9.40 9.93

Average 0.69 9.36 % 9.90 % 9.63 %

See page 23 of Exhibit PMA-8 for notes.

Market Risk 
Premium (1)

Risk-Free 
Rate (2)

Traditional 
CAPM Cost 

Rate (3)

ECAPM 
Cost Rate 

(4)

Indicated 
Common 

Equity Cost 
Rate (5)
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Abstract The regulatory process for setting public utilities' allowed rate of return on 
common equity has generally used the Gordon DCF, CAPM and Risk Premium spec­
ifications to estimate the cost of common equity. Despite the widely known problems 
with these models, there has been little movement to adopt more recently developed 
asset pricing models to provide additional evidence for estimating the cost of capital. 
This paper presents, validates empirically and applies a general yet simple consump­
tion-based asset pricing specification to model the risk-return relationship for stocks 
and estimate the cost of common equity for public utilities. The model is not nec­
essarily superior to other models in its practical results, yet these results do indicate 
that it should be used to provide additional estimates of the cost of common equity. 
Additionally, the model raises doubts as to whether assets such as utility stocks are a 
consumption (business cycle) hedge. 
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262 P. M. Ahem et al. 

1 Introduction 

Following electricity deregulation with the National Energy Policy Act of 1992, the 
estimation of the cost of common equity capital remains a critical component of 
the utility rate-of-return regulatory process. Since the cost of common equity is not 
observable in capital markets, it must be inferred from asset pricing models. The 
models that are commonly applied in regulatory proceedings are the Gordon (1974) 
Discounted Cash Flow (DCF), the Capital Asset Pricing (CAPM) and Risk Premium 
Models. There are other tools used to estimate the cost of common equity such as 
comparable earnings or earnings-to-price ratios, but they are not asset pricing mod­
els. The empirical literature on the CAPM is vast {Fama and French (2004)} and the 
CAPM is used by a number of US regulatory jUlisdictions. The DCF model has not 
been empirically tested to the same extent as the CAPM, yet it is considered by many 
US regulatory jurisdictions. 

The purpose of this paper is to present, test empirically and apply a recently devel­
oped general consumption-based asset pricing model that estimates the risk-return 
relationship directly from asset pricing data and, when estimated with recently devel­
oped time series methods, produces a prediction of the equity risk premium that is 
driven by its predicted volatility. The predicted risk premium is then added to a risk­
free rate of return to provide an estimate of the cost of common equity. We pre­
dict two forms of the equity risk premium with the model, the risk premium net of 
the risk-free rate and the equity-to-debt risk premium (equity risk premium net of the 
relevant bond yield for the company's stock). Either can be applied to predict the com­
mon equity cost of capital for a public utility. Although the model is tested and applied 
to public utilities for rate of return regulation, it can be used to estimate the cost of 
capital for any stock. Section 2 reviews the asset pricing models typically used in pub­
lic utility rate cases and the generalized consumption asset pricing model we propose 
to estimate the cost of common equity. Section 3 discusses the data and the empirical 
testing of the consumption asset pricing model. Section 4 reviews the application of the 
model and compares it with the DCF and CAPM results. Section 5 is the conclusion. 

2 DCF, CAPM and consumption asset pricing model 

2.1 DCF and CAPM approaches 

The standard DCF model frequently used in estimative the cost rate of common equity 
in regulatory proceedings is defined by the following equation: 

k = Do (1 + g) / Po + g, 

where k is the expected return on common equity; Do is the current dividend per share; 
g is the expected dividend per share growth rate; and Po is the CUlTent market price. 

The DCF was developed by Gordon (1974) specifically for regulatory purposes. 
Underlying the DCF model is the theory that the present value of an expected future 
stream of net cash flows during the investment holding period can be determined 
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New approach to estimating the cost of common equity capital 263 

by discounting those cash flows at the cost of capital, or the investors' capitaliza­
tion rate. DCF theory indicates that an investor buys a stock for an expected total 
return rate which is derived from cash flows received in the form of dividends plus 
appreciation in market price (the expected growth rate) over the investment holding 
period. Mathematically, the expected dividend yield (Do(1 + g)j Po) on market price 
plus an expected growth rate equals the capitalization rate, i.e., the expected return on 
common equity. 

The standard DCF contains several restrictive assumptions, the most contentious 
of which during utility cost of capital proceedings is typically that dividends per share 
(DPS), book value per share (BVPS), earnings per share (EPS) as well as market price 
grow at the same rate in perpetuity. There is also considerable contention over the 
proper proxy for g, prospective or historical growth in DPS, BVPS, EPS and market 
price and over what time period. In addition, although the standard DCF described 
above is a single stage annual growth model, there is considerable discussion over the 
use of multiple stage growth models during regulatory proceedings. Some analysts use 
the discrete version and others use the continuous version of the DCF model. Solving 
these models for k, the cost of common equity, results in differing equations to solve 
for k. The equation above is from the discrete version. The continuous version uses the 
current dividend yield and is not adjusted by g, which results in a lower estimate for k. 
Because of these and other restrictive assumptions that require numerous subjective 
judgments in application, it is often difficult for regulatory commissions to reconcile 
the frequently large disparities in rates of return on common equity recommended by 
various parties in a public utility rate case. 

The CAPM model is defined by the following equation: 

where k is the expected return on common equity; R f is the expected risk-free rate of 
return; f3 is the expected beta; and Rm is the expected market return. 

CAPM theory defines risk as the co-variability of a security's returns with the 
market's returns or f3, also known as systematic or market risk, with the market beta 
being defined as 1.0. Because CAPM theory assumes that all investors hold perfectly 
diversified portfolios, they are presumed to be exposed only to systematic risk and the 
market (according to the model) will not reward them a risk premium for unsystematic 
or non-market risk. In other words, the CAPM presumes that investors require com­
pensation only for systematic or market risks which are due to macroeconomic and 
other events that affect the returns on all assets. Mathematically, the CAPM is applied 
by adding a forward-looking risk-free rate of return to an expected market equity risk 
premium adjusted proportionately by the expected beta to reflect the systematic risk. 

As with the DCF, there is considerable contention during regulatory cost of capital 
proceedings as to the proper proxies for all components of the CAPM: the R f' the 
Rill, as well as f3. In addition, the CAPM assumption that the market will only reward 
investors for systematic or market risk is extremely restrictive when estimating the 
expected return on common equity for a single asset such as a single jurisdictional 
regulated operating utility. Additionally, this assumption requires that the investor 
have a perfectly diversified portfolio, that is, one with no unsystematic risk. Since 
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264 P. M. Ahern et al. 

this assumption is not applicable, estimating the cost of common equity capital for a 
single utility's common equity undoubtedly will not reflect the risk actually faced by 
the imperfectly diversified investor. 

As will be discussed in the next section, our application of the risk premium 
approach, the consumption asset pricing model and GARCH1 rest on minimal 
assumptions and restrictions and therefore requires considerably less judgment in its 
application. 

2.2 Risk premium approach, consumption asset pricing models, and GARCH 

A widely used model to estimate the cost of common equity capital for public utilities 
is the risk premium approach. This approach often estimates the expected rate of return 
as the long-telm historic mean of the realized risk premium above an historic yield 
plus the current yield of the relevant bond applicable to a specific utility or peer group 
of utilities. Litigants in public utility rate proceedings debate the choice of inputs to 
estimate the risk premium as well as how far back to reach into history to collect data 
for calculating an average that is representative of a forward-looking premium. 

It is surprising that, as popular as the risk premium method is in public utility rate 
cases, the intuitively appealing general consumption-based asset pricing model, with 
its minimal assumptions and strong theoretical foundation, has not been applied to 
estimate the cost of common equity capital for public utilities. The model provides 
projections of the conditional expected risk premium on an asset based on its relation 
to its predicted conditional volatility. This model generalizes the well known special 
case asset pricing models such as the Merton (1973) intertemporal capital asset pricing 
model, Campbell (1993) intertemporal asset pricing model, and the habit-persistence 
model of Campbell and Cochrane (1999), which are special cases of the general model. 
The relation of the model to their specialized cases can be found in Cochrane (2006) 
and Cochrane (2007). The approach of consumption asset pricing models is to make 
investment decisions that maximize investors' utility from the consumption that they 
ultimately desire, not returns. 

Even if the model is not used to project directly the expected risk premium, it can, 
at a minimum, be used to verify that the risk premia data chosen for estimating the cost 
of capital is empirically validated by fitting the model well. The model can be used 
to predict the equity risk premia net of the risk-free rate (equity risk premium) or to 
predict the equity-to-debt risk premium for a firm. We perform both of these empirical 
tests in this paper. The general consumption-based asset pricing model developed in 
Michelfelder and Pilotte (2011) and based on Cochrane (2004) provides the relation­
ship of the ex ante risk premium to an asset's own volatility in return: 

(1) 

1 GARCH refers to the generalized autoregressive conditional heteroskedasticity regression model which 
is discussed below. 
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where volt is the conditional volatility, corrt is the conditional correlation, and Mt+l 
is the stochastic discount factor (SDF). 

The SDF is the intertemporal marginal rate of substitution in consumption, or, 

Mt+l = f3 UUI+l , where the Vc's are the marginal utilities of consumption in the next 
c,1 

period, t + 1, and the current period, t, and f3 is the discount factor for period t to t + 1. 
Equation 1 shows that the algebraic sign of the relation between the expected risk 
premium and the conditional volatility of an asset's risk premium is determined by the 
correlation between the asset's return and the SDF. That is, the direction of the relation 
between the asset return and the ratio of intertemporal marginal utilities in consump­
tion inversely determines the relation between the expected risk premium and condi­
tional volatility. When the correlation is equal to negative one, the asset's conditional 
expected risk premium is pelfectly positively correlated with its conditional volatility. 
A positive relation between the conditionally expected risk premium and volatility 
obtains when -1 < corrt < O. A negative relation obtains when 0 < corrt < 1. 
For an asset that represents a pelfect hedge against shocks to the marginal utility of 
consumption, with corrt = 1, there will be a pelfect negative correlation between the 
conditionally expected risk premium and its volatility.2 Therefore, estimates of the 
relation between the first two conditional moments of a public utility stock's returns 
provide a direct test of the effectiveness of a public utility stock, or any asset, as a 
consumption hedging asset. In Eq, 1, volt [Mt+I1/ Et [Mt+I1 is the slope of the mean­
variance frontier. If this slope changes over time, the estimated relation between the 
stock's risk and return will vary over time. This model can also be viewed simplisti­
cally as the projected expected risk premium as a function of its own projected risk, 
given information available at time t, 

Note that the model allows for the expected risk premium to be negative if the asset 
hedges shocks to the marginal utility of consumption, Investors are willing to accept 
an expected rate of return lower than the risk-free rate of return if the pattern of vola­
tility is such that returns are expected to rise with expected reductions in consumption. 
Simply, investors are willing to pay a premium for a higher level of returns volatility 
that has the desired pattern of returns. These desired returns patterns have a tendency 
to offset drops in consumption. Therefore, this model shows that investors may not be 
averse to volatility, but rather to the timing of expected changes in returns. 

Summarizing, several conclusions can be drawn from the general model of asset 
pricing, First, the sign of the relation between a stock's risk premium and conditional 
volatility depends on the extent to which the stock serves as an intertemporal hedge 
against shocks to the marginal utility of consumption. Second, the relation between 
stock risk and return may be time-varying depending on changes in the slope of the 
mean-variance frontier. Third, hedging assets have desired patterns of volatility that 
result in expected rates of return that are less than the risk-free rate. We do not expect 

2 A hedging asset is one that has a positive increase in returns that is coincident with a positive shock in the 
ratio of inteltemporal marginal utilities of consumption, Note that if we assume a concave utility function 
in consumption, as consumption declines, the marginal utility of consumption rises relative to last period 
marginal utility, If we think of a decline in consumption as a contraction in the business cycle, the hedging 
asset delivers positive changes in returns when the business cycle is moving into a contraction, and therefore 
the asset is a business cycle hedge, 
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that public utility stocks serve as a hedging asset as they are not viewed as defensive 
stocks (they do not rise in value during downturns in the stock market) due to asym­
metric regulation and returns as discussed in detail in Kolbe and Tye (1990). Under 
asymmetric regulation, utility regulators have a tendency to allow the return on equity 
to fall below the allowed return during downturns in the business cycle and to reduce 
the return should it rise above the allowed return during expansions. Therefore we 
expect that the parameter estimates of the return-risk relationship to be positive as 
utility stocks are hypothesized to not be hedges. 

We use the GARCH model to estimate the general asset pricing model since the 
GARCH model accommodates ARCH effects that improve the efficiency of the param­
eter estimates. It also provides a volatility forecasting model for the conditional vol­
atility of the asset's risk premium. The conditional volatility projection is used, in 
tum to predict the expected risk premium. We also use the GARCH-in-Mean model 
(GARCH-M) since it specifies that the conditional expected risk premium is a linear 
function of its conditional volatility. There is a vast body of literature that estimates 
asset pricing models with the GARCH and GARCH-M methods and therefore we will 
not attempt to summarize them here. 

The GARCH-M model was initially developed and tested by Engle et al. (1987) 
to estimate the relationship between US Treasury and corporate bond risk premia and 
their expected volatilities. The GARCH-M model is specified as: 

Rt+l - Rf,l+l = aa?+1 + £1+1 

a?+1 = f30 + f3 t a? + f32£; + 1]1+1 

£1 11/1,-1 '"'-' T(O, a?) 

(2) 

(3) 

(4) 

where R1+I is the expected total return on the public utility stock index or individual 
utility stock; R f,Hl is the risk-free rate of return or the yield on an index of pub­
lic utility bonds of a specified bond rating for the equity-to-debt premium; at~1 is 
the conditional or predicted variance of the risk premium that is conditioned on past 
information (1/11 -I); and £ t is the error term that is conditional on 1/1 t -I . 

The conditional distribution of the error term is specified as the non-unitary vari­
ance T-distribution due to the thick-tailed distribution of the risk premia data. If the 
en'or distribution is thick-tailed, using an approximating distribution that accommo­
dates thick tails improves the efficiency of the estimates. The parameter, a, is the 
return-to-risk coefficient as specified in Eq. 1 as: 

(5) 

Note that the coefficient will be positive if the conditional correlation between the 
SDP and the asset return is negative, indicating that the stock is not a hedging asset. 
Recall that the SDP is the ratio of intertemporal marginal utilities. Assuming a concave 
utility function, an upward shock in the ratio implies falling consumption, therefore 
an associated rise (positive correlation) in the return (R;) would offset the reduction 
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in consumption, thereby causing the sign of a to be negative. The parameter, a, is also 
the ratio of risk premium to variance, or, the Sharpe ratio. 

The intercept in Eq. 2 is restricted to zero as specified by the general asset pricing 
model specification. The restriction on the intercept equal to zero has been found to be 
robust in producing consistently positive and significant relationships between equity 
risk premia and risk in GARCH-M models. This is discussed in Lanne and Saikkonen 
(2006) and Lanne and Luoto (2007). We have found the same results in our model­
ing in this paper, although we have excluded these results for brevity (available upon 
request). Therefore we specify the prior assumption that the intercept or the "excess" 
return, i.e., the return not associated with risk to be equal to zero and drop the intercept 
from the model. 

The consumption asset pricing model is estimated in the empirical section of the 
paper and applied in the applications section of the paper. The model is tested to (1) 
determine if equity-to-debt risk premium indices for utilities of differing risk specified 
by differing bond ratings are validated by the asset pricing model and therefore have 
some empirical support for risk premium prediction and application to utility cost of 
capital estimation, (2) determine whether equity risk premia can be predicted and fit 
the model and therefore be used to estimate the cost of common equity, (3) empirically 
test the consumption asset pricing model, and (4) asceltain whether utility stocks are 
assets that hedge shocks to the marginal utility of consumption. 

If utility stocks are hedging assets then the cost of common equity should reflect a 
downward adjustment to a specified risk-free rate to reflect investors' preferences for 
a hedge and the compensation that they are willing to pay for it. 

3 Data and empirical results 

We use portfolios as represented by public utility stock and bond indices to estimate 
the conditional return-risk relationship for the equity-to-debt premium. The equity­
to-debt risk premium data employed for estimating Eq. 1 with the GARCH-M con­
ditional return-risk regressions are monthly total returns on the Standard and Poor's 
Public Utilities Stock Index (utility portfolio), and the monthly Moody's Public Utility 
Aa, A, and Baa yields for the debt cost. We also obtained equity risk premia for the 
utility portfolio using the Fama-French specified risk-free rate of return, which is the 
holding period return on a I-month US Treasury Bill. The data range from January 
1928 to December 2007 with 960 observations. The return-risk relationships for the 
equity-to-debt premia are risk-differentiated by their own bond rating. 

As a check, we also estimate Eq. 1 with the GARCH-M for large common stock 
returns using the monthly Ibbotson Large Company Common Stocks Portfolio total 
returns and the Ibbotson US Long-Term Government income returns as the risk-free 
rate. Additionally, as another check, we do the same for the University of Chicago's 
Center for Research in Security Prices value-weighted stock index (CRSP) using the 
Fama-French risk-free rate. This is the Fama-French specification of the market eq­
uity risk premium. The data range from January 1926 to December 2007 with 984 
observations for the Large Company Common Stock estimation and the data ranges 
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Table 1 Descriptive statistics: public utility and large company common stocks equity-to-debt and equity 
risk premia 

Utility bond rating Mean Std. Dev. Skewness Kurtosis JB 

Aa 0.0037 0.0568 0.0744 10.07 2,001.2*** 

A 0.0035 0.0568 0.0632 10.06 1,991.8*** 

Baa 0.0031 0.0568 0.0375 10.02 1,973.6*** 

Ibbotson 

Large common stocks 0.0054 0.0554 0.4300 12.84 3,954.7*** 

CRSP value-weighted stock index 0.0062 0.0544 0.2309 10.92 2,519.1 *** 

The public utility equity-to-debt risk premia monthly time series is from January 1928 to December 2007 
with 960 observations. The equity risk premium monthly time series for the Large Common Stocks and the 
CRSP index are January 1926 to December 2007 with 984 observations, and January 1926 to December 
2007 with 984 observations, respectively. The public utility stocks equity-to-debt risk premia are calculated 
as the total return on the S&P Public Utilities Index of stocks minus the Moody's Public Utility Aa, A, and 
Baa Indices yields to maturity. The Large Company Common Stock equity risk premia are the monthly 
total returns on the Ibbotson Large Company Common Stocks Portfolio minus the Ibbotson Long-Term 
US Government Bonds Portfolio income yield. The CRSP equity risk premia, or the Fama-French market 
risk premia are the CRSP total returns on the value-weighted equity index minus the I-month holding 
period return on a 1 month Treasury Bill. The Jarque-Bera (JB) statistic is a goodness-of-fit measure of the 
departure of the distribution of a data series from normality, based on the levels of skewness and excess 
kurtosis. The JB statistic is X2 distributed with 2° of freedom. *** Significant at 0.01 level, one-tailed test 

from January 1928 to January 2007 with 960 observations (same as the utilities) for 
the CRSP estimation. 

Table 1 displays the descriptive statistics for these data. We have estimated the 
mean, standard deviation, skewness and kurtosis parameters, as well as the Jarque­
Bera (JB) statistic to test the distribution of the data. The means of the utility equity­
to-debt risk premia fall as the risk (bond rating) declines. This is consistent with the 
notion that larger yields are subtracted from stock returns the lower the bond rating. 
Intertemporally, there is an inverse relationship between risk premia and interest rates 
(See Brigham et al. (1985) and Hanis et al. (2003)). The mean for risk premia will 
have a tendency to be larger dming low interest rate periods. 

Not surprisingly, large company common stocks have the highest mean risk premia 
as the majority of these firms are not rate-of-return regulated firms with a ceiling on 
their ROE's close to their cost of capital. Interestingly, the standard deviations of the 
utility stock returns are similar and slightly higher than large company common stocks. 
Skewness coefficients are small and positive except for Ibbotson large company com­
mon stock returns and CRSP returns that have large positive skewness. This suggests 
that large unregulated stocks have a tendency to have more and larger positive shocks 
in returns than do utilities that are rate of return regulated. The kurtosis values show 
that all ofthe risk premia are thick-tail distributed. This is also found in the significant 
JB statistics that test the null hypothesis that the data are normally distributed. The null 
hypothesis is rejected for all assets. The high kurtosis, low skewness, and significant 
JB statistics show that the risk premia data are substantially thick-tailed, except for 
non-utility stocks that are both skewed and thick-tailed. Therefore, robust estimation 
methods are required to produce efficient regression estimates with non-normal data. 
Additionally, although not shown but available upon request, the serial correlation and 
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ARCH Lagrange Multiplier tests show that residuals from OLS regressions of risk pre­
mia on volatilities follow an ARCH process. Therefore, the GARCH-M method will 
improve the efficiency of the estimates. We specify the regression error distribution 
as a non-unitary variance T-distribution so that thick-tails could be accommodated in 
the estimation and therefore produce increasingly efficient parameter estimates. 

We used maximum likelihood estimation with the likelihood function specified 
with the non-unitary-variance T-distribution as the approximating distribution of the 
residuals to accommodate the thick-tailed nature of the error distribution. The equa­
tions are estimated as a system using the Marquardt iterative optimization algorithm. 
The chosen software for estimating the model was EViews© version 6.0 (2007). 

Table 2 shows the GARCH-M estimations for the consumption asset pricing Eq. 1. 
We have estimated Eq. 1 for the utility equity risk premia using the Fama-French 
risk-free rate in addition to the equity-to-debt risk premia risk-differentiated by bond 
ratings and the two measures of the market equity risk premium. The chosen mea­
sure of volatility is the variance of risk premium (in contrast to other such measures 
such as the standard deviation or the log of variance. Although these results are not 
shown for brevity, they are robust to these other measures of volatility). The slope, 
which is the predicted return-to-predicted risk coefficient and Sharpe ratio, is positive 
and significant at the 99% level for all assets except the utility stock returns with 
Baa bonds, which is significant at the 95% level. Given that all slopes are positive, 
public utility stocks are not found to hedge shocks to the marginal utility of con­
sumption. Note that the reward-to-risk slope rises as bond rating rises. This sug­
gests that lower risk utility stocks provide a higher incremental risk-premium for an 
increase in conditional volatility. This is consistent with other studies that find that 
lower risk assets, such as shorter maturity bonds, have higher Sharpe Ratios than long­
term bonds and stocks. See Pilotte and Sterbenz (2006) and Michelfelder and Pilotte 
(2011). 

The variance equation shows that all GARCH coefficients (fJ's) are significant at 
the 1 % level and the sums of fJl and fJ2 are close to, but less than 1.0, indicating 
that the residuals of the risk premium equation follow a GARCH process and that 
the persistence of a volatility shock on returns and stock prices for utility stocks is 
temporary. The estimates of the non-unitary variance T-distribution degrees of free­
dom parameter are low and statistically significant, indicating that the residuals are 
well approximated by the T. Similar values for the log-likelihood functions (Log-L) 
show that each ofthe regressions has a similar goodness-of-fit. Chi-squared distributed 
likelihood ratio tests (not shown but available upon request) that compare the good­
ness of fit among the T and normal specifications of the likelihood function of the 
GARCH-M regressions show that the T has a significantly better fit than the normal 
distribution. 

The GARCH-M results for the large company common stocks portfolio are sim­
ilar to those of the utility stocks. Not surprisingly, large company common stocks 
do not hedge shocks to the marginal utility of consumption and volatility shocks 
temporarily affect their valuations. The exception is that the return-risk slope is sub­
stantially higher than utility stock slopes. This is partially due to the risk-free nature 
of the risk-free rates used with the non-utility equity risk premia compared to the 
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Table 2 Estimation of return-risk relation: public utility and large company common stocks 

Utility bond rating a /30 /31 /32 Log-L T dist. D.E 

Aa 1.5183*** 0.0000** 0.8791*** 0.1031*** 1,604.4 9.9254*** 
(0.5308) (0.0000) (0.0230) (0.0219) (3.0272) 

A 1.4536*** 0.0000** 0.8790*** 0.1033*** 1,605.0 9.9381 *** 
(0.5308) (0.0000) (0.0230) (0.0220) (3.0408) 

Baa 1.3318** 0.0000** 0.8789*** 0.1040*** 1,605.2 10.0*** 
(0.5303) (0.0000) (0.0229) (0.0220) (3.0540) 

Fama-French R j 2.1428*** 0.0000** 0.8811*** 0.0979*** 1,601.0 9.8773*** 
(0.5318) (0.0000) (0.0232) (0.0212) (2.9700) 

Ibbotson 

Large company 2.7753*** 0.0001*** 0.8381 *** 0.1186*** 1,620.8 8.8457*** 
common (0.5513) (0.0000) (0.0269) (0.0332) (2.1613) 

stocks 
CRSP 3.3873*** 0.0001*** 0.8330*** 0.1149*** 1,598.9 8.8571 *** 

value-weighted (0.5673) (0.0000) (0.0270) (0.0358) (1.9505) 
stock index 

The results below are the GARCH-in-Mean regressions for the risk premium (Rt+l - R j,t+1) on 

the conditional variance of the risk premium (a}+I) in the mean equation. The intercept in the 
mean equation is restricted to be equal to zero. The public utility equity-to-debt risk premia monthly 
time series is from Janumy 1928 to December 2007 with 960 observations. The equity risk pre­
mium monthly time series for the Large Company Common Stocks and the CRSP index are Jan­
uary 1926 to December 2007 with 984 observations, and January 1926 to December 2007 with 
984 observations, respectively. The public utility stocks equity-to-debt risk premia are calculated as 
the total return on the S&P Public Utilities Index of stocks minus the Moody's Public Utility Aa, 
A, and Baa Indices yields to maturity. The Large Company Common Stock equity risk premia 
are the monthly total returns on the Ibbotson Large Company Common Stocks Portfolio minus the 
Ibbotson Long-Term US Government Bonds Portfolio income yield. The CRSP equity risk premia, or 
the Fama-French market risk premia are the CRSP total returns on the value-weighted equity index minus 
the I-month holding period return on a I month Treasury Bill. The estimated model is: 

2 voft[Mt+11 
Rt+l - Rj,t+l =aO't+l +£t+l where a = - Et[Mt+d corrt[Mt+l, Ri,t+tl 

0'?+1 = /30 + /31 O'? + /32£1 + 1}t+l 
The conditional distribution of the elTor telTll is the non-unitmy variance T-distribution to accommodate the 
kurtosis of the risk premia and error telTll. Standard elTors are in parentheses. ***, **, * denote significance 
at the 0.01, 0.05, and 0.10 levels, respectively for two-tail tests 

utility bond yields that reflect risk. The utility stocks slope value of 2.1428 using 
the Fama-French risk-free rate is closer to the higher CRSP value of 3.3873 that 
is also based on the Fama-French risk-free rate. This is inconsistent with previous 
results herein and in other papers that find that Sharpe Ratios are lower for higher risk 
assets unless this finding can be interpreted as utility stocks having more risk than 
non-regulated stocks. The standard deviations on Table 1 suggest that utility stock 
return volatilities are as high as the stock returns of non-regulated firms. However, 
similar model estimates of portfolios of common stocks yield unstable results, such 
as negative as well as positive return-risk slopes when the intercept is not restricted 
to zero. See Campbell (1987), Glosten et al. (1993), Harvey (2001), and Whitelaw 
(1994) . 
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Stock market results are highly sensitive to empirical model specification. Many 
studies do not consider the impact of a zero-intercept prior restriction on the stability 
of their results. This simple innovation has led to more consistent results in modeling 
stock market risk-return relationships, and therefore we have included it in this paper. 

The estimation of the consumption asset pricing model for utility stock equity­
debt risk premia shows that the use of bond-rating risk-differentiated risk premia are 
validated as their risk-return relationships are well-fitted by theoretical and empirical 
models of risk and return. Therefore, these data impound good representations of the 
risk and reward relationship. 

One concern is the intertemporal stability of the alphas. Figure 1 plots the utility 
stock portfolio alpha (using the Fama-French R f to calculate the premium) and its 
standard error for 240 month rolling regressions of the model estimated with GARCH­
M in the same manner as described above to review the intertemporal stability of the 
alpha. A 20-year period was used for each estimation to trade off timeliness with 
sufficient observation of up and down stock market regimes and business cycles. This 
resulted in 720 estimated alphas from 1947 to 2007. The results show that the utility 
alpha is stable to the extent that the algebraic sign is always positive and generally 
significant, therefore the nature of utility stocks are assets that are not and have never 
been hedges during the second half of the twentieth century up to the present. The 
value of the alpha does change substantially. The mean of the alpha is 4.40 with a range 
from -0.11 (insignificantly different from 0) to 11.66. As a comparison, the alpha 
for the CRSP value-weighted stock index was also estimated with rolling regressions 
in the same manner and for the same time period. Figure 2 is a plot of the CRSP 
alpha and standard error. Note that the general stock market alpha is similar to that of 
utility stocks. They are all positive and almost all statistically significant and follow 
a strikingly similar cycle. Figure 3 plots both the utility and stock market alphas and 
demonstrates the similarity. The correlation coefficient between the utility and stock 
market alphas is 0.88. Recalling that the alpha is a Sharpe Ratio, we see that return to 
risk ratio does change substantially. This is consistent with the results in Pilotte and 
Sterbenz (2006). 

One other interesting observation is that the standard errors of the alphas are highly 
stable over the study period and are very similar in magnitude regardless of the size of 
the corresponding alpha. Whereas the alpha follows a cyclical pattern, the volatility 
in alpha is highly stationary around a constant, long-run mean. 

The GARCH-M model estimations of the consumption asset pricing model were 
specified with variance as the measure of volatility. We also performed the same model 
estimations with alternative specifications of volatility such as the standard deviation 
and the log of variance and the results were not sensitive to this specification. 

4 Application 

We apply the model in this section to compare the cost of common equity capital esti­

mates with the DCF and CAPM models. Using EViews© Version 6.0, we estimated 
the model coefficients (0', fi's) over rolling 24 month periods ending December 2008. 
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Rolling 240 Month Utility Stock Alphas 1947 - 2007 
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Fig.1 Rolling 240 month utility stock alphas 1947-2007 

Rolling 240 Month CRSP Value-Weighted Alphas 1947-2007 
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Fig.2 Rolling 240 month CRSP value-weighted alphas 1947-2007 

We repeated the estimation over 5, 10, 15,20 and 79 year periods.3 Predicted monthly 
variances (at

2+ 1) were generated from these estimations to produce predicted risk pre­
miums that were calculated by multiplying the predicted variance by the "a" slope 

3 We did not include the results of the 10 and 15 year estimations to abbreviate the amount of empirical 
results presented since they added no matetial insights beyond those already presented. 
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Rolling 240 Month CRSP and Utility Alphas 1947-2007 
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Fig.3 Rolling 240 month CRSP and utility alphas 1947-2007 

Table 3 Estimates of expected risk premia 

273 

Mean (%) Range (%) Standard deviation (%) 

Average Spot Average Spot Average Spot 

Ibbotson Associates data 

79-years 9.59 5.76 8.74-9.96 2.62-22.60 0.32 5.24 

20-years 6.77 6.94 4.99-8.50 2.24-28.95 0.95 6.88 

5-years 4.20 10.25 -98.49-11.62 -100.00-39.65 22.00 26.61 

S&P Utility Index 

79-years 5.28 2.90 4.30-5.28 1.65-8.l5 0.32 1.60 

20-years 3.93 3.51 2.78-5.03 2.l8-6.88 0.57 1.11 

5-years 31.82 326.63 7.77-156.97 6.12-6465.74 31.47 1283.51 

coefficient. To test the stability of the predicted risk premia over time, the predicted 
risk premia were calculated using either the predicted variance over each entire time 
period or the last monthly (spot) predicted variance. Table 3 presents the mean pre­
dicted risk premia, the range of predicted premia and the standard deviations for each 
time period. It is clear from the results that the risk premia are more stable over the roll­
ing 24 month period when calculated using the average predicted variance compared 
with using the spot variance. Secondly, the 20 and 79 year means are substantially 
more stable and reasonable in magnitude than the 5 year means. 

Next, given the lessons from the analyses above, we apply the model to mechani­
cally4 estimate the cost of common equity for 8 utility companies using the model and 

4 The term "mechanically" in this context means that the resulting values have been developed in a consis­
tent manner with the same inputs across all utility stocks but no subjective judgment was used to develop 
final values for each specific utility stock application. 
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the DCF and CAPM as comparisons. We also calculated the realized market return 
for comparison. Two publicly-traded electric, electric and gas combination, gas, and 
water utilities respectively were chosen for the application. The Gordon (1974) DCF 
and CAPM models are used in many utility regulatory jurisdictions in the US. 

The DCF was applied using a dividend yield, Dol Po, derived by dividing the year­
end indicated dividend per share (Do) by the year-end spot market price (Po). The 
dividend yield is grown by the year-end IIBIE/S five year projected earnings per share 
growth rate (g) to derive Do( 1 + g) I Po. The one-year predicted dividend yield is then 
added to the IIBIE/S five-year projected EPS growth rate to obtain the DCF estimate 
of the cost of common equity capital, k. This study was conducted for the 5 years 
ending 2008. 

The CAPM was applied by mUltiplying the Value Line beta (f3) available at year­
end for each company by the long-term historic arithmetic mean market risk premium 
(RI11 - R f). Rill - R f is derived as the spread of the total return of large company 
common stocks over the income return on long-term government bonds from the Ib­
botson SBBI 2009 Valuation Yearbook. The resulting company-specific market equity 
risk premium is then added to a projected consensus estimate of the yield on 3D-year 
U.S. Treasury rate provided by Blue Chip Financial Forecasts as the risk-free rate (R f) 
to obtain the CAPM result. This study was also conducted over the 5 years ending 
2008. 

Figures 4-11 show the histograms of the cost of common equity capital estimations 
for each of the eight public utility stocks and the realized market returns in the forth­
coming year. The consumption asset pricing model appears to track more consistently 
with the CAPM than with the DCF which seems to produce generally lower values 
than the other methods. The consumption asset pricing model results are similar to 
the CAPM. The model and the CAPM compete as the best predictor of the rate of 
return on the book value of common equity (not shown but available upon request), 
but none of the expected returns were good predictors of market returns. That does 
not infer that they were not good predictors of expected market returns. These results 
are an initial indicator that the consumption asset pricing model provides reasonable 
and stable results. This paper does not suggest at this early juncture that the consump­
tion asset pricing model is superior to the CAPM or DCF, although it is based on far 
less restrictive assumptions than these other models. For example, both the DCF and 
CAPM assume that markets are efficient. Many assume that the DCF requires that the 
market-to-book ratio to always equal one, whereas the long-term value for the Stan­
dard and Poor's 500 is equal to 2.34. The CAPM assumes that investors demand higher 
returns for higher volatility and that the minimum required return is the risk-free rate, 
whereas the consumption asset pricing model allows for investors to require returns 
less than the risk-free rate for stocks that may have relatively higher volatility but are 
hedging assets that have desirable return fluctuation patterns that offset downturns in 
the business cycle. Unlike the CAPM, the model prices the risk to which investors are 
actually exposed, whether it's systematic risk or not. Some investors are diversified 
and some are not; the model prices whatever risk to which the aggregate of investors 
of the specific stock is exposed. 

We find that the consumption asset pricing model should be used in combination 
with other cost of common equity pricing models as additional information in the devel-
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Cost of Common Equity Results for Edison International Compared to Market Return* 
PRPM l1li CAPM DCF l1li Actual 

• Market returns calculated for the following years: 2005 -2009 

Cost of Common Equity Results for Southern Company Compared to Market Return* 

PRPM l1li CAPM DCF III Actual 

• Market returnscalculated for the following years: 2005 -2009 

Cost of Common Equity Results for Consolidated Edison Compared to Market Return* 

PRPM ., CAPM DCF III Actual 

• Market returns calculated forthe following years: 2005 - 2009 

Cost of Common Equity Results for PG&E Corp Compared to Market Return* 

PRPM ., CAPM DCF III Actual 

1Hi4% 1274% 13-12% 12 S.\% 

• Market returns calculated for the following years: 2005 -2009 

Figs. 4-11 Comparison of the cost of common equity estimates and market 

opment of a cost of common equity capital recommendation. Practitioners may find 
the modeling methods and the use of relatively advanced econometric methods rather 
cumbersome. The software for performing these estimations is readily available from 

EViews© and SAS©; two commonly available software packages at utilities, consult-
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1124% 

Cost of Common Equity Results for National Fuel Gas Co. Compared to 
Market Return* 

PRPM Ii CAPM OCF III Actual 

30114% 

• Market returrnscalculated for the following years: 2005 -2009 

Cost of Common Equity Results for Laclede Group Compared to Market Return* 

PRPM Ii CAPM OCF III Actual 

• Market returnscalculated for the following years: 2005-2009 
Missing DCF Cost of Capital Estimates Due to Unavailable Growth Rate 

Cost of Common Equity Results for California Water Service Group Compared to 
Market Return * 

PRPM CAPM OCF Ii!I Actual 

• Market returns calculated for the following years: 2005 -2009 
·2951% 

Cost of Common Equity Results for Middlesex Water Company Compared to 
Market Return * 

PRPM CAPM OCF III Actual 

-11.94% 

• Market returnscalculated for following years: 2005 -2009 

Missing DCF Cost of Capital Estimate Due to Unavailable Growth Rate 

Figs.4-11 continued 
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·65.07% 
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ing firms and financial firms. Recent Ph.D. and M.S. holding members of research 
departments of investment and consulting firms have ready access to the model and 
methods discussed in this paper, although it will require years for these tools, like any 
"new" technology, to diffuse into standard use. Another problem is that the model 
requires a substantial time series history on stock returns data to develop stable esti­
mates of risk premia This is problematic especially for the electric and gas utility 
industries that have consolidated with many mergers in the recent past. This problem 
can be addressed by developing and predicting the value-weighted risk premium of a 
portfolio of similar stocks such as electric utilities that have nuclear generating assets. 
The specific stock in question would be included in the returns index with a weight 
based on market capitalization that would go to 0 when the stock price history is no 
longer existent reaching back into the past. 

5 Conclusion 

The purpose of this paper is to introduce, test empirically and apply a general con­
sumption based asset pricing model that is based on a minimum of assumptions and 
restrictions that can be used to predict the risk premium to be applied in estimating 
the cost of common equity for public utilities in regulatory proceedings. The results 
support the simple consumption-based asset pricing model that predicts the ex ante 
risk premium with a conditionally predicted volatility in risk premium. The estimates 
of the cost of common equity from the consumption asset pricing model compare well 
with rates of return on the book value of common equity and with the CAPM, although 
both the model and the CAPM results are substantially higher than the DCE This is 
quite common in the practice of the cost of common equity in the utility industry. The 
results of the model are stable and consistent over time. Therefore the model should be 
considered as it provides additional evidence on the cost of common equity in general 
and specifically in public utility regulatory proceedings. Secondly, the use of bond­
rated yields to predict risk differentiated equity-to-debt risk premia is supported by the 
empirical evidence and therefore should be applied in estimating the cost of common 
equity. Finally, the robust empirical evidence on the positive risk-return relationship 
also shows that utility stocks are not a consumption hedge and are not good hedging 
securities against contractions in the economy. The model and estimation methodology 
presented in this paper provide a relatively simple tool to determine whether any asset 
is a hedge to adverse changes in the business cycle through the level of consumption 
in the economy. 
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Abtract 

The regulatory process for setting a utility’s allowed rate of return on common 
equity has generally relied upon the Discounted Cash Flow Model and Capital 
Asset Pricing Model. Despite the widely known problems with these models, 
there has been little initiative to adopt more recently developed asset pricing 
models which have fewer limiting assumptions and require less subjective 
judgment.  The December 2011 issue of the Journal of Regulatory Economics 
published the article “New Approach to Estimating the Cost of Common Equity 
Capital for Public Utilities”,i and introduced the Predictive Risk Premium ModelTM. 
The model is a general, yet simple, consumption-based asset pricing model of 
the risk / return relationship for common stocks which can be used to estimate 
the cost of common equity.  The model produces stable, consistent and 
expectational results.  This article presents in summary form exhaustive empirical 
testing of the PRPMTM for utilities by industry.  The empirical testing confirms the 
Journal of Regulatory Economics article conclusion: the PRPMTM produces 
stable, consistent, and reasonable results for each of the electric, electric and 
gas, gas local distribution, and water utility industries.   
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Introduction 

 The lead article in the July 2008 issue of this Journal, “Integrating 

Renewables into the US Grid: Is it Sustainable,” by Professors Peter Mark 

Jansson and Richard A. Michelfelderii, called for the reregulation of the electric 

utility industry and putting the planning of generation assets, whether renewable 

or not, back in the hands of the experts and those ultimately responsible for 

reliability, the electric utilities.  During the last ten years or so, states have been 

backpedalling on deregulation and therefore methods for estimating the cost of 

common equity and the allowed rate of return have generated new interest as 

regulating rate of return is not going away as once thought.   

 The regulatory process for setting a public utility’s allowed rate of return on 

common equity has generally relied upon the familiar Gordon Discounted Cash 

Flow Model (DCF) and Capital Asset Pricing Model (CAPM). Despite the widely 

known problems with these models, there has been little initiative to adopt more 

recently developed asset pricing models which have fewer limiting assumptions 

and require less subjective judgment than these traditional models.  In December 

2011, the article “New Approach to Estimating the Cost of Common Equity 

Capital for Public Utilities”,iii published in The Journal of Regulatory Economics 

introduced the Predictive Risk Premium ModelTM (PRPMTM). The PRPMTM is a 

general, yet simple, consumption-based asset pricing model of the risk / return 

relationship for common stocks which can be used to estimate the cost rate of 

common equity (ROE). The stability and consistency of the results of PRPMTM 
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and the ex ante, i.e., expectational, nature of those results indicate that the 

model should be used to provide additional input into the process of determining 

an allowed rate of return on common equity for public utilities. 

Since publication, more exhaustive empirical testing of the PRPMTM was 

conducted for the four utility industry groups which comprise the AUS Utility 

Reports©iv universe of publicly traded utilities: an electric utility group; a 

combination electric and natural gas distribution utility group; a natural gas 

distribution utility group; and, a water utility group.  The empirical testing confirms 

the conclusion of the original Journal of Regulatory Economics article: the 

PRPMTM produces stable results which are consistent over time.  

 

Development of the PRPMTM 

The cost rate of common equity is not directly observable in the capital 

markets and must be inferred using various financial models. The most 

commonly used cost of common equity models in the regulatory arena are the 

aforementioned DCF and the CAPM. Since these models are based upon many 

restrictive assumptions, they involve a significant amount of analyst subjectivity in 

their application, resulting in much debate over the application and results of 

these models.  

The empirical approach to the PRPMTM is based upon the work of Robert 

F. Engle, Ph.D.v who shared the Nobel Prize in Economics in 2003 “for methods 

of analyzing economic time series with time-varying volatility (ARCH)”vi, with 

“ARCH” standing for autoregressive conditional heteroskedasticity. In other 
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words, volatility (variance) changes over time and is related to itself from one 

period to the next, especially in financial markets.  Engle discovered that the 

volatility (usually measured by variance) in prices and returns clusters over time. 

Therefore, volatility is highly predictable and can be used to predict future levels 

of risk.  The theoretical asset pricing model was recently developed in the 

Journal of Economics and Business in December 2011 by Rutgers University 

professors Richard Michelfelder and Eugene Pilottevii. 

In this study, the PRPMTM estimates the risk / return relationship directly 

using the outcomes of investors’ historical pricing decisions and actual long-term 

U.S. Treasury security yields, with the predicted equity risk premium generated 

by the prediction of volatility, i.e., the risk, based upon the volatility of past equity 

risk premiums for the AUS Utility Reports universe of companies.  

 

Estimation Method 

The statistical details of the estimation method of the PRPMTM can be 

found in the original article in the Journal of Regulatory Economics, “New 

Approach to Estimating the Cost of Common Equity Capital for Public Utilities”. 

Essentially, there are two steps to the application of the PRPMTM.  First, 

predicted volatility, i.e., risk, is derived based upon previous volatility plus 

previous prediction error, because volatility is highly predictable and correlated 

over time. Second, the predicted volatility can then be used to generate the 

predicted equity risk premium (ERP) by multiplying it by the GARCH coefficient, 
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i.e., the slope of the predicted volatility. A risk-free rate is then added to the ERP 

to estimate the ROE, i.e., the market based cost of common equity. 

 
Application of the PRPMTM to Publicly Traded Utility Companies

 The PRPMTM was applied to the companies comprising the AUS Utility 

Reports©’ utility industry groups: the electric, combination electric and natural gas 

distribution, natural gas distribution and water groups.  The PRPMTM variances 

were calculated monthly for each individual utility beginning with the first 

available monthly data included for each individual utility in the University of 

Chicago Booth School of Business’ Center for Research in Security Prices 

(CRSP®) and corresponding monthly long-term U.S. Treasury bond yields from 

Morningstar’s Ibbotson® SBBI® – 2012 Valuation Yearbook – Market Results for 

Stocks, Bonds, Bills and Inflation – 1926-2011 (SBBI) through 72 month ending 

periods, i.e., January 2006 through December 2011. 

Using EViews© Version 7.2, the PRPMTM coefficients and predicted 

monthly variances were estimated as described in the JRE article for each time 

series of equity risk premiums. Consistent with the conclusion drawn in the JRE 

article, the predicted equity risk premiums were calculated using the averaged 

predicted volatilities (variances) over the entire time period for which CRSP data 

were available for each utility, multiplied by the GARCH, or slope, coefficient 

generated through EViews® for each time series.  To calculate the PRPMTM cost 

rate of common equity for each utility, the average predicted utility specific equity 

risk premium through each month ending from January 2006 through December 

2011 was then added to the projected consensus forecast of the expected yields 
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on 30-year U.S. Treasury bonds for the next six quarters by the reporting 

economists in the concurrent Blue Chip Financial Forecasts (Blue Chip).   

The DCF was applied in a simple manner, using a dividend yield, D0 / P0, 

derived by dividing the month-end indicated dividend per share ( D0 ) by the 

month-end closing market price ( P0 ) for each utility.  The dividend yield was 

then grown by the month-end I/B/E/S consensus five-year projected earnings per 

share (EPS) growth rate ( g ) to derive (D0  (1 + g ) / P0 ). The one-month 

predicted dividend yield was then added to the concurrent month’s I/B/E/S 

consensus five-year average projected EPS growth rate to obtain the DCF 

estimate of the cost of common equity capital, k. The DCF estimates were also 

calculated for each month from January 2006 through December 2011. 

The CAPM was applied by multiplying Value Line Inc.’s beta ( β )viii, for 

each utility, by the long-term historical arithmetic mean market equity risk 

premium ( Rm – Rf ) through the previous year.  ( Rm – Rf ) was derived as the 

spread of the total return of large company common stocks over the income 

return on long-term government bonds from the annual SBBI Valuation 

Yearbooks for the years ending 2005 through 2010.  The resulting utility-specific 

equity risk premium was then added to the same projected consensus forecast of 

the expected yields on 30-year U.S. Treasury bonds for the next six quarters by 

the reporting economists in the concurrent Blue Chip discussed above, to obtain 

the CAPM estimate of the cost of common equity capital, k.  The CAPM 

estimates were also calculated for each month from January 2006 through 

December 2011. 
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 Finally, the results for each of the models, the PRPMTM, DCF, and CAPM, 

were averaged for each utility groupix.  Chart 1 presents the average PRPMTM 

results for each of the AUS Utility Reports© utility groups for each month from 

January 2006 through December 2011.  

Chart 1 
 

 

 Chart 1 shows that indicated ROEs derived from the PRPMTM were stable 

for all utility groups until the global financial crisis of 2008 – 2009. During 2008 

and 2009, the PRPMTM derived ROEs decline, which in the authors’ opinion, was 

a result of a “flight to quality” by investors, i.e., the willingness of an investor to 

accept a lower, but more certain, return during financial downturns. Chart 1 also 

indicates that the PRPMTM derived ROEs for the electric, combination electric 

and natural gas distribution and natural gas distribution utility groups follow a 
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nearly identical pattern throughout the 72-month period, with the water utility 

group following a similar, but more volatile pattern. 

Charts 2 through 5 present a comparison of the average PRPMTM, DCF, 

and CAPM cost of common equity estimates for each AUS Utility Reports© utility 

industry group, i.e., the electric utility group; the combination electric and natural 

gas distribution utility group; the natural gas distribution utility group; and, the 

water utility group for each month from January 2006 through December 2011.   

Chart 2 
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Chart 3 

 

Chart 4 
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Chart 5 
 

 
 
 Charts 2 through 5 clearly show that, for the most part, the PRPMTM 

produces a higher average indicated ROE than both the DCF and CAPM. This is 

due to the fact that the PRPMTM prices all of the risk which investors actually face 

collectively. In contrast, the CAPM prices systematic risk (that investors face only 

if they have a perfectly diversified portfolio, which does not exist) and the DCF 

uses accounting, not market, based I/B/E/S consensus five-year projected EPS 

growth rates. 
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Conclusion 

In the authors’ opinion, the PRPMTM benefits ratemaking with an additional 

model to estimate ROE.  To that end, the Principals of AUS Consultants have 

been including the PRPMTM in their rate of return testimonies and the model has 

been presented publicly in several venues.x 

Its results are stable and consistent over time.  It is not based upon 

restrictive assumptions, as are the DCF and CAPM.  The PRPMTM is also not 

based upon an estimate of investor behavior, but rather, upon a statistical 

analysis of actual investor behavior by evaluating the results of that behavior, i.e., 

the volatility (variance) of historical equity risk premiums.  In contrast, subjective 

decisions surround the choice of the inputs to both the DCF and CAPM, from the 

choice of the time period over which to measure the dividend yield for the DCF, 

the choice of the DCF growth rate (e.g., historical or projected, earnings per 

share or dividends per share, and the like), to the selection of the appropriate 

beta (e.g., adjusted or unadjusted), market equity risk premium (e.g., historical or 

projected) and  the appropriate risk-free rate (e.g., historical or projected and/or 

long v. short term) for the CAPM. In addition, as previously discussed, the CAPM 

exclusively prices systematic risk. In contrast, the PRPMTM prices all of the risk 

actually faced collectively by investors, because the model does not assume that 

investors’ portfolios are perfectly diversified containing no unsystematic risk.  

In addition, the inputs to the PRPMTM are widely available.  The GARCH 

coefficient is calculated with the relatively inexpensive EViews©, or other 

statistical, software, based upon the realized ERP, i.e., total returns minus the 
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risk-free rate.  The only subjective decisions to be made when applying the 

PRPMTM relate to which risk-free rate to use, e.g., long-term or short-term, and 

over what time period to estimate the PRPMTM derived ROEs. 

For all of these reasons, the authors conclude that the PRPMTM should be 

considered as appropriate additional evidence to measure the cost of common 

equity in regulatory rate setting for public utilities. 

                                            
i  Ahern, Pauline M., Hanley, Frank J. and Michelfelder, Richard A., “New Approach to 

Estimating the Cost of Common Equity Capital for Public Utilities,” Journal of Regulatory 
Economics (2011) 40:261-278.  

ii  Jansson, Peter Mark, Michelfelder, Richard A., “Integrating Renewables into the US Grid:  
 Is It Sustainable,” The Electricity Journal (2008, July) 21: 9-21.   
iii  Ahern, Pauline M., Hanley, Frank J. and Michelfelder, Richard A., “New Approach to 

Estimating the Cost of Common Equity Capital for Public Utilities,” Journal of Regulatory 
Economics (2011) 40:261-278.  

iv  AUS Monthly Utility Reports is a monthly pocket reference book covering the electricity, 
combination electricity & natural gas distribution, natural gas distribution, and water 
companies which have publicly traded common stock.  The monthly reports provide 
comprehensive information on key ratios and industry rankings based upon the financial 
statistics presented in the report. 

v  Professor Emeritus, University of California, San Diego and currently the Michael 
Armellino Professor in Management of Financial Services at New York University, Stern 
School of Business. 

vi  www.nobelprize.org. 
vii  Michelfelder, Richard, and Pilotte, Eugene, “Treasury Bond Risk and Return, the 

Implications for the Hedging of Consumption and Lessons for Asset Pricing,” Journal of 
Economics and Business (2011) 63, 605-637. 

viii  Using a proprietary data base available at mid-March, June, September, and December 
at the end of each year, from 2006 – 2011 from Value Line, Inc. 

ix  The results shown in the accompanying charts represent AUS Utility group averages of 
only those utilities in each group for which it was possible to estimate all three models in 
any given month.  For example, if ABC Utility did not have the I/B/E/S consensus growth 
rate necessary to calculate the DCF in a given month, that utility’s PRPMTM and CAPM 
were not included in the group average for that month. 

x  Edison Electric Institute Cost of Capital Working Group (Webinar 10/12); NARUC Staff 
Subcommittee on Accounting & Finance (9/12 & 3/10); National Association of Water 
Companies Finance/Accounting/Taxation and Rates & Regulations Committees (3/12); 
NARUC Water Committee (2/12); Wall St. Utility Group (12/11); IN Utility Regulatory 
Commission Cost of Capital Task Force (9/10); Financial Research Inst. of the Univ. of 
Missouri Hot Topic Hotline Webinar (12/10); and Center for Research in Regulated 
Industries Annual Eastern Conference (5/10 & 5/09). 
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co-authored by AUS Consultants’ colleagues Pauline M. Ahern, Frank J. Hanley 
and Richard A. Michelfelder, published in the Journal of Regulatory Economics.  
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Executive Advisory Council of the Rutgers University School of Business at 
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University’s Center for Public Utilities. 
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Comparable Earnings: New Life for an Old Precept 

A
ccelerating deregulation has 
greatly increased the invest~ 
ment risk oj natural gas utili­

ties. As a result, the amhors believe 
it mare appropriate than ever to 
employ the comparable earnings 
model. We believe our application oj 
the model overcomes the greatest 
tmditional abjection to it - lack oj 
comparability of the selected nOIl­
utility proxy firms. Our illustration 
focuses an a target gas pipeline com­
pany with a beta oj 0.96 - almost 
equal to the market's beta oj 1.00 

Introduction 

The comparable earnings model used 
to determine a common equity cost rate 
is deeply rooted in the standard of "cor­
responding risk" enunciated in the land­
mark Bluefield and Hope decisions of 
the U.S. Supreme CourL' With such 
solid grounding in the foundations of rate 
of return regulation, comparable earnings 
should be accepted as a principal model, 
along with the currently popular market­
based models, provided that its most 
common criticism, non-comparability of 
the proxy companies, is overcome, 

Our comparable earnings model 
overcomes the non-comparability issue 
of the non-utility firms selected as a 
proxy for the target utility, in this eXam­
ple, a gas pipeline company. We should 
note that in the absence of common 
stock prices for the target utility (as with 
a wholly-owned subsidiary), it is appro­
priate to use the average of a proxy 
group of similar risk gas pipeline com­
panies whose common stocks are active­
ly traded As we will demonstrate, our 
selection process results in a group of 
domestic, non-utility firms that is com­
parable in total risk, the sum of business 
and financial risk, which reflects both 
non-diversifiable systematic, or market, 
risk as well as diversifiable unsystemat­
ic, or firm-specific. risk, 

Frank J Hanley is presidellt of AUS Consultants - Utility Services 
Group. He has testified in several hundred rate proceedings on the sub­
ject of cast of capital b~fore the Federal Energy Regulatory Commis­
sion and 27 state regulatory commissions. Before joining AUS in 1971, 
he was an assistant treasurer of a number of operating companies in 
the American Water Works System, as well as a financial planning offi­
cer with the Philadelphia National Bank. He is a Certified Rate of 
Return Analyst. 

Pauline M. Ahem is a seniorfinancial analyst with AUS Consultants 
- Utility Services Group. She has participated in many cost-of-capital 
studies, A former employee of the U.S. Department oj the Treasury and 
the Federal Reserve Bank of Boston, she holds an MBA degree flVm 
Rutgas University and is a Certified Rate of Retum Analyst. 

Embedded in the 
Landmark Decisions 

As stated in Bluefield in 1922: "A 
public utility is entitled to such rates as 
will permit it to eam a return on 
investments in other business undertak­
ings which are attended by correspond­
ing risks and uncertainties ,,," 

In addition, the court stated in Hope 
in 1944: "By that standard the return to 
the equity owner should be commensu­
rate with returns on investments in other 
enterprises having corresponding risks .. 

Thus, the "corresponding risk" pre-

Financial Quarterly Review· Slimmer J994· page 4 

cept of Bluefield and Hope predates the 
use of such market-based cost-of-equity 
models as the Discounted Cash Flow 
(DCF) and Capital Asset Pricing 
(CAPM), which were developed later 
and are currently popular in rate­
base/rate-of-return regulation Conse­
quently, the comparable earnings model 
has a longer regulatory and judicial his­
tory c However, it has far greater rele­
vance now than ever before in its hist­
ory because significant deregulation has 
substantially increased natural gas utili­
ties' investment risk to a level similar to 
that of non-utility firms, As a result, it is 
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more important than ever to look to 
similar-risk non-utility firms for insight 
into common equity cost rate, especially 
in view of the deficiencies inherent in 
the currently popular market-based cost 
of common equity models, particularly 
the DCF model. 

Despite the fact that the landmark 
decisions are still regarded as having set 
the standards for detennining a fair rate 
of return, the comparable earnings 
model has experienced decreased usage 
by expert witnesses, as well as less reg­
ulatory acceptance over the years, We 
believe the decline in the popularity of 
the comparabJe earnings model, in large 
measure, is attributable to the difficulty 
of selecting non-utility proxy firms that 
regulators wil1 accept as comparable to 
the target utility. Regulatory acceptance 
is difficult to gain when the selection 
process is arbitrary, Our application of 
the model is objective and consistent 
with fundamental financial tenets, 

Principles of 
Comparable Earnings 

Regulation is a substitute for the 
competition of the marketplace, More­
over, regulated public utilities compete 
in the capital markets with all firms, 
including unregulated non-utilities, The 
comparable earnings model is based 
upon the opportunity cost principle; i.e, 
that the true cost of an investment is the 
return that could have been earned on 
the next best available alternative 
investment of similar risk, Conse­
quently, the comparable earnings model 
is consistent with regulatory and finan­
cial principles, as it is a surrogate for 
the competition of the marketplace, and 
investors seek the greatest available rate 
of return for bearing similar risk 

The selection of comparable firms is 
the most difficult step in applying the 
comparable earnings model, as noted by 
Phillips' as well as by Bonbright, 
Danielsen and Kamerschen 3 The selec­
tion of non-utility proxy firms should 
result in a sufficiently broad-based 
group in order to minimize the effect of 
company-specific aberrations. How-

ever, if the selection process is arbi­
trary, it likely would result in a proxy 
group that is too broad-based, such as 
the Standard & Poor's 500 Composite 
Index or the Value Line Industrial Com­
posite. The use of such groups would 
require subjective adjustments to the 
comparable earnings results to reflect 
risk differences between the group(s) 
and the target utility, a gas pipeline 
company in this example 

Authors' Selection Criteria 

We base the selection of comparable 
non-utility firms on market-based, 
o~jective, quantitative measures of risk 
resulting from market prices that sub­
sume investors' assessments of all ele­
ments of risk. Thus, our approach is 
based upon the principle of risk and 
return; namely, that firms of compara­
ble risk should be expected to earn com­
par'able returns, It is also consistent with 
the "coIT'esponding risk" standard estab­
lished in Bluefield and Hope We mea­
sure total investment risk as the sum of 
non-diversifiable systematic and diver­
sifiable unsystematic risk. We use the 
unadjusted beta as a measure of system­
atic risk and the standard enor of the 
estimate (residual standard enor) as a 
measure of unsystematic risk, Both the 
unadjusted beta and the residual stan­
dard error are derived from a regression 
of the target utility's security returns 
relative to the market's returns, which 
takes the general form: 

I'll = a, + bi r1ll1 + e'l 

where: 
I'jl = tth observation of the ith 

utility'S rate of return 
"111 = tth observation of the 

market's rate of return 
ell = tth random error tenn 
a, = constant least-squares 

regression coefficient 
b, = least-squares regression 

slope coefficient, the 
unadjusted beta. 

As shown by Francis,' the total vari­
ation or risk of a finn's return, VaT' (rj), 
comes from two sources: 

Val' ('i)= total risk of ith asset 

Fillancial Quarterly Review· SlIlIImer 1994· page.5 

= var(a, + b,r 111 + e) 
substituting (aj + b;r 111 + e) 

for rj 
= var(bl~lI) + var (e) since 

var(ai) = 0 
= hi' var('~,) + var (e) 

since var(b;rm) = b( 
var(rm) 

= systematic + 
unsystematic risk 

Francis 5 also notes: "The term 
cr2(rilr~l) is called the residual variance 
around the regrenion line in statistical 
terms or unsystematic risk in capital 
market theory language, (j' ('il r m) = .. 
= var (e). The residual variance is the 
squared standard error in regression lan­
guage, a measure of unsystematic risk/' 
Application of these criteria results in a 
group of non-utility firms whose aver~ 
age total investment risk is indeed com­
parable to that of the target gas pipeline, 

As a measure of systematic risk, we 
use the Value Line unadjusted beta, Beta 
measures the extent to which market­
wide or macro-economic events affect a 
firm's stock price. We use the unad~ 
justed beta of the target utility as a start­
ing point because it results from the 
regression of the target utility's security 
returns relative to the market's returns 
Thus, the resulting standard deviation of 
beta relates to the unadjusted beta We 
use the standard deviation of the unad­
justed beta to determine the range 
around it as the selection criterion based 
on systematic risk 

We use the residual standard error of 
the regression as a measure of unsys­
tematic risk The residual standard error 
reflects the extent to which events spe­
cific to the firm's operations affect a 
finn's stock price, Thus, it is a measure 
of diversifiable, unsystematic, firm­
specific risk. 

An Illustration 
of Authors' Approach 

Step One: We begin our approach 
by establishing the selection criteria as a 
range of both unadjusted beta and resid­
ual standard error of the target gas 

continued Oil page 6 
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pipeline company, 
As shown in table 1, our target gas 

pipeline company has a Value Line 
unadjusted beta of 0.90, whose standard 
deviation is 0,1250, The selection crite­
rion range of unadjusted beta is the 
unadjusted beta plus (+) and minus (-) 
three of its standard deviations, By 
using three standard deviations, 99.73 
percent of the comparable unadjusted 
betas is captured. 

Three standard deviations of the tar­
get utility's unadjusted beta equals 0.38 
(0.1250 x 3 = 0.3750, rounded to 0.38) 
Consequently, the range of unadjusted 
betas to be used as a selection criteria is 
052 - 128 (0.52 = 090 - 0.38) and 
(1.28 = 0 . .90 + 038). 

Likewise, the selection criterion 
range of residual standard error equals 
the residual standard error plus (+) and 

minus (-) three of its standard devia­
tions, The standard deviation of the 
residual standard error is defined as: 
(Jf..fjN 

As also shown in table 1, the target 
gas pipeline company has a residual 
standard error of 3.7867. According to 
the above formula, the standard deviation 
of the residual standard error would be 
0.1664 (0.1664 = 37867/..}2(259) = 
3 7867122.7596, where 259 = N, the 
number of weekly price change obser­
vations over a period of five years), 
Three standard deviations of the target 
utility's residual standard error would 
be 04992 (01664 x .3 = 4992). Conse­
quently, the range of residual standard 
errors to be used as a selection criterion 
is 32875 - 4.2859 (3.2875 = 3.7867 -
0.4992) and (4.2859 = 3 7867 + 
04992) 

. lable 1 
",!, 

Step Two: The step one criteria are 
applied to Value Line's data base of 
nearly 4,000 firms for which Value Line 
derives unadjusted betas and residual 
standard errors on a weekly basis All 
finns with unadjusted betas and residual 
standard errors within the criteria ranges 
are then selected 

Step Three: In the regulatory 
ratemaking environment, authorized 
cornman equity return rates are applied 
to a book-value rate base. Thus, the 
earnings rates on book common equity, 
or net worth, of competitive, non-utility 
firms are highly relevant provided those 
firms are indeed comparable in total 
risk to the target gas pipeline, The use 
of the return rates of other utilities has 
no relevance because their allowed. and 
hence subsequently achieved, earnings 
rates are dependent upon the regulatory 

·Summaryllf thecom~~~~ieiilrning~AnaIYSiS 
for the ~ro~ Group of 248 Non-UtililyCompanies 

Comparable in Total Riskto theJargetGas Pipeline Company 1 

iv~r.ig~f~;ltieproxy group of 
;.,ltb 21Brion~Ullllly companies .••.. , :.. 
:;,"comparable in lolal risk 10 the' .•. 
. , .. ·Iargelgas pipeline company· 

;;i;~~1;9~s';[/lelineCtlmpany 

;;i:~J~~g~Dfll1~ median· 
, . hlslorlcal.relurns 

12.0% 12.6% 15.5% 

.. 12.1% 

13.8% 

.' ;;fl1e crit,;iafll;selectlon of the non-utll~9rou~~a~that;~el1~~~~;;Ii~ri';~~anl~sbed~mesilcan~ Includet In Value Line InveshnenlSurvey. The non-utility 
..••.• ·group was selected based an unadjusted beta range of 0.52 to 1 .• 26 and a residual standard error range of 3.2675 to 4.2659 . 
. '2Endlng·1992: . . ·'.5 .. ···.,.,.,; 
... .31996.1996/1997-1999. .., .' i ..• •• ...., •••• , ... ,.... • ..••• 

• 4Th. ilV.ragestandarddevlation of thetarget gas pipeline company's.unadJusted beta Is 0.1250.' .' . . .•. . .., •. . 
• : 5Equalweight given to both the average olth. 3" 4, and 5,year hlstoricaim.dlans (12.1%) and 5-year projected median rat. of return on n.tworth 
,,::(15,5%). Thus, 13.B%= (12.1% + 15.5% 12).·:::·"':'" 
".Source: Value line Inc" March 15, 199L.';·'" 
,. Value Line Inveshnenl Survey 
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process Consequently, we believe all 
utilities must be eliminated to avoid ciI~ 
cularity 0 Moreover, we believe non­
domestic firms must be eliminated 
because their reporting methods differ 
significantly from US. firms. 

Step Four: We then eliminated 
those firms for which Value Line does 
not publish a "Ratings & Report" in 
Value Line Inve-stmell( Survey so that 
the historica1 and projected returns on 
net worth6 are from a consistent source, 
We use historical returns on net worth 
for the most recent five years, as well as 
those projected three to five years into 
the future. We believe it is logical to 
evaluate both historical and projected 
return rates because it is reasonable to 
assume that investors avail themselves 
of both when they are available from 
widely disseminated information ser-

vices, such as Va1ue Line Inc, The use 
of Value Line's return rates on net 
worth understates the common equity 
return rates for two reasons .. First, pre­
ferred stock is included in net worth 
Second, the net worth return rates are as 
of the end of each period. Thus, the use 
of average common equity return rates 
would yield higher results. 

Step Five: Median returns based on 
the historical average three, four and 
five years ending 1992 and projected 
1996-1998 or 1997-1999 rates of return 
on net worth are then determined as 
shown in columns 4 through 7 of table 
I. The median is used due to the wide 
variations and skewness in rates of 
return on net worth for the non-utility 
firms as evidenced by the frequency 
distributions of those returns as shown 
in illustration 10 

Financial Quarterly Review· Slimmer 1994 • page 7 

However, we show the average 
unadjusted beta, 0 92, and residual stan­
dard error, 3 .. 7705, for the proxy group 
in columns 2 and .3 of table I because 
their frequency distributions are not sig­
nificantly skewed, as shown in illus­
tration 2. 

Step Six: Our conclusion of a COffi-

lIIustralion 2 

. Unadjusted Betas ... 
and Residual Standard Errors 

for the Proxy Group of 248 
Non-Utility Companies1 

unadJusled bela. 
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parabJe earnings cost rate is based upon 
the mid-point of the average of the 
median three-, fOUf- and five-year his­
torical rates of return on net worth of 
12.1 percent as shown in column 5 and 
the median projected 1996-1998/1997-
1999 rate of return on net worth of IS 5 
percent as shown in column 7 of table I. 
As shown in column 8, it is I J 8 percent. 

Summary 

OUf comparable earnings approach 
demonstrates that it is possible to select 
a proxy group of non-utility firms that is 
comparable in total risk to a target util­
ity. In our example, the 13. 8 percent 
comparable earnings cost rate is very 
conservative as it is an expected 
achieved rate on book common equity 
(a regulatory allowed rate should be 

greater) and because it is based on end­
of~period net worth. A similar rate on 
average net worth would be about 20 to 
40 basis points higher (i.e., 14.0 to 14.2 
percent) and still understate the appro­
priate regulatory allowed rate of return 
on book common equity, 

Our selection criteria are based upon 
measures of systematic and unsystemat­
ic risk, specifically unadjusted beta and 
residual standard error. They provide 
the basis for the objective selection of 
comparable nonMutility firms, Our selec­
tion criteria rely on changes in market 
prices over approximately five years 
We compare the aggregate total risk, or 
the sum of systematic and unsystematic 
risk, which reflects investors' aggregate 
assessment of both business and finan­
cial risk Thus, no adjustments are nec­
essary to the proxy group results to 

Report LislsPipeline, Storage Projects 

.. ' .More than $9billi~IIWOrth~i]lr~~;'~i&g~p.,iN~~ati{)n'snatural gas 
pipeline network arein various stages of development,according to anA.G.A. 
report. These projects i~volvenearly 8,000 miles of new pipelines and capac­
ity additions to existing lines and t'eJlr~sent 153~illion cubicfeet (Bct) per 
day of new pipeline capacity,. • ........ ....> ... ,:,.,. .' . 

; . '.' During 1993 and eady 1994, c~nstructiorion 3,100 lllilesof pipeline was 
completed or under way,ata cost of nearly $4 biJlion;says AG.A.These pro­

. jects are adding 5.4 Bcfin daily d~livery capacitynatioD\vide. ....» 
...... Among the projects.completed in 19?3 werel'~cific Gas Transmission 

'. Co .. 's 805 miles oflooping that allows increased deliveries of Canadian gas to 
theWest Coast;Northwest l'ipeJine Corp,'s~ddition,()f 433 million cubic feet 
"fdaily capacity for customers inthePacific Northwest .and RocKyMountain 

'areas;and the 156-mile Empire StatePipelineinJ'l" ... Yorl<... . . . ..... ' .... 
<:,',', "In addition" major construction proje6ts w'ere" ,s,yirted 0t;l, the systems of 
". Texas Eastern Transmission Corp. and Algonquin Gas Transmission Co. ~ 

both subsidiaries of Panhandle Ea~tem Corp'-!ll1dal9~gF1orida Gas. Trans­
mJs'sfonCo.'spipeline. ,', """:"",<~"",,',;,, .'",,,,':-'>:""'/- :':'> , '" , ," 
. The report goes on tq discuss another $5 billion inproposedprojects, 

''Nhi~h, if cOfilpleted, will add nearly 5,000 miles Of piJleline and 9.8 Bcf per 
daY;in cap~city, filuch of it serving Florida and \VestCoast markets.. .'. ',. 

."c; ..•. A.GA ~. identifies 47 storageprojects and says that if all of them are built, 
existing storage capacity will increase by more tlun15()()Bcf,or 15 Jl"rcent' . . 

For a copy of New Pipeline Construction: StatusReport.l993-94 (#FOOJ03), 
call A.G.A. at (703) 841-8490. Price per copyis$6for employees of member 
companies and associates and $12 for other customers .. 

Financial Quarterly Review· Summer 1994· page 8 

compensate for the differences in busi­
ness risk and financial risk, such as 
accounting practices and debt/equity 
ratios, Moreover, it is inappropriate to 
attempt a comparison of the target utility 
with any individual firm, or subset of 
firms, in the proxy group because only 
the average finn of the group is relevant 

Because the comparable earnings 
model is firmly anchored in the "corre­
sponding risk" precept established in 
the landmark court decisions, it is wor­
thy of consideration as a principal 
model for use in estimating the cost rate 
of common equity capital of a regulated 
utility. Our approach to the comparable 
earnings model produces a proxy group 
that is indeed comparable in total risk 
because the selection process is objec­
tive and quantitative It therefore over­
comes criticism linked to arbitrary 
selection processes, 

All cost-ofCcommon-equity models, 
including the DCF and CAPM, are 
fraught with deficiencies, usually stem­
ming from the many necessary but unre­
alistic assumptions that underlie them, 
The effects of the deficiencies of indi­
vidual models can be mitigated by using 
more than one model when estimating a 
utility's common equity cost rate 
Therefore, when the non-comparability 
issue is overcome, the comparable earn­
ings model deserves to receive the same 
consideration as a primary model, as do 
the currently popular market-based 
models .• 

iBluefield Water Works Improvement Co. v Pub­
lic Sen'ice Commission. 262 U S 679 (1922) and 
Federal Power Commi1'Siofl \' Hope Nalllral Gas 
Co.320US 519(1944) 
2Charles F Phillips Jr. The Regulalion of Public 
Utililie~: Theory lmd Practice., Public Utilities 
Reports Inc. 1988. p 379 
3James C Bonbright. Albert L Danielsen and 
David R Kamerschen. Principle.~ of Public t.!!ili: 
ties Rates. 2nd edition. Public Utilities Reports 
Inc 1988, p 329 
4 Jack Clark Francis, In\'e~tments: AnaJysi~ find 
Mflongement 3rd edition. McGraw·Hill Book 
Co, 1980, p 363 
'Id. p. 548 
6Returns on net worth must be used when 
relying on Value Line data because returns on 
book common equity for non-utility firms are 
not available from Value Line 

'I' 
I 

L 
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No. Principal Methods

Proxy Group of 
Nine Water 
Companies

1. Discounted Cash Flow Model (DCF) (1) 8.48                 %

2. Risk Premium Model (RPM) (2) 11.33

3. Capital Asset Pricing Model (CAPM) (3) 9.36

4.
Market Models Applied to Comparable Risk, Non-Price 
Regulated Companies (4) 10.67

5.
Indicated Common Equity Cost Rate before Adjustment 
for Business Risks 10.00 %

7 Business Risk Adjustment (5) 0.55

8. Recommended Common Equity Cost Rate 10.55               %

 Notes:  (1) From page 2 of this Schedule.
(2) From page 12 of this Schedule.
(3) From page 22 of this Schedule.
(4) From page 24 of this Schedule.
(5)

United Water Rhode Island, Inc.
Brief Summary of Common Equity Cost Rate

Business risk adjustment to reflect United Water Rhode Island, Inc.'s greater 
business risk due to its small size relative to the proxy group as detailed in Ms. 
Ahern's accompanying direct testimony.

Exhibit No.__ 
Schedule PMA-8 Rebuttal 

Page 1 of 34



United Water Rhode Island, Inc.
Indicated Common Equity Cost Rate Using the Discounted Cash Flow Model for

the Proxy Group of Nine Water Companies

1 2 3 4 5 6 7 8

Proxy Group of Nine Water Companies

Average 
Dividend 
Yield (1)

Value Line 
Projected 
Five Year 
Growth in 
EPS (2)

Reuters Mean 
Consensus 

Projected Five 
Year Growth 
Rate in EPS

Zack's Five 
Year 

Projected 
Growth 

Rate in EPS

Yahoo! 
Finance 

Projected 
Five Year 
Growth in 

EPS

Average 
Projected 
Five Year 
Growth in 
EPS (3)

Adjusted 
Dividend 
Yield (4)

Indicated 
Common 

Equity Cost 
Rate (5)

American States Water Co. 2.87     % 7.00     % 1.00        % 2.00     % 1.00     % 2.75     % 2.91     % 5.66     %
American Water Works Co., Inc. 2.69     8.50     8.90        7.20     6.90     7.88     2.80     10.68   
Aqua America, Inc. 2.56     10.00   7.40        5.60     5.80     7.20     2.65     9.85     
Artesian Resources Corp. 3.64     NA NA NA 4.00     4.00     3.71     7.71     
California Water Service Group 2.84     7.00     NA 6.00     6.00     6.33     2.93     9.26     
Connecticut Water Service, Inc. 2.90     6.50     NA 5.00     5.00     5.50     2.98     8.48     
Middlesex Water Company 3.61     4.00     NA NA 2.70     3.35     3.67     7.02     
SJW Corporation 2.57     7.50     NA NA 14.00   10.75   2.71     13.46   
York Water Company 2.66     6.50     NA NA 4.90     5.70     2.74     8.44     

Average 8.95     %

Median 8.48     %

NA= Not Available
NMF = Not Meaningful Figure

Notes:
(1)

(2) From pages 3 through 11 of this Schedule.
(3) Average of columns 2 through 5 excluding negative growth rates.
(4)

(5) Column 6 + column 7.

Source of Information: Value Line Investment Survey
www.reuters.com Downloaded on 02/05/2014
www.zacks.com Downloaded on 02/05/2014
www.yahoo.com Downloaded on 02/05/2014

Indicated dividend at 02/04/2014 divided by the average closing price of the last 60 trading days ending 
02/04/2014 for each company.

This reflects a growth rate component equal to one-half the conclusion of growth rate (from column 6) x column 1 
to reflect the periodic payment of dividends (Gordon Model) as opposed to the continuous payment.  Thus, for 
American States Water Co. , 2.87% x (1+( 1/2 x 2.75%) ) = 2.91%.
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80
60
50
40
30
25
20
15

10
7.5

2-for-1

Percent
shares
traded

12
8
4

Target Price Range
2016 2017 2018

AMER. STATES WATER NYSE-AWR 28.15 18.5 17.9
22.0 0.99 3.1%

TIMELINESS 3 Lowered 8/16/13

SAFETY 2 Raised 7/20/12

TECHNICAL 1 Raised 1/10/14
BETA .65 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 40 (+40%) 12%
Low 30 (+5%) 5%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 2 1 0 0 1 0
Options 0 0 1 4 4 0 0 0 0
to Sell 0 0 0 5 5 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 93 98 72
to Sell 59 70 90
Hld’s(000) 24964 24268 23953

High: 14.5 14.5 13.4 17.3 21.9 23.1 21.0 19.4 19.8 18.2 24.1 33.1
Low: 10.1 10.8 10.4 12.2 15.1 16.8 13.5 14.9 15.6 15.3 17.0 24.0

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 23.0 38.4
3 yr. 82.5 52.8
5 yr. 102.2 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $335.5 mill. Due in 5 Yrs $10.6 mill.
LT Debt $332.1 mill. LT Interest $16.0 mill.
(LT interest earned: 5.2x: total interest
coverage: 4.9x) (41% of Cap’l)
Leases, Uncapitalized: Annual rentals $3.0 mill.
Pension Assets-12/12 $107.6 mill.

Oblig. $163.2 mill.
Pfd Stock None.

Common Stock 38,717,549 shs.
as of 11/1/13

MARKET CAP: $1.1 billion (Mid Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 1.3 23.5 26.2
Other 164.3 160.5 176.4
Current Assets 165.6 184.0 202.6
Accts Payable 37.9 40.6 62.9
Debt Due .3 3.3 3.4
Other 66.2 49.8 49.4
Current Liab. 104.4 93.7 115.7
Fix. Chg. Cov. 401% 442% 450%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 5.5% 7.5% 3.0%
‘‘Cash Flow’’ 6.5% 9.0% 4.5%
Earnings 6.5% 11.5% 7.0%
Dividends 3.0% 4.5% 10.0%
Book Value 5.0% 5.5% 7.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 88.4 95.5 111.3 103.7 398.9
2011 94.3 109.8 119.9 95.3 419.3
2012 107.6 114.3 133.5 111.5 466.9
2013 110.5 120.7 130.9 112.9 475
2014 115 125 140 120 500
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .23 .24 .31 .33 1.11
2011 .19 .34 .42 .17 1.12
2012 .27 .40 .49 .26 1.41
2013 .35 .43 .53 .24 1.55
2014 .33 .42 .55 .30 1.60
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .13 .13 .13 .13 .52
2011 .13 .14 .14 .14 .55
2012 .14 .14 .1775 .1775 .64
2013 .1775 .1775 .2025 .2025 .76
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
5.72 5.51 6.45 6.08 6.53 6.89 6.99 6.81 7.03 7.88 8.75 9.21 9.74 10.71

.92 1.02 1.13 1.10 1.26 1.27 1.04 1.11 1.32 1.45 1.65 1.69 1.70 2.11

.52 .54 .60 .64 .67 .67 .39 .53 .66 .67 .81 .78 .81 1.11

.42 .42 .43 .43 .43 .44 .44 .44 .45 .46 .48 .50 .51 .52
1.29 1.56 2.15 1.51 1.59 1.34 1.88 2.51 2.12 1.95 1.45 2.23 2.09 2.12
5.62 5.74 5.91 6.37 6.61 7.02 6.98 7.51 7.86 8.32 8.77 8.97 9.70 10.13

26.87 26.87 26.87 30.24 30.24 30.36 30.42 33.50 33.60 34.10 34.46 34.60 37.06 37.26
14.5 15.5 17.1 15.9 16.7 18.3 31.9 23.2 21.9 27.7 24.0 22.6 21.2 15.7

.84 .81 .97 1.03 .86 1.00 1.82 1.23 1.17 1.50 1.27 1.36 1.41 1.00
5.5% 5.0% 4.2% 4.2% 3.9% 3.6% 3.5% 3.6% 3.1% 2.5% 2.5% 2.9% 2.9% 3.0%

212.7 228.0 236.2 268.6 301.4 318.7 361.0 398.9
11.9 16.5 22.5 23.1 28.0 26.8 29.5 41.4

43.5% 37.4% 47.0% 40.5% 42.6% 37.8% 38.9% 43.2%
- - - - - - 12.2% 8.5% 6.9% 3.2% 5.8%

52.0% 47.7% 50.4% 48.6% 46.9% 46.2% 45.9% 44.3%
48.0% 52.3% 49.6% 51.4% 53.1% 53.8% 54.1% 55.7%
442.3 480.4 532.5 551.6 569.4 577.0 665.0 677.4
602.3 664.2 713.2 750.6 776.4 825.3 866.4 855.0
4.6% 5.2% 5.4% 6.0% 6.7% 6.4% 5.9% 7.6%
5.6% 6.6% 8.5% 8.1% 9.3% 8.6% 8.2% 11.0%
5.6% 6.6% 8.5% 8.1% 9.3% 8.6% 8.2% 11.0%
NMF 1.0% 2.8% 2.7% 3.9% 3.1% 3.2% 5.8%

113% 84% 67% 67% 58% 64% 61% 47%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
11.12 12.12 12.20 12.50 Revenues per sh 13.50

2.13 2.48 2.50 2.65 ‘‘Cash Flow’’ per sh 2.95
1.12 1.41 1.55 1.60 Earnings per sh A 1.80
.55 .64 .76 .84 Div’d Decl’d per sh B■ 1.00

2.13 1.77 2.30 2.25 Cap’l Spending per sh 2.50
10.84 11.80 12.55 13.25 Book Value per sh 16.25
37.70 38.53 39.00 40.00 Common Shs Outst’g C 43.00
15.4 14.3 18.4 Avg Ann’l P/E Ratio 19.5

.97 .91 1.03 Relative P/E Ratio 1.30
3.2% 3.1% 2.7% Avg Ann’l Div’d Yield 3.1%

419.3 466.9 475 500 Revenues ($mill) 580
42.0 54.1 59.0 63.0 Net Profit ($mill) 77.0

41.7% 39.9% 38.0% 40.0% Income Tax Rate 40.0%
2.0% 2.5% 2.5% 2.5% AFUDC % to Net Profit 2.5%

45.4% 42.2% 40.5% 40.0% Long-Term Debt Ratio 41.0%
54.6% 57.8% 59.5% 60.0% Common Equity Ratio 59.0%
749.1 787.0 825 880 Total Capital ($mill) 1200
896.5 917.8 975 1000 Net Plant ($mill) 1100
7.1% 8.3% 8.0% 8.0% Return on Total Cap’l 7.5%

10.3% 11.9% 12.0% 12.5% Return on Shr. Equity 11.5%
10.3% 11.9% 12.0% 12.5% Return on Com Equity 11.5%
5.3% 6.6% 6.0% 6.0% Retained to Com Eq 5.0%
49% 45% 49% 53% All Div’ds to Net Prof 56%

Company’s Financial Strength A
Stock’s Price Stability 85
Price Growth Persistence 75
Earnings Predictability 90

(A) Primary earnings. Excludes nonrecurring
gains/(losses): ’04, 7¢; ’05, 13¢; ’06, 3¢; ’08,
(14¢); ’10, (23¢) ’11, 10¢. Next earnings report
due early February. Quarterly egs. may not add

due to rounding.
(B) Dividends historically paid in early March,
June, September, and December. ■ Div’d rein-
vestment plan available.

(C) In millions, adjusted for splits.

BUSINESS: American States Water Co. operates as a holding
company. Through its principal subsidiary, Golden State Water
Company, it supplies water to more than 250,000 customers in 75
communities in 10 counties. Service areas include the greater
metropolitan areas of Los Angeles and Orange Counties. The com-
pany also provides electric utility services to nearly 23,250 custom-

ers in the city of Big Bear Lake and in areas of San Bernardino
County. Sold Chaparral City Water of Arizona (6/11). Has 728 em-
ployees. Officers & directors own 2.9% of common stock (4/12
Proxy). Chairman: Lloyd Ross. President & CEO: Robert J.
Sprowls. Inc: CA. Addr: 630 East Foothill Boulevard, San Dimas,
CA 91773. Tel: 909-394-3600. Internet: www.aswater.com.

American States Water’s core water
utility business probably just com-
pleted a highly profitable 2013.
Through the September quarter, Golden
Gate Water’s contribution to share net
rose a whopping 28%. This occurred
despite higher administrative and pur-
chased water costs and a smaller contribu-
tion from the company’s nonutility busi-
ness. These expenses were more than off-
set by increased revenue resulting from
the implementation of higher rates.
We are relatively bullish on American
States’ nonutility business. The compa-
ny runs the water systems at nine U.S.
military bases through its ASUS subsidi-
ary. There is ongoing debate on Wall
Street regarding the future growth in this
sector. Some feel that the company’s earn-
ings peaked in 2012 when they contrib-
uted almost $0.40 a share to the bottom
line. We are on the other side of this argu-
ment. American States’ long experience in
running these operations will enable it to
win more bids from army bases through
2016-2018, in our opinion. Currently, the
utility is involved in the bidding for 10 in-
stallations that are looking to outsource

these operations. Indeed, annual profits
from this sector could grow to as high as
$0.50 a share over the next three- to five-
year period.
Finances are healthy. Internally genera-
ted funds should be sufficient to cover
American States’ construction budget for
the foreseeable future. As a result, we
think that the strong equity-to-total capi-
tal ratio should remain at a very solid
57%. Reflecting this is the company’s Fi-
nancial Strength rating of an A, the high-
est grade of any water utility.
The company’s long-term dividend
growth prospects are robust as well.
The equity’s yield is close to the norm for
the water utility group. However, its divi-
dend growth prospects of 9% through
2016-2018 are significantly above the in-
dustry average. Thus, investors currently
don’t have to pay as high a premium for
the stock as they had to in the past. And,
while the nonutility operations have
lowered the company’s earnings predic-
tability compared to its peers, we think
the stock is still attractive on a risk-return
basis.
James A. Flood January 17, 2014

LEGENDS
1.25 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

3-for-2 split 6/02
2-for-1 split 9/13
Options: Yes
Shaded areas indicate recessions

© 2014 Value Line Publishing LLC. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber’s own, non-commercial, internal use. No part
of it may be reproduced, resold, stored or transmitted in any printed, electronic or other form, or used for generating or marketing any printed or electronic publication, service or product.

To subscribe call 1-800-833-0046.
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Percent
shares
traded

21
14
7

Target Price Range
2016 2017 2018

AMERICAN WATER NYSE-AWK 41.71 18.1 20.5
NMF 0.97 2.8%

TIMELINESS 3 Raised 10/4/13

SAFETY 3 New 7/25/08

TECHNICAL 3 Lowered 8/9/13
BETA .65 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 65 (+55%) 17%
Low 45 (+10%) 5%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 0 0 0 0 0
Options 0 8 0 3 0 0 0 0 0
to Sell 0 8 0 3 0 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 191 165 197
to Sell 186 209 176
Hld’s(000) 145912 144834 144172

High: 23.7 23.0 25.8 32.8 39.4 45.1
Low: 16.5 16.2 19.4 25.2 31.3 37.0

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 16.1 38.4
3 yr. 82.1 52.8
5 yr. 139.0 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $5677.2 mil. Due in 5 Yrs $1034.0 mil.
LT Debt $5174.1 mil. LT Interest $301.0 mil.
(Total interest coverage: 4.4x) (53% of Cap’l)

Leases, Uncapitalized: Annual rentals $28.1 mill.
Pension Assets $1157.7 mill

Oblig. $1621.2 mill.
Pfd Stock $17.6 mill. Pfd Div’d $.7 mill

Common Stock 178,274,197 shs.
as of 10/31/13

MARKET CAP: $7.4 billion (Large Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 14.2 24.4 32.4
Other 1383.5 475.0 580.8
Current Assets 1397.7 499.4 613.2
Accts Payable 243.7 279.6 209.8
Debt Due 543.9 385.9 503.1
Other 701.5 329.3 428.6
Current Liab. 1489.1 994.8 1141.5
Fix. Chg. Cov. 256% 292% 300%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues - - 3.0% 4.0%
‘‘Cash Flow’’ - - NMF 5.5%
Earnings - - - - 8.5%
Dividends - - - - 7.5%
Book Value - - -1.5% 4.5%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 588.1 671.2 786.9 664.5 2710.7
2011 596.7 668.8 760.9 639.8 2666.2
2012 618.7 745.6 831.8 680.8 2876.9
2013 636.1 724.3 829.2 695.4 2885
2014 675 775 900 750 3100
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .18 .42 .71 .23 1.53
2011 .23 .42 .73 .32 1.72
2012 .28 .66 .87 .30 2.11
2013 .32 .57 .84 .47 2.20
2014 .35 .65 1.00 .40 2.40
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .21 .21 .22 .22 .86
2011 .22 .23 .23 .23 .91
2012 .23 .23 .25 .25 .96
2013 .25 .25 .28 .28 1.06
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006E 2007 2008 2009 2010
- - - - - - - - - - - - - - - - - - 13.08 13.84 14.61 13.98 15.49
- - - - - - - - - - - - - - - - - - .65 d.47 2.87 2.89 3.56
- - - - - - - - - - - - - - - - - - d.97 d2.14 1.10 1.25 1.53
- - - - - - - - - - - - - - - - - - - - - - .40 .82 .86
- - - - - - - - - - - - - - - - - - 4.31 4.74 6.31 4.50 4.38
- - - - - - - - - - - - - - - - - - 23.86 28.39 25.64 22.91 23.59
- - - - - - - - - - - - - - - - - - 160.00 160.00 160.00 174.63 175.00
- - - - - - - - - - - - - - - - - - - - - - 18.9 15.6 14.6
- - - - - - - - - - - - - - - - - - - - - - 1.14 1.04 .93
- - - - - - - - - - - - - - - - - - - - - - 1.9% 4.2% 3.8%

- - - - - - 2093.1 2214.2 2336.9 2440.7 2710.7
- - - - - - d155.8 d342.3 187.2 209.9 267.8
- - - - - - - - - - 37.4% 37.9% 40.4%
- - - - - - - - - - - - - - - -
- - - - - - 56.1% 50.9% 53.1% 56.9% 56.8%
- - - - - - 43.9% 49.1% 46.9% 43.1% 43.2%
- - - - - - 8692.8 9245.7 8750.2 9289.0 9561.3
- - - - - - 8720.6 9318.0 9991.8 10524 11059
- - - - - - NMF NMF 3.7% 3.8% 4.4%
- - - - - - NMF NMF 4.6% 5.2% 6.5%
- - - - - - NMF NMF 4.6% 5.2% 6.5%
- - - - - - NMF NMF 3.0% 1.8% 2.8%
- - - - - - - - - - 34% 65% 56%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
15.18 16.25 16.15 17.20 Revenues per sh 20.00

3.73 4.27 4.45 4.70 ‘‘Cash Flow’’ per sh 5.25
1.72 2.11 2.20 2.40 Earnings per sh A 2.90
.91 .96 1.06 1.20 Div’d Decl’d per sh B■ 1.40

5.27 5.25 5.15 5.50 Cap’l Spending per sh 5.50
24.11 25.10 26.15 27.50 Book Value per sh D 31.85

175.66 176.99 178.50 180.00 Common Shs Outst’g C 185.00
16.8 16.7 18.6 Avg Ann’l P/E Ratio 18.5
1.05 1.07 1.04 Relative P/E Ratio 1.25

3.1% 2.7% 2.6% Avg Ann’l Div’d Yield 2.7%

2666.2 2876.9 2885 3100 Revenues ($mill) 3700
304.9 375.0 390 430 Net Profit ($mill) 535

39.5% 40.7% 38.5% 38.0% Income Tax Rate 38.0%
12.5% 6.2% 4.0% 8.0% AFUDC % to Net Profit 8.0%
55.7% 53.8% 52.5% 52.0% Long-Term Debt Ratio 51.5%
44.2% 46.0% 47.5% 48.0% Common Equity Ratio 48.5%
9580.3 9652.7 9880 10400 Total Capital ($mill) 12200
11021 11739 12250 12750 Net Plant ($mill) 13550
4.8% 5.5% 5.5% 5.5% Return on Total Cap’l 6.0%
7.2% 8.4% 8.5% 8.5% Return on Shr. Equity 9.0%
7.2% 8.4% 8.3% 8.5% Return on Com Equity 9.0%
3.5% 4.6% 4.5% 4.5% Retained to Com Eq 4.5%
52% 45% 48% 50% All Div’ds to Net Prof 48%

Company’s Financial Strength B+
Stock’s Price Stability 95
Price Growth Persistence 75
Earnings Predictability 20

(A) Diluted earnings. Excludes nonrecurring
losses: ’08, $4.62; ’09, $2.63; ’11, $0.07. Dis-
continued operations: ’06, (4¢); ’11, 3¢; ’12,
(10¢). Next earnings report due early February.

Quarterly earnings may not sum due to round-
ing. (B) Dividends paid in March, June, Sep-
tember, and December. ■ Div. reinvestment
available. (C) In millions. (D) Includes in-

tangibles. In 2012: $1.207 billion, $6.82/share.
(E) Pro forma numbers for ’06 & ’07.

BUSINESS: American Water Works Company, Inc. is the largest
investor-owned water and wastewater utility in the U.S., providing
services to over 14 million people in over 30 states and Canada. It’s
nonregulated business assists municipalities and military bases
with the maintenance and upkeep as well. Regulated operations
made up 89.1% of 2012 revenues. New Jersey is its biggest market

accounting for 22.2% of revenues. Has roughly 7,000 employees.
Depreciation rate, 2.6% in ’12. BlackRock, Inc., owns 10.3% of the
common stock outstanding. Off. & dir. own less than 1% (3/13
Proxy). President & CEO; Jeffry Sterba. Chairman; George Mack-
enzie. Address: 1025 Laurel Oak Road, Voorhees, NJ 08043. Tele-
phone: 856-346-8200. Internet: www.amwater.com.

American Water Works dwarfs most of
its peers. The company is larger by a
wide margin than any of the other
investor-owned utilities included in the
industry group followed by Value Line. In-
deed, the utility alone accounts for approx-
imately 50% of the entire industry when
measured by market capitalization.
Size matters in the water utility busi-
ness. Currently, the market is made up of
tens of thousands of small water utilities
run by local municipalities. Due to finan-
cial pressures, most of these systems have
not been properly maintained and are in
dire need of modernization. Thus, it is
more advantageous for these smaller
entities to sell their operations to concerns
that have both the financial wherewithal
and managerial experience required to ad-
dress the problems. American Water has
added almost 20 new acquisitions over
each of the past two years.
A decent amount of American Water’s
profit growth comes from the success-
ful integration of acquisitions. With its
large infrastructure, the company has con-
sistently been able to reduce costs and
squeeze efficiencies out of its purchases.

For example, American Water has reduced
its expense ratios from 42% in 2011 to
close to 40% today. The company goal is to
reduce this figure to 35% over the next five
year period.
Excellent cost controls help American
Water maintain good relationships
with regulators. All utilities are exposed
to the risk of harsh treatment by state
authorities. By managing expenses so
rigorously, the company has been able to
considerably reduce the chance of this
happening.
American Water offers good value vis-
a-vis other water utilities. Historically,
water stocks with above-average dividend
growth prospects have much lower current
yields than similar water stocks with sub-
par dividend potential. (This is the premi-
um that investors must pay for greater fu-
ture cash flows.) In the recent past, the
yield spreads between the high-and low-
quality stocks has narrowed considerably.
Thus, this is a good time to take positions
in industry leaders such as American
Water because they are cheap on a rela-
tive value basis.
James A. Flood January 17, 2014

LEGENDS
1.00 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

Options: Yes
Shaded areas indicate recessions
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AQUA AMERICA NYSE-WTR 23.09 19.9 20.6
24.0 1.07 2.8%

TIMELINESS 3 Lowered 5/24/13

SAFETY 2 Raised 4/20/12

TECHNICAL 3 Raised 12/27/13
BETA .60 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 40 (+75%) 17%
Low 25 (+10%) 5%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 0 0 0 0 0
Options 2 2 0 0 1 3 2 1 1
to Sell 0 0 0 0 2 0 0 1 1
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 136 141 153
to Sell 116 130 154
Hld’s(000) 82403 82501 85173

High: 12.0 13.4 14.8 23.4 23.8 21.3 17.6 17.2 18.4 19.0 21.5 28.1
Low: 7.7 9.5 11.3 14.0 16.1 15.1 9.8 12.3 13.2 15.4 16.8 20.6

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 18.8 38.4
3 yr. 42.1 52.8
5 yr. 65.2 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $1630.5 mill. Due in 5 Yrs $368.3 mill.
LT Debt $1439.3 mill. LT Interest $60.0 mill.
(LT interest earned: 5.0x; total interest coverage:
4.1x) (51% of Cap’l)
Pension Assets-12/12 $190.1 mill.

Oblig. $303.1 mill.
Pfd Stock None
Common Stock 176,709,658 shares
as of 10/24/13

MARKET CAP: $4.1 billion (Mid Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 8.2 5.5 6.4
Receivables 81.1 92.9 98.3
Inventory (AvgCst) 11.2 11.8 12.4
Other 220.0 150.7 94.5
Current Assets 320.5 260.9 211.6
Accts Payable 68.3 55.5 41.4
Debt Due 80.4 125.4 191.2
Other 277.0 93.3 85.7
Current Liab. 425.7 274.2 318.3
Fix. Chg. Cov. 367% 398% 398%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 8.0% 7.5% 2.5%
‘‘Cash Flow’’ 8.5% 8.0% 4.0%
Earnings 6.5% 4.5% 10.0%
Dividends 7.5% 8.0% 9.5%
Book Value 9.0% 7.0% 8.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun.30 Sep.30 Dec.31

2010 160.5 178.5 207.8 179.3 726.1
2011 163.6 178.3 197.3 172.7 712.0
2012 164.0 191.7 214.6 187.5 757.8
2013 180.0 195.7 204.3 190 770
2014 190 215 225 200 830
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun.30 Sep.30 Dec.31
2010 .13 .18 .26 .15 .72
2011 .18 .22 .24 .19 .83
2012 .15 .24 .29 .19 .87
2013 .26 .30 .36 .23 1.15
2014 .25 .32 .40 .28 1.25
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B ■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .116 .116 .116 .124 .47
2011 .124 .124 .124 .132 .50
2012 .132 .132 .132 .14 .54
2013 .14 .14 .152 .152 .58
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
1.61 1.67 1.93 1.97 2.16 2.28 2.38 2.78 3.08 3.23 3.61 3.71 3.93 4.21

.45 .49 .58 .61 .69 .76 .77 .87 .97 1.01 1.10 1.14 1.29 1.42

.27 .32 .33 .37 .41 .43 .46 .51 .57 .56 .57 .58 .62 .72

.19 .20 .22 .23 .24 .26 .28 .29 .32 .35 .38 .41 .44 .47

.46 .65 .72 .93 .87 .96 1.06 1.23 1.47 1.64 1.43 1.58 1.66 1.89
2.27 2.57 2.74 3.08 3.32 3.49 4.27 4.71 5.04 5.57 5.85 6.26 6.50 6.81

84.33 90.25 133.50 139.78 142.47 141.49 154.31 158.97 161.21 165.41 166.75 169.21 170.61 172.46
17.8 22.5 21.2 18.2 23.6 23.6 24.5 25.1 31.8 34.7 32.0 24.9 23.1 21.1
1.03 1.17 1.21 1.18 1.21 1.29 1.40 1.33 1.69 1.87 1.70 1.50 1.54 1.34

3.9% 2.9% 3.0% 3.3% 2.5% 2.5% 2.5% 2.3% 1.8% 1.8% 2.1% 2.8% 3.1% 3.1%

367.2 442.0 496.8 533.5 602.5 627.0 670.5 726.1
67.3 80.0 91.2 92.0 95.0 97.9 104.4 124.0

39.3% 39.4% 38.4% 39.6% 38.9% 39.7% 39.4% 39.2%
- - - - - - - - - - - - - - - -

51.4% 50.0% 52.0% 51.6% 55.4% 54.1% 55.6% 56.6%
48.6% 50.0% 48.0% 48.4% 44.6% 45.9% 44.4% 43.4%
1355.7 1497.3 1690.4 1904.4 2191.4 2306.6 2495.5 2706.2
1824.3 2069.8 2280.0 2506.0 2792.8 2997.4 3227.3 3469.3

6.4% 6.7% 6.9% 6.4% 5.9% 5.7% 5.6% 5.9%
10.2% 10.7% 11.2% 10.0% 9.7% 9.3% 9.4% 10.6%
10.2% 10.7% 11.2% 10.0% 9.7% 9.3% 9.4% 10.6%

4.2% 4.6% 4.9% 3.7% 3.2% 2.8% 2.7% 3.7%
59% 57% 56% 63% 67% 70% 72% 65%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
4.10 4.32 4.55 4.60 Revenues per sh 4.95
1.45 1.51 1.85 1.95 ‘‘Cash Flow’’ per sh 1.85

.83 .87 1.15 1.25 Earnings per sh A 1.45

.50 .54 .58 .64 Div’d Decl’d per sh B■ .86
1.90 1.98 1.90 1.90 Cap’l Spending per sh 2.15
7.21 7.90 8.60 9.45 Book Value per sh 11.50

173.60 175.43 177.00 179.50 Common Shs Outst’g C 184.00
21.3 21.9 21.4 Avg Ann’l P/E Ratio 22.5
1.34 1.40 1.20 Relative P/E Ratio 1.50

2.8% 2.8% 2.4% Avg Ann’l Div’d Yield 2.6%

712.0 757.8 770 825 Revenues ($mill) 915
144.8 153.1 200 225 Net Profit ($mill) 265

32.9% 39.0% 22.0% 40.0% Income Tax Rate 40.0%
2.9% 3.1% 1.5% 2.0% AFUDC % to Net Profit 2.0%

52.7% 52.7% 51.0% 51.0% Long-Term Debt Ratio 50.0%
47.3% 47.3% 49.0% 49.0% Common Equity Ratio 50.0%
2646.8 2929.7 2975 3350 Total Capital ($mill) 4230
3612.9 3936.2 4150 4350 Net Plant ($mill) 4900

6.9% 6.6% 7.0% 6.0% Return on Total Cap’l 6.5%
11.6% 11.0% 13.0% 13.0% Return on Shr. Equity 12.5%
11.6% 11.0% 13.0% 13.0% Return on Com Equity 12.5%
4.6% 4.3% 6.5% 6.0% Retained to Com Eq 5.0%
60% 61% 50% 51% All Div’ds to Net Prof 59%

Company’s Financial Strength B++
Stock’s Price Stability 100
Price Growth Persistence 70
Earnings Predictability 100

(A) Diluted egs. Excl. nonrec. gains (losses):
’99, (9¢); ’00, 2¢; ’01, 2¢; ’02, 4¢; ’03, 3¢; ’12,
18¢. Excl. gain from disc. operations: ’12, 7¢;
’13, 3¢. May not sum due to rounding. Next

earnings report due early February.
(B) Dividends historically paid in early March,
June, Sept. & Dec. ■ Div’d. reinvestment plan
available (5% discount).

(C) In millions, adjusted for stock splits.

BUSINESS: Aqua America, Inc. is the holding company for water
and wastewater utilities that serve approximately three million resi-
dents in Pennsylvania, Ohio, North Carolina, Illinois, Texas, New
Jersey, Florida, Indiana, and five other states. Acquired
AquaSource, 7/03; Consumers Water, 4/99; and others. Water sup-
ply revenues ’12: residential, 60.5%; commercial, 16.1%; industrial

& other, 23.4%. Officers and directors own 1.4% of the common
stock; Blackrock, Inc, 6.3%; State Street Capital Corp., 5.7%;
Vanguard Group 5.6% (4/13 Proxy). Chairman & Chief Executive
Officer: Nicholas DeBenedictis. Incorporated: Pennsylvania. Ad-
dress: 762 West Lancaster Avenue, Bryn Mawr, Pennsylvania
19010. Telephone: 610-525-1400. Internet: www.aquaamerica.com.

Aqua America has exited the Florida
market. In five separate transactions, the
utility sold off all of its operations in the
Sunshine State for a total of $90 million.
This will allow the company to focus its
attention in the states where most of its
assets are concentrated.
Growth through acquisition will
remain a keystone of the company’s
strategy. Aqua purchased 13 utilities last
year and 18 in 2012. We think that this
number will actually increase in the years
ahead. That’s because the U.S. is popu-
lated with thousands of small municipally-
owned water utilities. Because cities
across the country are struggling finan-
cially, they are having trouble financing
the costs of repairing their aging water in-
frastructures. Many are finding it easier to
sell their operations to larger investor-
owned companies that have the financial
wherewithal to fund the needed capital ex-
penditures. Moreover, Aqua can run the
operations at a much lower cost using its
management expertise and economies of
scale.
Aqua will follow up a strong 2013 with
a solid 2014, in our opinion. Aided by

the use of a ‘‘repair tax deduction’’, we
think the company posted a gain in share
net of over 30% last year. More impressive
perhaps, would be the utility’s ability to
top last year’s exceptional gain by 9% this
year. Most of this will be due to a combina-
tion of cost reductions and the implemen-
tation of higher rates implemented by
state regulators.
Hydraulic fracking provides op-
portunities for Aqua’s nonregulated
earnings. This drilling technique requires
copious amounts of water. Aqua has enter-
ed into a joint venture on a pipeline that
will bring water directly to the wells,
eliminating the need for thousands of
trucks laden with water choking the street
traffic in Pennsylvania. When fully up and
running, we think that this can add about
$0.10 a share to the bottom line.
Aqua stock is attractive compared to
other water utilities. While the yield is
marginally lower than the group average,
this is more than offset by the equity’s
strong dividend growth prospects. There-
fore, conservative, income-seeking inves-
tors might find these shares of interest.
James A. Flood January 17, 2014

LEGENDS
1.60 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

5-for-4 split 12/01
5-for-4 split 12/03
4-for-3 split 12/05
5-for-4 split 9/13
Options: Yes
Shaded areas indicate recessions
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12 Mos Mov Avg

. . . . Rel Price Strength
3-for-2 split 7/06
Shaded area indicates recession

475
VOL.

(thous.)

ARTESIAN RES. CORP. NDQ--ARTNA 23.70 24.7 1.21 3.5%

3 Average

3 Average

3 Average

.55

Financial Strength B

Price Stability 95

Price Growth Persistence 50

Earnings Predictability 85

ANNUAL RATES

of change (per share) 5 Yrs. 1 Yr.
Sales 1.5% 7.0%
‘‘Cash Flow’’ 3.0% 24.0%
Earnings 2.0% 36.0%
Dividends 4.5% 4.0%
Book Value 4.5% 3.5%

Fiscal
Year

QUARTERLY SALES ($mill.) Full
Year1Q 2Q 3Q 4Q

12/31/11 14.8 16.5 17.7 16.1 65.1
12/31/12 16.7 17.9 19.0 17.0 70.6
12/31/13 16.3 17.8 18.1
12/31/14

Fiscal
Year

EARNINGS PER SHARE Full
Year1Q 2Q 3Q 4Q

12/31/10 .22 .24 .38 .16 1.00
12/31/11 .14 .23 .26 .20 .83
12/31/12 .28 .32 .33 .20 1.13
12/31/13 .19 .28 .29 .24
12/31/14 .20 .34

Cal-
endar

QUARTERLY DIVIDENDS PAID Full
Year1Q 2Q 3Q 4Q

2011 .19 .19 .19 .193 .76
2012 .193 .198 .198 .203 .79
2013 .203 .206 .206 .209 .82
2014

INSTITUTIONAL DECISIONS

1Q’13 2Q’13 3Q’13
to Buy 32 31 30
to Sell 26 30 27
Hld’s(000) 3036 3029 3033

ASSETS ($mill.) 2011 2012 9/30/13
Cash Assets .3 .6 .6
Receivables 8.6 8.7 8.8
Inventory 1.5 1.4 1.6
Other 2.9 2.8 3.7
Current Assets 13.3 13.5 14.7

Property, Plant
& Equip, at cost 435.0 454.4 - -

Accum Depreciation 77.4 83.8 - -
Net Property 357.6 370.6 378.2
Other 7.8 7.6 7.5
Total Assets 378.7 391.7 400.4

LIABILITIES ($mill.)
Accts Payable 2.8 3.5 3.7
Debt Due 13.8 12.6 10.9
Other 8.1 8.8 11.8
Current Liab 24.7 24.9 26.4

LONG-TERM DEBT AND EQUITY
as of 9/30/13

Total Debt $116.6 mill. Due in 5 Yrs. NA
LT Debt $105.7 mill.
Including Cap. Leases NA

(47% of Cap’l)
Leases, Uncapitalized Annual rentals NA

Pension Liability $.4 mill. in ’12 vs. $.5 mill. in ’11

Pfd Stock None Pfd Div’d Paid None

Common Stock 8,793,216 shares
(53% of Cap’l)

22.62 22.33 20.67 19.31 18.73 19.59 19.99 24.43 24.27 High
17.20 17.90 18.26 13.00 12.81 16.43 15.16 18.20 21.52 Low

© VALUE LINE PUBLISHING LLC 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014/2015

SALES PER SH 7.52 7.77 7.20 7.59 8.11 8.48 7.56 8.10 --
‘‘CASH FLOW’’ PER SH 1.56 1.75 1.57 1.65 1.84 1.92 1.64 2.04 --
EARNINGS PER SH .81 .97 .90 .86 .97 1.00 .83 1.13 1.02 A,B 1.23 C/NA
DIV’DS DECL’D PER SH .58 .61 .66 .71 .72 .75 .76 .79 --
CAP’L SPENDING PER SH 3.35 5.08 3.66 6.09 2.32 2.57 1.83 2.36 --
BOOK VALUE PER SH 9.60 10.15 11.66 11.86 12.15 12.44 13.12 13.57 --
COMMON SHS OUTST’G (MILL) 6.02 6.09 7.30 7.40 7.51 7.65 8.61 8.71 --
AVG ANN’L P/E RATIO 24.2 20.3 21.5 20.1 16.4 18.2 22.5 18.3 23.2 19.3/NA
RELATIVE P/E RATIO 1.28 1.10 1.14 1.21 1.09 1.16 1.41 1.17 --
AVG ANN’L DIV’D YIELD 2.9% 3.1% 3.4% 4.1% 4.5% 4.1% 4.1% 3.8% --
SALES ($MILL) 45.3 47.3 52.5 56.2 60.9 64.9 65.1 70.6 -- Bold figures

OPERATING MARGIN 100.0% 45.6% 45.6% 45.1% 46.9% 46.5% 45.5% 48.7% -- are consensus

DEPRECIATION ($MILL) 4.4 4.6 5.2 5.8 6.6 7.0 7.4 7.9 -- earnings

NET PROFIT ($MILL) 5.0 6.1 6.3 6.4 7.3 7.6 6.7 9.8 -- estimates

INCOME TAX RATE 39.9% 39.0% 39.8% 40.8% 40.1% 40.0% 40.8% 40.2% -- and, using the

NET PROFIT MARGIN 11.1% 12.8% 11.9% 11.4% 11.9% 11.7% 10.4% 14.0% -- recent prices,

WORKING CAP’L ($MILL) d1.8 d8.8 2.5 d20.9 d23.3 d27.9 d11.4 d11.4 -- P/E ratios.

LONG-TERM DEBT ($MILL) 92.4 92.1 91.8 107.6 106.0 105.1 106.5 106.3 --
SHR. EQUITY ($MILL) 57.8 61.8 85.1 87.8 91.2 95.1 113.0 118.2 --
RETURN ON TOTAL CAP’L 5.3% 5.8% 5.3% 4.7% 5.2% 5.6% 4.6% 5.9% --
RETURN ON SHR. EQUITY 8.7% 9.8% 7.4% 7.3% 8.0% 8.0% 6.0% 8.3% --
RETAINED TO COM EQ 2.7% 3.8% 2.1% 1.4% 2.1% 2.0% .5% 2.5% --
ALL DIV’DS TO NET PROF 69% 61% 71% 81% 74% 75% 92% 70% --
ANo. of analysts changing earn. est. in last 3 days: 0 up, 0 down, consensus 5-year earnings growth not available. BBased upon 3 analysts’ estimates. CBased upon 3 analysts’ estimates.

INDUSTRY: Water Utility

TOTAL SHAREHOLDER RETURN
Dividends plus appreciation as of 12/31/2013

3 Mos. 6 Mos. 1 Yr. 3 Yrs. 5 Yrs.

4.10% 4.92% 6.13% 35.96% 76.91%

J.V.

January 17, 2014

BUSINESS: Artesian Resources Corporation, through its
subsidiaries, provides water, wastewater, and other services
on the Delmarva Peninsula. It distributes and sells water to
residential, commercial, industrial, municipal, and utility
customers in Delaware, Maryland, and Pennsylvania. The
company also offers water for public and private fire
protection to customers in its service territories. In addition,
it provides contract water and wastewater services, water
and sewer service line protection plans, and wastewater
management services, as well as design, construction, and
engineering services. As of December 31, 2012, the com-
pany served approximately 79,000 metered water customers
through 1,162 miles of transmission and distribution mains.
Has 229 employees. Chairman, C.E.O. & President: Dian C.
Taylor. Address: 664 Churchmans Rd., Newark, DE 19702.
Tel.: (302) 453-6900. Internet:
http://www.artesianwater.com.

©2014 Value Line Publishing LLC. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind.
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CALIFORNIA WATER NYSE-CWT 22.47 20.4 22.9
21.0 1.10 3.0%

TIMELINESS 3 Raised 11/1/13

SAFETY 3 Lowered 7/27/07

TECHNICAL 2 Raised 1/17/14
BETA .60 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 35 (+55%) 15%
Low 25 (+10%) 7%
Insider Decisions

F M A M J J A S O
to Buy 0 20 0 0 0 0 0 1 0
Options 0 0 0 0 0 0 1 0 0
to Sell 0 0 0 0 0 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 86 61 60
to Sell 39 57 51
Hld’s(000) 26409 26677 27841

High: 13.4 15.7 19.0 21.1 22.9 22.7 23.3 24.1 19.8 19.4 19.3 23.4
Low: 10.2 11.8 13.0 15.6 16.4 17.1 13.8 16.7 16.9 16.7 16.8 18.4

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 29.7 38.4
3 yr. 36.8 52.8
5 yr. 16.9 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $489.7 mill. Due in 5 Yrs $65.3 mill.

LT Debt $430.2 mill. LT Interest $29.5 mill.
(LT interest earned: 6.7x; total int. cov.: 6.0x)

(42% of Cap’l)
Pension Assets-12/12 $202.9 mill.

Oblig. $402.9 mill.
Pfd Stock None

Common Stock 47,739,024 shs.
as of 10/31/13

MARKET CAP: $1.1 billion (Mid Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 27.2 38.8 48.8
Other 86.7 107.8 121.8
Current Assets 113.9 146.6 170.6
Accts Payable 48.9 46.8 60.4
Debt Due 53.7 136.3 59.5
Other 49.3 59.7 77.1
Current Liab. 151.9 242.8 197.0
Fix. Chg. Cov. 278% 297% 325%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 4.0% 7.0% 4.5%
‘‘Cash Flow’’ 5.5% 7.5% 5.0%
Earnings 5.0% 5.5% 7.0%
Dividends 1.0% 1.5% 6.5%
Book Value 5.0% 4.5% 5.5%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)E
Mar.31 Jun.30 Sep.30 Dec.31

2010 90.3 118.3 146.3 105.5 460.4
2011 98.1 131.4 169.3 103.0 501.8
2012 116.8 143.6 178.1 121.5 560.0
2013 111.4 154.6 184.4 129.6 580
2014 130 160 200 140 630
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun.30 Sep.30 Dec.31
2010 .05 .25 .49 .12 .91
2011 .03 .29 .50 .04 .86
2012 .03 .31 .56 .12 1.02
2013 d.03 .28 .61 .09 .95
2014 .05 .35 .60 .15 1.15
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B ■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .149 .149 .149 .149 .60
2011 .154 .154 .154 .154 .62
2012 .1575 .1575 .1575 .1575 .63
2013 .16 .16 .16 .16 .64
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
7.74 7.38 7.98 8.08 8.13 8.67 8.18 8.59 8.72 8.10 8.88 9.90 10.82 11.05
1.46 1.30 1.37 1.26 1.10 1.32 1.26 1.42 1.52 1.36 1.56 1.86 1.93 1.93

.92 .73 .77 .66 .47 .63 .61 .73 .74 .67 .75 .95 .98 .91

.53 .54 .54 .55 .56 .56 .56 .57 .57 .58 .58 .59 .59 .60
1.30 1.37 1.72 1.23 2.04 2.91 2.19 1.87 2.01 2.14 1.84 2.41 2.66 2.97
6.50 6.69 6.71 6.45 6.48 6.56 7.22 7.83 7.90 9.07 9.25 9.72 10.13 10.45

25.24 25.24 25.87 30.29 30.36 30.36 33.86 36.73 36.78 41.31 41.33 41.45 41.53 41.67
12.6 17.8 17.8 19.6 27.1 19.8 22.1 20.1 24.9 29.2 26.1 19.8 19.7 20.3

.73 .93 1.01 1.27 1.39 1.08 1.26 1.06 1.33 1.58 1.39 1.19 1.31 1.29
4.6% 4.2% 4.0% 4.3% 4.4% 4.5% 4.2% 3.9% 3.1% 2.9% 3.0% 3.1% 3.1% 3.2%

277.1 315.6 320.7 334.7 367.1 410.3 449.4 460.4
19.4 26.0 27.2 25.6 31.2 39.8 40.6 37.7

39.9% 39.6% 42.4% 37.4% 39.9% 37.7% 40.3% 39.5%
10.3% 3.2% 3.3% 10.6% 8.3% 8.6% 7.6% 4.2%
50.2% 48.6% 48.3% 43.5% 42.9% 41.6% 47.1% 52.4%
49.1% 50.8% 51.1% 55.9% 56.6% 58.4% 52.9% 47.6%
498.4 565.9 568.1 670.1 674.9 690.4 794.9 914.7
759.5 800.3 862.7 941.5 1010.2 1112.4 1198.1 1294.3
5.6% 6.1% 6.3% 5.2% 5.9% 7.1% 6.5% 5.5%
7.8% 8.9% 9.3% 6.8% 8.1% 9.9% 9.6% 8.6%
7.9% 9.0% 9.3% 6.8% 8.1% 9.9% 9.6% 8.6%

.7% 2.1% 2.1% 1.0% 1.8% 3.8% 3.8% 3.0%
91% 77% 78% 86% 77% 61% 60% 66%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
12.00 13.34 12.15 13.15 Revenues per sh 16.00

2.07 2.32 2.20 2.50 ‘‘Cash Flow’’ per sh 2.85
.86 1.02 .95 1.15 Earnings per sh A 1.40
.62 .63 .64 .68 Div’d Decl’d per sh B ■ .90

2.83 3.04 2.45 3.35 Cap’l Spending per sh 3.00
10.76 11.28 12.45 12.85 Book Value per sh C 14.75
41.82 41.98 47.75 48.00 Common Shs Outst’g D 50.0
21.3 17.9 21.6 Avg Ann’l P/E Ratio 22.0
1.34 1.14 1.44 Relative P/E Ratio 1.45

3.4% 3.5% 3.1% Avg Ann’l Div’d Yield 3.0%

501.8 560.0 580 630 Revenues ($mill) E 800
36.1 42.6 45.0 55.0 Net Profit ($mill) 70.0

40.5% 37.5% 34.0% 39.0% Income Tax Rate 39.0%
7.6% 8.0% 6.0% 8.5% AFUDC % to Net Profit 10.0%

51.7% 47.8% 42.0% 44.0% Long-Term Debt Ratio 47.5%
48.3% 52.2% 58.0% 56.0% Common Equity Ratio 52.5%
931.5 908.2 1025 1100 Total Capital ($mill) 1400

1381.1 1457.1 1510 1565 Net Plant ($mill) 1725
5.5% 6.3% 6.0% 6.5% Return on Total Cap’l 6.5%
8.0% 9.0% 7.5% 9.0% Return on Shr. Equity 9.5%
8.0% 9.0% 7.5% 9.0% Return on Com Equity 9.5%
2.3% 3.4% 2.5% 3.5% Retained to Com Eq 3.5%
71% 62% 67% 59% All Div’ds to Net Prof 64%

Company’s Financial Strength B++
Stock’s Price Stability 100
Price Growth Persistence 50
Earnings Predictability 90

(A) Basic EPS. Excl. nonrecurring gain (loss):
’00, (4¢); ’01, 2¢; ’02, 4¢; ’11, 4¢. Next earn-
ings report due mid-February.
(B) Dividends historically paid in late Feb.,

May, Aug., and Nov. ■ Div’d reinvestment plan
available.
(C) Incl. intangible assets. In ’12: $18.8 mill.,
$0.44/sh.

(D) In millions, adjusted for splits.
(E) Excludes non-reg. rev.

BUSINESS: California Water Service Group provides regulated and
nonregulated water service to roughly 471,900 customers in 83
communities in California, Washington, New Mexico, and Hawaii.
Main service areas: San Francisco Bay area, Sacramento Valley,
Salinas Valley, San Joaquin Valley & parts of Los Angeles. Ac-
quired Rio Grande Corp; West Hawaii Utilities (9/08). Revenue

breakdown, ’12: residential, 66%; business, 18%; public authorities,
4%; industrial, 4%; other 8%. ’12 reported depreciation rate: 2.8%.
Has 1,131 employees. President, Chairman, and Chief Executive
Officer: Peter C. Nelson. Inc.: Delaware. Address: 1720 North First
Street, San Jose, California 95112-4598. Telephone: 408-367-
8200. Internet: www.calwatergroup.com.

A final agreement between California
Water Service Group and state regu-
lators is all but finalized. Last quarter,
the California Public Utility Commission’s
(CPUC) Office of Ratepayers Advocates
(ORA) announced that a settlement has
been reached with the utility. Though the
CPUC doesn’t have to go along with the
ORA’s decision, the chances of that appear
to be virtually nil.
The deal appears to be fair to both
California Water and its customers.
According to the terms of the arrange-
ment, California Water will be allowed to
increase its gross revenues by $45 million
in 2014, $10 million in 2015, and $10 mil-
lion in 2016. In return, the utility would
be required to invest $321 million in water
system infrastructure improvements from
2013-2015. Moreover, should the utility in-
vest an additional $126 million, it would
be granted another $19 million rate hike
at a later date. The CPUC is expected to
release its decision early this year.
We expect the company’s bottom line
to rebound nicely in 2014. Due to the
implementation of higher rates, we think
California’s share net can rise 21% this

year. Comparisons would be even more im-
pressive if 2013’s results were not bol-
stered by a $0.09-a-share tax break.
California Water’s next dividend an-
nouncement could break a long-term
trend. Over the past five and 10 years,
the annual payout has grown by 1.0% and
1.5%, respectively, levels that were sub-
stantially below that of the average water
utility. We estimate that when the new
dividend is announced in the first quarter,
the hike can be anywhere from 6% to 9%.
These shares have been strong per-
formers of late. The broad market aver-
ages rose sharply in last year’s fourth
quarter. Not surprisingly, conservative,
income-oriented water utility stocks
lagged. That is, all but California Water
and one of its peers.
Our view on California Water shares
has changed for the better. Assuming
state regulators remain fair when the
utility seeks higher rates in three years,
we think that the stock, which has been a
major under performer over the past one-
three- and five-year periods, could turn in
solid total returns through 2016-2018.
James A. Flood January 17, 2014

LEGENDS
1.33 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

2-for-1 split 6/11
Options: Yes
Shaded areas indicate recessions
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CONNECTICUT WATER NDQ-CTWS 35.09 19.6 21.3
23.0 1.05 2.8%

TIMELINESS 2 Raised 12/13/13

SAFETY 3 New 1/18/13

TECHNICAL 3 Lowered 12/27/13
BETA .75 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 45 (+30%) 9%
Low 30 (-15%) Nil
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 0 0 0 0 0
Options 0 0 0 0 0 0 0 0 0
to Sell 0 0 0 0 0 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 52 39 42
to Sell 21 39 31
Hld’s(000) 4336 4492 4509

High: 31.1 30.4 29.8 28.2 27.7 25.6 29.0 26.4 27.9 29.1 32.8 36.4
Low: 20.3 24.0 23.8 21.9 20.3 22.4 19.3 17.3 20.0 23.3 26.2 27.8

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 23.1 38.4
3 yr. 40.7 52.8
5 yr. 80.3 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $180.9 mill. Due in 5 Yrs $14.8 mill.
LT Debt $175.5 mill. LT Interest $7.6 mill.
(Total interest coverage: 8.8x)

(49% of Cap’l)
Leases, Uncapitalized: Annual rentals $.2 mill.
Pension Assets $45.4 mill.

Oblig. $66.5 mill.

Pfd Stock $0.8 mill. Pfd Divd NMF

Common Stock 11,018,161 shs.
as of 10/31/13
MARKET CAP: $375 million (Small Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 1.0 13.2 1.6
Accounts Receivable 14.9 11.5 14.3
Other 3.0 11.7 31.3
Current Assets 18.9 36.4 47.2
Accts Payable 7.2 10.0 7.4
Debt Due - - 3.0 5.4
Other 23.2 2.9 6.5
Current Liab. 30.4 15.9 19.3
Fix. Chg. Cov. 419% 455% 460%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 3.5% 6.0% 6.5%
‘‘Cash Flow’’ 2.5% 6.0% 4.5%
Earnings 1.5% 6.5% 6.5%
Dividends 1.5% 2.0% 3.0%
Book Value 5.5% 6.5% 6.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 13.8 15.9 21.0 15.7 66.4
2011 16.0 17.4 20.6 15.4 69.4
2012 18.5 21.3 24.5 19.5 83.8
2013 21.5 22.5 29.6 21.4 95.0
2014 22.0 24.0 30.0 24.0 100
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .12 .27 .54 .20 1.13
2011 .26 .37 .39 .11 1.13
2012 .22 .47 .67 .16 1.53
2013 .24 .39 .86 .16 1.65
2014 .30 .47 .73 .25 1.75
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B

Mar.31 Jun.30 Sep.30 Dec.31
2010 .228 .228 .233 .233 .922
2011 .233 .233 .238 .238 .942
2012 .238 .238 .2425 .2425 .962
2013 .2425 .2425 .2475 .2475 .98
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
5.67 5.58 5.87 5.70 5.93 5.77 5.91 6.04 5.81 5.68 7.05 7.24 6.93 7.65
1.51 1.59 1.65 1.73 1.78 1.78 1.89 1.91 1.62 1.52 1.90 1.95 1.93 2.04
1.00 1.02 1.03 1.09 1.13 1.12 1.15 1.16 .88 .81 1.05 1.11 1.19 1.13

.77 .78 .79 .79 .80 .81 .83 .84 .85 .86 .87 .88 .90 .92
1.99 1.12 1.42 1.43 1.86 1.98 1.49 1.58 1.96 1.96 2.24 2.44 3.28 3.06
8.26 8.52 8.61 8.92 9.25 10.06 10.46 10.94 11.52 11.60 11.95 12.23 12.67 13.05
6.79 6.80 7.26 7.28 7.65 7.94 7.97 8.04 8.17 8.27 8.38 8.46 8.57 8.68
12.9 15.5 18.2 18.2 21.5 24.3 23.5 22.9 28.6 29.0 23.0 22.2 18.4 20.7

.74 .81 1.04 1.18 1.10 1.33 1.34 1.21 1.52 1.57 1.22 1.34 1.23 1.32
6.0% 4.9% 4.2% 4.0% 3.3% 3.0% 3.0% 3.1% 3.4% 3.6% 3.6% 3.6% 4.1% 3.9%

47.1 48.5 47.5 46.9 59.0 61.3 59.4 66.4
9.2 9.4 7.2 6.7 8.8 9.4 10.2 9.8

17.9% 22.9% - - 23.5% 32.4% 27.2% 19.5% 35.2%
- - - - - - - - - - 1.7% - - - -

43.5% 42.8% 44.9% 44.4% 47.8% 46.9% 50.6% 49.5%
55.9% 56.7% 54.6% 55.1% 51.8% 52.7% 49.1% 50.2%
148.9 155.1 172.3 174.1 193.2 196.5 221.3 225.6
238.9 246.1 247.7 268.1 284.3 302.3 325.2 344.2
7.5% 7.0% 5.0% 4.9% 5.5% 5.9% 5.5% 5.4%

10.9% 10.6% 7.5% 6.9% 8.7% 9.0% 9.3% 8.6%
11.0% 10.6% 7.6% 7.0% 8.7% 9.1% 9.4% 8.7%

3.2% 3.1% .3% NMF 1.6% 1.9% 2.3% 1.6%
71% 71% 95% 105% 82% 79% 76% 81%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
7.93 7.63 8.65 8.90 Revenues per sh 11.25
2.11 2.10 2.55 2.65 ‘‘Cash Flow’’ per sh 2.75
1.13 1.53 1.65 1.75 Earnings per sh A 1.85
.94 .96 .98 1.01 Div’d Decl’d per sh B■ 1.12

2.61 2.34 2.75 2.85 Cap’l Spending per sh 2.90
13.50 16.89 17.55 17.80 Book Value per sh D 20.40
8.76 10.97 11.10 11.25 Common Shs Outst’g C 12.00
23.0 19.4 18.5 Avg Ann’l P/E Ratio 20.0
1.44 1.24 1.03 Relative P/E Ratio 1.35

3.6% 3.2% 3.2% Avg Ann’l Div’d Yield 3.4%

69.4 83.8 95.0 100 Revenues ($mill) 135
9.9 13.6 18.0 19.5 Net Profit ($mill) 22.0

41.3% 32.0% 32.0% 33.0% Income Tax Rate 35.0%
1.8% 1.7% 2.0% 2.0% AFUDC % to Net Profit 3.0%

53.2% 49.0% 49.5% 49.5% Long-Term Debt Ratio 48.5%
46.5% 50.8% 50.5% 50.5% Common Equity Ratio 51.5%
254.2 364.6 370 395 Total Capital ($mill) 475
362.4 447.9 465 490 Net Plant ($mill) 550
4.9% 4.8% 6.0% 6.0% Return on Total Cap’l 5.5%
8.3% 7.3% 9.5% 9.5% Return on Shr. Equity 9.0%
8.3% 7.3% 9.5% 9.5% Return on Com Equity 9.0%
1.4% 2.7% 4.0% 3.5% Retained to Com Eq 3.0%
83% 62% 59% 58% All Div’ds to Net Prof 61%

Company’s Financial Strength B+
Stock’s Price Stability 90
Price Growth Persistence 45
Earnings Predictability 85

(A) Diluted earnings. Next earnings report due
mid-February. Quarterly earnings do no add in
’12 due to rounding.
(B) Dividends historically paid in mid-March,

June, September, and December. ■ Div’d rein-
vestment plan available.
(C) In millions, adjusted for split.
(D) Includes intangibles. In ’12: $31.7 mil-

lion/$2.89 a share.

BUSINESS: Connecticut Water Service, Inc. is a non-operating
holding company, whose income is derived from earnings of its
wholly-owned subsidiary companies (regulated water utilities). Its
largest subsidiary, Connecticut Water, accounted for about 85% of
the holding company’s net income in 2012, and provides water
services to 400,000 people in 55 towns throughout Connecticut and

Maine. Acquired The Maine Water Co., 1/12; Biddeford and Saco
Water, 12/12. Inc.: CT. Has about 260 employees. Chair-
man/President/CEO: Eric W. Thornburg. Officers and directors own
2.2% of the common stock; BlackRock, Inc. 6.7%; The Vanguard
Group, 5.3% (4/13 proxy). Address: 93 West Main Street, Clinton,
CT 06413. Telephone: (860) 669-8636. Internet: www.ctwater.com.

Connecticut Water Service is con-
solidating its operations in Maine. In
2012, the company acquired The Maine
Water Co. and Biddeford and Saco Water.
Merging the two entities will reduce over-
head, specifically resources spent on regu-
latory matters. Moreover, now that it has
established a presence in the state, future
tuck in acquisitions there seem likely.
The utility is also expanding on its
home turf. Agreements have been
reached to expand pipelines to supply
water to the town of Mansfield as well as
the main campus of the University of Con-
necticut, which is the equivalent of a small
city. Additional mergers are probable here
too.
Less onerous regulation augurs well
for Connecticut Water. One of the key
factors in analyzing a utility is how fair is
the regulatory climate where it operates.
Historically, Connecticut’s Public Regu-
latory Authority (PURA) hasn’t had a good
reputation. Indeed, Value Line ranks the
conditions in the state as Below Average.
In the recent past, however, PURA ap-
pears to be striking a better balance be-
tween the interests of the public and the

utilities it oversees. For example, last year
the company was permitted to keep the
benefits from an IRS refund in exchange
for lowering rates and agreeing not to seek
rate relief before 2015.
We are raising our earnings estimates
for the utility. Despite fourth quarter’s
results probably being flat, we think that
Connecticut Water’s share net rose 8% to
$1.65 in 2013, versus 2012’s strong show-
ing. For 2014, combining the utility’s
growing rate base with the advantages al-
lowed by PURA, earnings per share could
rise 6% to $1.75.
Dividend growth is still below aver-
age for a water utility. Over the past
decade, the company has not had a good
dividend-paying record compared to its
peers. This is a trend that should continue
for the foreseeable future due to the
projected sharp rise in Connecticut
Water’s capital spending program.
These share are ranked to outperform
the market in the year ahead. But due
to the stock’s recent strength, much of its
appeal over the next three-to five-year pe-
riod has been diminished.
James A. Flood January 17, 2014

LEGENDS
1.30 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

3-for-2 split 9/01
Options: No
Shaded areas indicate recessions
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MIDDLESEX WATER NDQ-MSEX 20.80 21.4 20.6
22.0 1.15 3.7%

TIMELINESS 3 Lowered 11/15/13

SAFETY 2 New 10/21/11

TECHNICAL 3 Lowered 1/17/14
BETA .75 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 25 (+20%) 8%
Low 20 (-5%) 3%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 1 0 1 0 0
Options 0 0 0 0 0 0 0 0 0
to Sell 0 0 0 0 0 1 2 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 38 37 42
to Sell 30 35 29
Hld’s(000) 6579 6489 6608

High: 20.0 21.2 21.8 23.5 20.5 20.2 19.8 17.9 19.3 19.4 19.6 22.5
Low: 13.7 15.8 16.7 17.1 16.5 16.9 12.0 11.6 14.7 16.5 17.5 18.6

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 11.1 38.4
3 yr. 28.2 52.8
5 yr. 49.1 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $166.4 mill. Due in 5 Yrs $60.0 mill.
LT Debt $130.6 mill. LT Interest $7.0 mill.
(LT interest coverage: 4.1x)

(41% of Cap’l)

Pension Assets-12/12 $37.9 mill.
Oblig. $62.8 mill.

Pfd Stock $2.9 mill. Pfd Div’d: $.1 mill.

Common Stock 15,919,974 shs.
as of 10/31/13

MARKET CAP: $325 million (Small Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 3.1 3.0 3.0
Other 19.8 21.6 24.3
Current Assets 22.9 24.6 27.3
Accts Payable 5.7 3.8 4.4
Debt Due 4.6 11.1 35.8
Other 36.4 41.1 12.1
Current Liab. 46.7 56.0 52.3
Fix. Chg. Cov. 380% 410% 415%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 1.5% 1.0% 5.5%
‘‘Cash Flow’’ 3.0% 2.0% 7.0%
Earnings 3.5% 2.5% 4.0%
Dividends 1.5% 1.5% 1.5%
Book Value 4.5% 4.0% 2.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 21.6 26.5 29.6 25.0 102.7
2011 24.0 26.1 28.7 23.3 102.1
2012 23.5 27.4 32.3 27.1 110.4
2013 27.0 29.1 31.3 27.6 115
2014 30.0 30.0 35.0 30.0 125
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .11 .31 .37 .17 .96
2011 .17 .23 .32 .12 .84
2012 .11 .23 .38 .17 .90
2013 .20 .28 .36 .16 1.00
2014 .17 .28 .40 .20 1.05
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .180 .180 .180 .183 .72
2011 .183 .183 .183 .185 .73
2012 .185 .185 .185 .1875 .74
2013 .1875 .1875 .1875 .19 .753
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
4.72 4.39 5.35 5.39 5.87 5.98 6.12 6.25 6.44 6.16 6.50 6.79 6.75 6.60
1.02 1.02 1.19 .99 1.18 1.20 1.15 1.28 1.33 1.33 1.49 1.53 1.40 1.55

.67 .71 .76 .51 .66 .73 .61 .73 .71 .82 .87 .89 .72 .96

.57 .58 .60 .61 .62 .63 .65 .66 .67 .68 .69 .70 .71 .72
1.20 2.68 2.33 1.32 1.25 1.59 1.87 2.54 2.18 2.31 1.66 2.12 1.49 1.90
6.00 6.80 6.95 6.98 7.11 7.39 7.60 8.02 8.26 9.52 10.05 10.03 10.33 11.13
8.54 9.82 10.00 10.11 10.17 10.36 10.48 11.36 11.58 13.17 13.25 13.40 13.52 15.57
13.4 15.2 17.6 28.7 24.6 23.5 30.0 26.4 27.4 22.7 21.6 19.8 21.0 17.8

.77 .79 1.00 1.87 1.26 1.28 1.71 1.39 1.46 1.23 1.15 1.19 1.40 1.13
6.3% 5.4% 4.4% 4.2% 3.8% 3.7% 3.5% 3.4% 3.5% 3.7% 3.7% 4.0% 4.7% 4.2%

64.1 71.0 74.6 81.1 86.1 91.0 91.2 102.7
6.6 8.4 8.5 10.0 11.8 12.2 10.0 14.3

32.8% 31.1% 27.6% 33.4% 32.6% 33.2% 34.1% 32.1%
- - - - - - - - - - - - - - 6.8%

53.8% 53.8% 55.3% 49.5% 49.0% 45.6% 46.6% 43.1%
44.0% 42.5% 41.3% 47.5% 49.6% 51.8% 52.1% 55.8%
181.1 214.5 231.7 264.0 268.8 259.4 267.9 310.5
230.9 262.9 288.0 317.1 333.9 366.3 376.5 405.9
5.0% 5.1% 5.0% 5.1% 5.6% 5.8% 5.0% 5.7%
7.9% 8.5% 8.2% 7.5% 8.6% 8.6% 7.0% 8.1%
8.0% 9.0% 8.6% 7.8% 8.7% 8.9% 7.0% 8.2%
NMF .9% .6% 1.3% 1.8% 2.0% .1% 2.1%

106% 90% 94% 84% 79% 78% 98% 75%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
6.50 6.98 7.20 7.70 Revenues per sh 9.10
1.46 1.56 1.75 1.85 ‘‘Cash Flow’’ per sh 2.30

.84 .90 1.00 1.05 Earnings per sh A 1.15

.73 .74 .75 .76 Div’d Decl’d per sh B■ .80
1.50 1.36 1.50 1.65 Cap’l Spending per sh 2.00

11.27 11.48 11.70 12.10 Book Value per sh D 12.90
15.70 15.82 16.00 16.25 Common Shs Outst’g C 17.00

21.7 20.8 20.3 Avg Ann’l P/E Ratio 20.0
1.36 1.33 1.13 Relative P/E Ratio 1.35

4.0% 4.0% 3.7% Avg Ann’l Div’d Yield 3.6%

102.1 110.4 115 125 Revenues ($mill) 155
13.4 14.4 16.0 17.0 Net Profit ($mill) 20.0

32.7% 33.9% 34.0% 34.0% Income Tax Rate 34.0%
6.1% 3.4% 4.5% 4.5% AFUDC % to Net Profit 5.0%

42.3% 41.5% 41.5% 42.0% Long-Term Debt Ratio 43.0%
56.6% 57.4% 57.5% 57.0% Common Equity Ratio 57.0%
312.5 316.5 325 345 Total Capital ($mill) 400
422.2 435.2 445 450 Net Plant ($mill) 510
5.2% 5.4% 6.0% 7.0% Return on Total Cap’l 5.5%
7.5% 7.8% 8.5% 8.5% Return on Shr. Equity 9.0%
7.5% 7.8% 8.5% 8.5% Return on Com Equity 9.0%
1.0% 1.4% 2.0% 2.5% Retained to Com Eq 3.0%
87% 83% 76% 73% All Div’ds to Net Prof 70%

Company’s Financial Strength B++
Stock’s Price Stability 95
Price Growth Persistence 40
Earnings Predictability 80

(A) Diluted earnings. May not sum due to
rounding. Next earnings report due mid-Feb.
(B) Dividends historically paid in mid-Feb.,
May, Aug., and November.■ Div’d reinvestment

plan available.
(C) In millions, adjusted for splits.
(D) Intangible assets in 2012: $9.2 million,
$0.58 a share.

BUSINESS: Middlesex Water Company engages in the ownership
and operation of regulated water utility systems in New Jersey, Del-
aware, and Pennsylvania. It also operates water and wastewater
systems under contract on behalf of municipal and private clients in
NJ and DE. Its Middlesex System provides water services to 60,000
retail customers, primarily in Middlesex County, New Jersey. in

2012, the Middlesex System accounted for 65% of total revenues.
At 12/31/12, the company had 279 employees. Incorporated: NJ.
President, CEO, and Chairman: Dennis W. Doll. Officers/directors
own 3.1% of the common stock; BlackRock, 6.3%; The Vanguard
Group, 5.7% (4/13 proxy). Address: 1500 Ronson Road, Iselin, NJ
08830. Tel.: 732-634-1500. Internet: www.middlesexwater.com.

Middlesex Water’s recent dividend
hike was subpar for a water utility.
The company increased its payout by only
1.3%, versus the industry average of over
5%. Moreover, this represents the lowest
growth rate of the nine water utilities that
Value Line covers. It was also the 11th
straight year in which the annual increase
was only $0.01 a share.
Long-term dividend growth prospects
are also below average. Over the next
three- to five-year period, we expect the
yearly raises to remain in the 1%-2%
range. Much of this is a result of the com-
pany’s high dividend payout ratio, which
provides little room for future increases.
This is also the reason why Middlesex
sports a current dividend yield that is a
full percentage point higher than the typi-
cal water utility. (Investors are willing to
pay a premium and accept a lower yield in
return for the potential of larger dividends
in the future.)
Middlesex has been hit with some bad
luck in the commercial and industrial
markets. Last year, a large Hess refinery
was shuttered. In addition, a major con-
tract to supply water to a large borough in

New Jersey lapsed. Together both ac-
counted for almost $5 million in revenues.
Meanwhile, requests for higher rates
have recently been filed. Two of Mid-
dlesex’s subsidiaries petitioned regulators
in Delaware and New Jersey seeking to
recover costs used to repair and upgrade
its water systems. If approved, rates
would increase 14.4% and 15.9%, respec-
tively. Very favorable rulings would proba-
bly make our earnings estimates conserva-
tive through 2016-2018.
The capital spending program has
been increased. The company plans on
spending $75 million over the next three
years to upgrade and expand its infra-
structure. Most of the funds will be in-
vested in the residential sector, which is
more predictable and carries higher mar-
gins than the commercial and industrial
segments of the business.
We would advise investors to steer
clear of this stock for the time being.
Until the company’s earnings can some-
how gain sufficient traction to support a
loftier dividend, there are more worth-
while selections in the water utility group.
James A. Flood January 17, 2014

LEGENDS
1.20 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

3-for-2 split 1/02
4-for-3 split 11/03
Options: No
Shaded areas indicate recessions
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SJW CORP. NYSE-SJW 29.15 23.1 24.5
23.0 1.24 2.6%

TIMELINESS 3 Lowered 11/8/13

SAFETY 3 New 4/22/11

TECHNICAL 2 Raised 1/3/14
BETA .85 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 40 (+35%) 11%
Low 30 (+5%) 4%
Insider Decisions

F M A M J J A S O
to Buy 0 0 0 0 0 0 0 0 0
Options 0 0 0 0 0 0 1 0 0
to Sell 0 0 0 0 0 0 1 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 46 47 43
to Sell 20 28 29
Hld’s(000) 10000 10629 10697

High: 15.1 15.0 19.6 27.8 45.3 43.0 35.1 30.4 28.2 26.8 26.9 30.1
Low: 12.7 12.6 14.6 16.1 21.2 27.7 20.0 18.2 21.6 20.9 22.6 24.5

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 15.1 38.4
3 yr. 22.7 52.8
5 yr. 14.9 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $335.1 mill. Due in 5 Yrs $21.2 mill.
LT Debt $335.1 mill. LT Interest $18.6 mill.
(Total interest coverage: 4.6x) (51% of Cap’l)

Leases, Uncapitalized: Annual rentals $4.7 mill.

Pension Assets $75.5 mill.
Oblig. $141.0 mill.

Pfd Stock None.

Common Stock 20,162,133 shs.
as of 10/25/13

MARKET CAP: $600 million (Small Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 26.7 2.5 3.2
Other 42.2 40.4 46.1
Current Assets 68.9 42.9 49.3
Accts Payable 7.4 8.5 11.8
Debt Due .8 20.7 7.6
Other 20.1 19.9 30.3
Current Liab. 28.3 49.1 49.7
Fix. Chg. Cov. 276% 247% 231%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 5.5% 4.0% 4.0%
‘‘Cash Flow’’ 6.5% 3.5% 5.0%
Earnings 4.0% -1.5% 7.5%
Dividends 5.0% 4.0% 4.5%
Book Value 5.5% 3.5% 5.0%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 40.4 54.1 70.3 50.8 215.6
2011 43.7 59.0 73.9 62.4 239.0
2012 51.1 65.6 82.4 62.4 261.5
2013 50.1 74.2 85.2 65.5 275
2014 60.0 75.0 100 75.0 310
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .055 .24 .44 .11 .84
2011 .03 .29 .44 .35 1.11
2012 .06 .28 .53 .31 1.18
2013 .07 .37 .44 .32 1.20
2014 .10 .40 .55 .35 1.40
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B■

Mar.31 Jun.30 Sep.30 Dec.31
2010 .17 .17 .17 .17 .68
2011 .173 .173 .173 .173 .69
2012 .1775 .1775 .1775 .1775 .71
2013 .1825 .1825 .1825 .1825 .73
2014

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
5.79 5.58 6.40 6.74 7.45 7.97 8.20 9.14 9.86 10.35 11.25 12.12 11.68 11.62
1.27 1.26 1.43 1.23 1.49 1.55 1.75 1.89 2.21 2.38 2.30 2.44 2.21 2.38

.80 .76 .87 .58 .77 .78 .91 .87 1.12 1.19 1.04 1.08 .81 .84

.38 .39 .40 .41 .43 .46 .49 .51 .53 .57 .61 .65 .66 .68
1.27 1.81 1.77 1.89 2.63 2.06 3.41 2.31 2.83 3.87 6.62 3.79 3.17 5.65
7.02 7.53 7.88 7.90 8.17 8.40 9.11 10.11 10.72 12.48 12.90 13.99 13.66 13.75

19.02 19.01 18.27 18.27 18.27 18.27 18.27 18.27 18.27 18.28 18.36 18.18 18.50 18.55
11.2 13.1 15.5 33.1 18.5 17.3 15.4 19.6 19.7 23.5 33.4 26.2 28.7 29.1

.65 .68 .88 2.15 .95 .94 .88 1.04 1.05 1.27 1.77 1.58 1.91 1.85
4.3% 3.9% 3.0% 2.1% 3.0% 3.4% 3.5% 3.0% 2.4% 2.0% 1.7% 2.3% 2.8% 2.8%

149.7 166.9 180.1 189.2 206.6 220.3 216.1 215.6
16.7 16.0 20.7 22.2 19.3 20.2 15.2 15.8

36.2% 42.1% 41.6% 40.8% 39.4% 39.5% 40.4% 38.8%
1.6% 2.1% 1.6% 2.1% 2.7% 2.3% 2.0% - -

45.6% 43.7% 42.6% 41.8% 47.7% 46.0% 49.4% 53.7%
54.4% 56.3% 57.4% 58.2% 52.3% 54.0% 50.6% 46.3%
306.0 328.3 341.2 391.8 453.2 470.9 499.6 550.7
428.5 456.8 484.8 541.7 645.5 684.2 718.5 785.5
6.9% 6.5% 7.6% 7.0% 5.7% 5.8% 4.4% 4.3%

10.0% 8.7% 10.6% 9.7% 8.2% 8.0% 6.0% 6.2%
10.0% 8.7% 10.6% 9.7% 8.2% 8.0% 6.0% 6.2%

4.7% 3.6% 5.6% 5.2% 3.5% 3.3% 1.2% 1.2%
53% 58% 47% 46% 57% 59% 80% 80%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
12.85 14.01 14.05 14.75 Revenues per sh 16.30

2.80 2.97 3.25 3.50 ‘‘Cash Flow’’ per sh 3.65
1.11 1.18 1.20 1.40 Earnings per sh A 1.60
.69 .71 .73 .75 Div’d Decl’d per sh B■ .90

3.75 5.67 5.25 5.20 Cap’l Spending per sh 4.85
14.20 14.71 15.40 16.40 Book Value per sh 19.15
18.59 18.67 20.25 21.00 Common Shs Outst’g C 23.00

21.2 20.4 22.7 Avg Ann’l P/E Ratio 22.0
1.33 1.30 1.27 Relative P/E Ratio 1.45

2.9% 3.0% 2.7% Avg Ann’l Div’d Yield 2.6%

239.0 261.5 275 310 Revenues ($mill) 375
20.9 22.3 26.0 29.0 Net Profit ($mill) 37.0

41.1% 41.1% 41.0% 40.0% Income Tax Rate 40.0%
2.0% 2.0% 3.0% 4.0% AFUDC % to Net Profit 5.0%

56.6% 55.0% 54.5% 54.0% Long-Term Debt Ratio 51.0%
43.4% 45.0% 45.5% 46.0% Common Equity Ratio 49.0%
607.9 610.2 685 745 Total Capital ($mill) 900
756.2 831.6 890 950 Net Plant ($mill) 1150
4.9% 5.0% 5.0% 5.0% Return on Total Cap’l 6.0%
7.9% 8.1% 8.5% 8.5% Return on Shr. Equity 8.5%
7.9% 8.1% 8.5% 8.5% Return on Com Equity 8.5%
3.1% 3.3% 3.5% 4.0% Retained to Com Eq 3.5%
61% 59% 56% 54% All Div’ds to Net Prof 56%

Company’s Financial Strength B+
Stock’s Price Stability 80
Price Growth Persistence 45
Earnings Predictability 80

(A) Diluted earnings. Excludes nonrecurring
losses : ’03, $1.97; ’04, $3.78; ’05, $1.09; ’06,
$16.36; ’08, $1.22; ’10, 46¢. Next earnings
report due early February. Quarterly egs. may

not add due to rounding.
(B) Dividends historically paid in early March,
June, September, and December. ■ Div’d rein-
vestment plan available.

(C) In millions, adjusted for stock splits.

BUSINESS: SJW Corporation engages in the production, pur-
chase, storage, purification, distribution, and retail sale of water. It-
provides water service to approximately 227,000 connections that
serve a population of approximately one million people in the San
Jose area and 8,700 connections that serve approximately 36,000
residents in a service area in the region between San Antonio and

Austin, Texas. The company offers nonregulated water-related
services, including water system operations, cash remittances, and
maintenance contract services. SJW also owns and operates com-
mercial real estate investments. Has about 375 employees. Chrm.:
Charles J. Toeniskoetter. Inc.: CA. Address: 110 W. Taylor Street,
San Jose, CA 95110. Tel.: (408) 279-7800. Int: www.sjwater.com.

We have lowered our 2013 earnings
estimate for SJW. Higher costs for both
extracting ground water and for purchas-
ing water on the open market resulted in
an unexpected 17% decline in last year’s
third-quarter earnings per share. As a re-
sult, we think the company’s annual share
net only reached $1.20, $0.10 less than our
previous estimate.
Earnings for the next several years
will depend upon state regulators. In
2012, SJW filed a rate case with the Cali-
fornia Public Utility Commission (CPUC)
seeking to have rates increased 21.5% in
2013, 4.9% in 2014, and 12.6% in 2016,
respectfully. Raising customers’ bills by
such significant amounts is not easy for
any public body. However, SJW’s pipelines
are antiquated and badly in need of mod-
ernization.
We are guardedly optimistic regard-
ing SJW’s chances of receiving a fa-
vorable ruling. With the exception of the
allowed return on equity, the CPUC’s
recent decisions have been reasonable.
Utilities that have made sound arguments
for the need for higher tariffs have been
treated fairly. Still, predicting regulators’

actions is not an exact science.
SJW’s short-term dividend growth
prospects are unexciting. The company
is expected to raise its dividend later this
month or in early February. We are
anticipating only a quarterly increase of
$0.005 a share (or $0.02 a share on an an-
nual basis). This increase is only 2.7%,
versus the industry average of over 5%. As
future rate relief is implemented, there is
the possibility that our projections could
prove conservative.
SJW’s operates in healthy service
areas. The company’s main utility opera-
tions are in San Jose, the home of Silicon
Valley. While other parts of California
may suffer, due to the high cost of doing
business, this is a geographic location that
should continue to experience solid
growth. Moreover, the company’s Texas
subsidiary is located in the thriving
Austin-to-San Antonio corridor.
We think that there are other stocks
in the water utility group that hold
greater appeal than SJW. On a risk ad-
justed basis, the equity’s prospects are in
line with the industry averages.
James A. Flood January 17, 2014

LEGENDS
1.50 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

3-for-1 split 3/04
2-for-1 split 3/06
Options: No
Shaded areas indicate recessions
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YORK WATER NDQ-YORW 21.37 26.7 29.7
25.0 1.44 2.7%

TIMELINESS 5 Lowered 11/22/13

SAFETY 2 New 7/19/13

TECHNICAL 2 Raised 1/3/14
BETA .70 (1.00 = Market)

2016-18 PROJECTIONS
Ann’l Total

Price Gain Return
High 30 (+40%) 12%
Low 20 (-5%) 2%
Insider Decisions

F M A M J J A S O
to Buy 0 0 4 0 1 5 0 2 5
Options 0 0 0 0 0 0 0 0 0
to Sell 0 0 1 0 0 0 0 0 0
Institutional Decisions

1Q2013 2Q2013 3Q2013
to Buy 33 32 30
to Sell 21 26 23
Hld’s(000) 3375 3346 3451

High: 13.4 13.5 14.0 17.9 21.0 18.5 16.5 18.0 18.0 18.1 18.5 22.0
Low: 8.2 9.3 11.0 11.7 15.3 15.5 6.2 9.7 12.8 15.8 16.8 17.6

% TOT. RETURN 12/13
THIS VL ARITH.*

STOCK INDEX
1 yr. 21.7 38.4
3 yr. 31.5 52.8
5 yr. 101.4 211.8

CAPITAL STRUCTURE as of 9/30/13
Total Debt $84.9 mill. Due in 5 Yrs $19.5 mill.
LT Debt $84.9 mill. LT Interest $5.2 mill.
(Total interest coverage: 2.9x)

(45% of Cap’l)
Pension Assets 12/12 $22.7 mill.

Oblig. $34.7 mill.

Pfd Stock None

Common Stock 12,942,843 shs.
as of 11/6/13

MARKET CAP: $275 million (Small Cap)
CURRENT POSITION 2011 2012 9/30/13

($MILL.)
Cash Assets 4.0 4.0 6.8
Accounts Receivable 6.0 6.4 3.9
Other 1.4 1.2 3.6
Current Assets 11.4 11.6 14.3
Accts Payable 1.1 1.1 1.9
Debt Due .1 .1 - -
Other 4.1 4.3 5.0
Current Liab. 5.3 5.5 6.9
Fix. Chg. Cov. 160% 156% 154%
ANNUAL RATES Past Past Est’d ’10-’12
of change (per sh) 10 Yrs. 5 Yrs. to ’16-’18
Revenues 4.5% 3.5% 4.5%
‘‘Cash Flow’’ 6.5% 6.5% 7.0%
Earnings 5.5% 4.5% 6.5%
Dividends 1.5% 3.0% 5.0%
Book Value 7.0% 6.0% 4.5%

Cal- Full
endar Year

QUARTERLY REVENUES ($ mill.)
Mar.31 Jun. 30 Sep. 30 Dec. 31

2010 9.0 9.7 10.5 9.8 39.0
2011 9.6 10.5 10.5 10.0 40.6
2012 9.6 10.4 11.0 10.4 41.4
2013 10.1 10.7 10.9 11.3 43.0
2014 10.5 11.5 12.2 11.8 46.0
Cal- Full

endar Year
EARNINGS PER SHARE A

Mar.31 Jun. 30 Sep. 30 Dec. 31
2010 .15 .18 .21 .17 .71
2011 .17 .19 .19 .16 .71
2012 .15 .17 .22 .18 .72
2013 .17 .18 .19 .21 .75
2014 .19 .22 .22 .22 .85
Cal- Full

endar Year
QUARTERLY DIVIDENDS PAID B

Mar.31 Jun.30 Sep.30 Dec.31
2010 .128 .128 .128 .128 .512
2011 .131 .131 .131 .131 .524
2012 .134 .134 .134 .134 .535
2013 .138 .138 .138 .138 .552
2014 .1431

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
- - - - - - - - 2.05 2.05 2.17 2.18 2.58 2.56 2.79 2.89 2.95 3.07
- - - - - - - - .59 .57 .65 .65 .79 .77 .86 .88 .95 1.07
- - - - - - - - .43 .40 .47 .49 .56 .58 .57 .57 .64 .71
- - - - - - - - .34 .35 .37 .39 .42 .45 .48 .49 .51 .52
- - - - - - - - .75 .66 1.07 2.50 1.69 1.85 1.69 2.17 1.18 .83
- - - - - - - - 3.79 3.90 4.06 4.65 4.85 5.84 5.97 6.14 6.92 7.19
- - - - - - - - 9.46 9.55 9.63 10.33 10.40 11.20 11.27 11.37 12.56 12.69
- - - - - - - - 17.8 26.9 24.5 25.7 26.3 31.2 30.3 24.6 21.9 20.7
- - - - - - - - .91 1.47 1.40 1.36 1.40 1.68 1.61 1.48 1.46 1.32
- - - - - - - - 4.4% 3.3% 3.2% 3.1% 2.9% 2.5% 2.8% 3.5% 3.6% 3.5%

20.9 22.5 26.8 28.7 31.4 32.8 37.0 39.0
4.4 4.8 5.8 6.1 6.4 6.4 7.5 8.9

34.8% 36.7% 36.7% 34.4% 36.5% 36.1% 37.9% 38.5%
- - - - - - 7.2% 3.6% 10.1% - - 1.2%

43.4% 42.5% 44.1% 48.3% 46.5% 54.5% 45.7% 48.3%
56.6% 57.5% 55.9% 51.7% 53.5% 45.5% 54.3% 51.7%

69.0 83.6 90.3 126.5 125.7 153.4 160.1 176.4
116.5 140.0 155.3 174.4 191.6 211.4 222.0 228.4
8.5% 7.6% 8.4% 6.2% 6.7% 5.7% 6.2% 6.5%

11.4% 10.0% 11.6% 9.3% 9.5% 9.2% 8.6% 9.8%
11.4% 10.0% 11.6% 9.3% 9.5% 9.2% 8.6% 9.8%

2.6% 2.1% 3.0% 2.2% 1.7% 1.4% 1.9% 2.7%
77% 79% 74% 77% 82% 85% 78% 72%

2011 2012 2013 2014 © VALUE LINE PUB. LLC 16-18
3.18 3.21 3.40 3.65 Revenues per sh 4.15
1.09 1.12 1.25 1.35 ‘‘Cash Flow’’ per sh 1.65

.71 .72 .75 .90 Earnings per sh A 1.05

.53 .54 .55 .57 Div’d Decl’d per sh B .70

.74 .94 .90 .85 Cap’l Spending per sh 1.05
7.45 7.73 7.85 8.70 Book Value per sh 9.60

12.79 12.92 13.00 12.60 Common Shs Outst’g C 12.00
23.9 24.4 26.3 Avg Ann’l P/E Ratio 23.0
1.50 1.55 1.47 Relative P/E Ratio 1.55

3.1% 3.1% 2.8% Avg Ann’l Div’d Yield 2.8%

40.6 41.4 43.0 46.0 Revenues ($mill) 50.0
9.1 9.3 10.0 11.5 Net Profit ($mill) 12.5

35.3% 37.6% 36.0% 36.0% Income Tax Rate 36.0%
1.1% 1.1% 1.0% 1.0% AFUDC % to Net Profit 1.0%

47.1% 46.0% 45.0% 44.5% Long-Term Debt Ratio 42.5%
52.9% 54.0% 55.0% 54.5% Common Equity Ratio 57.5%
180.2 184.8 190 185 Total Capital ($mill) 200
233.0 240.3 245 250 Net Plant ($mill) 260
6.4% 6.4% 6.5% 7.5% Return on Total Cap’l 7.5%
9.5% 9.3% 9.5% 11.5% Return on Shr. Equity 11.0%
9.5% 9.3% 9.5% 11.5% Return on Com Equity 11.0%
2.5% 2.4% 3.0% 3.0% Retained to Com Eq 3.5%
73% 74% 71% 63% All Div’ds to Net Prof 67%

Company’s Financial Strength B+
Stock’s Price Stability 90
Price Growth Persistence 70
Earnings Predictability 100

(A) Diluted earnings. Next earnings report due
early February.
(B) Dividends historically paid in mid-January,
April, July, and October.

(C) In millions, adjusted for splits.

BUSINESS: The York Water Company is the oldest investor-owned
regulated water utility in the United States. It has operated contin-
uously since 1816. As of December 31, 2012, the company’s aver-
age daily availability was 35.0 million gallons and its service terri-
tory had an estimated population of 189,000. Has more than 63,000
customers. Residential customers accounted for 63% of 2012 reve-

nues; commercial and industrial (29%); other (8%). It also provides
sewer billing services. Incorporated: PA. York had 103 full-time em-
ployees at 12/31/12. President/CEO: Jeffrey R. Hines. Of-
ficers/directors own 1.2% of the common stock (3/13 proxy). Ad-
dress: 130 East Market Street York, Pennsylvania 17401. Tele-
phone: (717) 845-3601. Internet: www.yorkwater.com.

The York Water Company probably
experienced little growth in the year
just ended. We think that the company’s
share net barely moved higher in 2013,
reaching $0.75, at best. This represents
the fourth-consecutive year in which the
bottom line has showed little improve-
ment. Moreover, the dividend only in-
creased slightly over the same time period.
Higher rates could possibly provide a
nice lift to profits in 2014, however.
York is still awaiting the ruling on a rate
case filed last year in Pennsylvania. The
petition was for a 17% hike in tariffs to en-
able it to recover the nearly $50 million
that it spent over the past several years
upgrading the system’s deteriorating in-
frastructure.
A share-repurchase program would
also help. The company hasn’t really
bought back any of the 1.2 million shares
authorized by its board more than a year
ago. While this might not sound like much,
the amount represents more than 9% of
the company’s outstanding shares.
The balance sheet should remain in
good shape. York’s finances have
strengthened over the last several years.

And, even assuming a reduction in the
equity base resulting from the share
repurchases, we think that the equity-to-
total capital ratio will remain at a healthy
55% next year, and gradually rise to 57%
by 2016-2018. Having solid finances will
also provide York with greater flexibility.
As the industry continues to consolidate,
perhaps a small acquisition or two could
be made to help foster earnings growth.
We have raised the company’s long-
term dividend growth prospects. York
raised its dividend by 3.5% last quarter,
nearly double the average of the past
several years. Though this rate is still be-
low the industry average, it might signal a
more positive long-term trend.
York shares are now ranked 5
(Lowest) for year-ahead relative per-
formance. While our outlook for the com-
pany has improved since our October
report, it now appears that all of the com-
pany’s positive metrics are fully reflected
in the recent stock price. Indeed, the cur-
rent price earnings ratio of nearly 27 is
high, both for a water utility and the gen-
eral market.
James A. Flood January 17, 2014

LEGENDS
1.10 x Dividends p sh
divided by Interest Rate. . . . Relative Price Strength

2-for-1 split 5/02
3-for-2 split 9/06
Options: No
Shaded areas indicate recessions

© 2014 Value Line Publishing LLC. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber’s own, non-commercial, internal use. No part
of it may be reproduced, resold, stored or transmitted in any printed, electronic or other form, or used for generating or marketing any printed or electronic publication, service or product.

To subscribe call 1-800-833-0046.

RECENT
PRICE

P/E
RATIO

RELATIVE
P/E RATIO

DIV’D
YLD( )Trailing:

Median:
VALUE
LINE
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Predictive Risk 
Premium Model ™ 
(PRPM™) (1) 11.89           %

Risk Premium Using 
an Adjusted Market 
Approach (2) 9.67             %

Average 11.33         %

Notes:
(1) From page 13 of this Schedule.
(2) From page 14 of this Schedule.

United Water Rhode Island, Inc.
Summary of Risk Premium Models for the

Proxy Group of Nine Water Companies

Proxy Group of 
Nine Water 
Companies
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Line No.

1. Prospective Yield on Aaa Rated
   Corporate Bonds (1) 5.19 %

2. Adjustment to Reflect Yield Spread
   Between Aaa Rated Corporate
   Bonds and A Rated Public
   Utility Bonds 0.16 (2)

3. Adjusted Prospective Yield on A Rated
   Public Utility Bonds 5.35 %

4. Adjustment to Reflect Bond
    Rating Difference of Proxy Group -0.04 (3)

5. Adjusted Prospective Bond Yield 5.32 %

6. Equity Risk Premium (5) 4.35
     

7.   Risk Premium Derived Common
      Equity Cost Rate 9.67 %

Notes:  (1)

(2)

(3)

(4) From page 17 of this Schedule.

Proxy Group of 
Nine Water 
Companies

The average yield spread of A rated public utility bonds over Aaa 
rated corporate bonds of 0.16% from page 16 of this Schedule.

Adjustment to reflect the A1/A2 Moody's bond rating of the proxy 
group of nine water companies as shown on page 16 of this 
Schedule.  The 4 basis point adjustment is derived by taking 1/6 of 
the spread between  Aa2 and A2 Public Utility Bonds (1/6 * 0.21% = 
0.04%).

Six quarter average consensus forecast ending with Q1 of 2015 
averaged with the 2015-2019 and 2020-2024 consensus forecast of 
Moody's Aaa Rated Corporate bonds from Blue Chip Financial 

United Water Rhode Island, Inc.
Indicated Common Equity Cost Rate

Through Use of a Risk Premium Model
Using an Adjusted Total Market Approach
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Moody's
Bond Rating Bond Rating

February 2014 February 2014

Proxy Group of Nine Water 
Companies

Bond 
Rating

Numerical 
Weighting 

(1)
Bond 
Rating

Numerical 
Weighting 

(1)

American States Water Co. (2) A2 6.0 A+ 5.0
American Water Works Co., Inc. (3) A1 5.0 A 6.0
Aqua America, Inc. (4) NR - - AA- 4.0
Artesian Resources Corp. NR - - NR - - 
California Water Service Group (5) NR - - AA- 4.0
Connecticut Water Service, Inc. (6) NR - - A/A- 6.5
Middlesex Water Company NR - - A 6.0
SJW Corporation (7) NR - - A 6.0
York Water Company NR - - A- 7.0

Average A1/A2 5.5 A+/A 5.5

Notes:
(1) From Schedule PMA-7, page 5 of Ms. Ahern's Direct Exhibit.
(2)
(3) Ratings are those of Pennsylvania American Water.
(4)
(5)
(6)
(7)

Source Information:
Moody's Investors Service
Standard & Poor's Global Utilities Rating Service

United Water Rhode Island, Inc.
Comparison of Bond Ratings, Business Risk and Financial Risk Profiles for the

Proxy Group of Nine Water Companies

Standard & Poor's

Ratings are those of Golden State Water Company.

Ratings are those of Aqua Pennsylvania, Inc.
Ratings are those of California Water Service Co.
Ratings are those of Connecticut Water Company.
Ratings are those of San Jose Water Co.
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Line
No.

1. Calculated equity risk
   premium based on the
   total market using
   the beta approach (1) 4.00 %

2. Mean equity risk premium 
   based on a study
   using the holding period
   returns of public utilities
   with A rated bonds (2) 4.70

3. Average equity risk premium 4.35 %

Notes:  (1) From page 18 of this Schedule.
(2) From page 21 of this Schedule.

Proxy Group of Nine 
Water Companies

United Water Rhode Island, Inc.
Judgment of Equity Risk Premium for

the Proxy Group of Nine Water Companies
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Line No.

Based on SBBI Valuation Yearbook Data:

1. Ibbotson Equity Risk Premium (1) 5.60 %

2. Ibbotson Equity Risk Premium based on PRPMTM (2) 9.33

Based on Value Line Summary and Index:

3.
Equity Risk Premium Based on Value Line 
Summary and Index (3) 3.55

4. Conclusion of Equity Risk Premium (4) 6.16                 %

5. Adjusted Value Line Beta (5) 0.65

6 Beta Adjusted Equity Risk Premium 4.00 %

Notes:  (1)

(2)

(3)

(4) Average of Lines 1, 2, & 3.

(5)

Sources of Information:

United Water Rhode Island, Inc.
Derivation of Equity Risk Premium Based on the Total Market Approach

Using the Beta for
the Proxy Group of Nine Water Companies

Proxy Group of 
Nine Water 
Companies

Industrial Manual and Mergent Bond Record Monthly Update.
Value Line Summary and Index

Blue Chip Financial Forecasts, February 1, 2014

Based on the arithmetic mean historical monthly returns on large company common 
stocks from Ibbotson® SBBI® 2012 Valuation Yearbook - Market Results for Stocks, 
Bonds, Bills, and Inflation minus the arithmetic mean monthly yield of Moody's Aaa 
and Aa corporate bonds from 1926 - 2012.  (11.83% - 6.23% = 5.60%).

The Predictive Risk Premium Model (PRPMTM) is discussed in Ms. Ahern's 
accompanying direct testimony. The Ibbotson equity risk premium based on the 

PRPMTM is derived by applying the PRPMTM to the monthly risk premiums between 
Ibbotson large company common stock monthly returns minus the average Aaa and 
Aa corporate monthly bond yields, from January 1928 through December 2013.

The equity risk premium based on the Value Line Summary and Index is derived from 
taking the projected 3-5 year total annual market return of 8.74% (described fully in 
note 1 of page 23 of this Schedule) and subtracting the average consensus forecast 
of Aaa corporate bonds of 5.19% (Shown on page 14 of this Schedule). (8.74% - 
5.19% = 3.55% ).

Median beta derived from page 22 of this Schedule.

Ibbotson® SBBI® 2013 Valuation Yearbook - Market Results for Stocks, Bonds, Bills, 
and Inflation, Morningstar, Inc., 2013 Chicago, IL. 

Exhibit No.__ 
Schedule PMA-8 Rebuttal 

Page 18 of 34



2 BLUE CHIP FINANCIAL FORECASTS FEBRUARY 1, 2014

Consensus Forecasts Of U.S. Interest Rates And Key Assumptions1

-------------------------------------History----------------------------------------- Consensus Forecasts-Quarterly Avg. 
-------Average For Week Ending------ ----Average For Month---- Latest Q 1Q 2Q 3Q 4Q 1Q 2Q

Interest Rates Jan. 24 Jan. 17 Jan. 10 Jan. 3 Dec. Nov. Oct. 4Q 2013 2014 2014 2014 2014 2015 2015
Federal Funds Rate 0.07 0.07 0.08 0.08 0.09 0.08 0.09 0.09 0.1 0.1 0.2 0.2 0.2 0.3
Prime Rate 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.3 3.3 3.3 3.3 3.3 3.4
LIBOR, 3-mo. 0.24 0.24 0.24 0.24 0.24 0.24 0.24 0.24 0.3 0.3 0.3 0.4 0.4 0.5
Commercial Paper, 1-mo. 0.05 0.05 0.05 0.05 0.06 0.05 0.07 0.06 0.1 0.1 0.1 0.2 0.2 0.4
Treasury bill, 3-mo. 0.04 0.04 0.05 0.07 0.07 0.07 0.05 0.06 0.1 0.1 0.1 0.1 0.2 0.3
Treasury bill, 6-mo. 0.07 0.06 0.07 0.10 0.10 0.10 0.08 0.09 0.1 0.1 0.2 0.2 0.3 0.4
Treasury bill, 1 yr. 0.11 0.11 0.13 0.13 0.13 0.12 0.12 0.12 0.2 0.2 0.3 0.4 0.5 0.7
Treasury note, 2 yr. 0.41 040 0.41 0.39 0.34 0.30 0.34 0.33 0.4 0.5 0.6 0.8 1.0 1.2
Treasury note, 5 yr. 1.67 1.65 1.71 1.73 1.58 1.37 1.37 1.44 1.7 1.8 1.9 2.1 2.2 2.4
Treasury note, 10 yr. 2.86 2.86 2.96 3.01 2.90 2.72 2.62 2.75 3.0 3.1 3.2 3.3 3.4 3.5
Treasury note, 30 yr. 3.75 3.78 3.87 3.93 3.89 3.80 3.68 3.79 3.9 4.0 4.1 4.3 4.3 4.4
Corporate Aaa bond 4.47 4.48 4.53 4.55 4.62 4.63 4.53 4.59 4.6 4.8 4.9 5.0 5.1 5.2
Corporate Baa bond 5.17 5.19 5.28 5.35 5.38 5.38 5.31 5.36 5.4 5.6 5.7 5.8 5.9 6.0
State & Local bonds 4.50 4.55 4.68 4.75 4.73 4.60 4.56 4.63 4.6 4.7 4.8 4.8 4.9 5.0
Home mortgage rate 4.39 4.41 4.51 4.53 4.46 4.26 4.19 4.30 4.6 4.7 4.8 5.0 5.1 5.2

----------------------------------------History------------------------------------------- Consensus Forecasts-Quarterly
1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q* 1Q 2Q 3Q 4Q 1Q 2Q

Key Assumptions 2012 2012 2012 2012 2013 2013 2013 2013 2014 2014 2014 2014 2015 2015
Major Currency Index 72.9 73.9 74.0 73.2 74.7 76.4 76.7 76.0 76.8 77.2 77.6 77.6 77.7 77.7
Real GDP 3.7 1.2 2.8 0.1 1.1 2.5 4.1 3.1 2.5 2.8 2.9 3.0 3.0 3.0
GDP Price Index 2.0 1.8 2.3 1.1 1.3 0.6 2.0 1.4 1.7 1.7 1.9 1.9 2.0 2.0
Consumer Price Index 2.3 1.0 2.1 2.2 1.4 0.0 2.6 0.9 1.8 1.8 2.1 2.0 2.1 2.0
Forecasts for interest rates and the Federal Reserve’s Major Currency Index represent averages for the quarter. Forecasts for Real GDP, GDP Price Index and Consumer Price 
Index are seasonally-adjusted annual rates of change (saar). Individual panel members’ forecasts are on pages 4 through 9. Historical data for interest rates except LIBOR is from 
Federal Reserve Release (FRSR) H.15. LIBOR quotes available from The Wall Street Journal. Interest rate definitions are same as those in FRSR H.15. Treasury yields are 
reported on a constant maturity basis. Historical data for Fed’s Major Currency Index is from FRSR H.10 and G.5. Historical data for Real GDP and GDP Chained Price Index 
are from the Bureau of Economic Analysis (BEA). Consumer Price Index (CPI) history is from the Department of Labor’s Bureau of Labor Statistics (BLS). *Figures for 4Q 
2013 Real GDP and GDP Chained Price Index are consensus forecasts based on a special question asked of the panelists’ this month.
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14 BLUE CHIP FINANCIAL FORECASTS DECEMBER 1, 2013

Long-Range Estimates:
The table below contains results of our semi-annual long-range CONSENSUS survey. There are also Top 10 and Bottom 10 averages 
for each variable. Shown are estimates for the years 2015 through 2019 and averages for the five-year periods 2015-2019 and 2020-2024. 
Apply these projections cautiously. Few economic, demographic and political forces can be evaluated accurately over such long time spans.

 -----------Average For The Year------------ Five-Year Averages
Interest Rates 2015 2016 2017 2018 2019 2015-2019 2020-2024
1. Federal Funds Rate CONSENSUS 0.4 1.7 2.9 3.6 3.9 2.5 3.7

   Top 10 Average 0.8 2.6 3.9 4.2 4.5 3.2 4.4
   Bottom 10 Average 0.2 0.8 1.6 2.6 3.1 1.6 2.9

2. Prime Rate CONSENSUS 3.5 4.8 6.0 6.6 6.9 5.6 6.7
   Top 10 Average 3.9 5.6 6.9 7.2 7.6 6.2 7.4
   Bottom 10 Average 3.3 4.1 5.0 5.7 6.1 4.8 5.8

3. LIBOR, 3-Mo. CONSENSUS 0.9 2.2 3.3 4.0 4.2 2.9 4.0
   Top 10 Average 1.6 3.3 4.6 5.0 5.2 3.9 5.0
   Bottom 10 Average 0.4 1.1 2.0 2.8 3.3 1.9 3.0

4. Commercial Paper, 1-Mo. CONSENSUS 0.6 2.0 3.1 3.7 3.9 2.6 3.7
   Top 10 Average 1.0 2.7 3.9 4.3 4.5 3.3 4.3
   Bottom 10 Average 0.3 1.3 2.3 2.9 3.1 2.0 3.0

5. Treasury Bill Yield, 3-Mo. CONSENSUS 0.5 1.7 2.9 3.5 3.7 2.5 3.6
   Top 10 Average 1.0 2.7 3.9 4.3 4.5 3.3 4.3
   Bottom 10 Average 0.2 0.8 1.7 2.4 3.0 1.6 2.7

6. Treasury Bill Yield, 6-Mo. CONSENSUS 0.7 2.0 3.1 3.7 3.9 2.7 3.8
   Top 10 Average 1.2 2.9 4.1 4.5 4.6 3.5 4.5
   Bottom 10 Average 0.3 1.1 1.9 2.7 3.1 1.8 2.8

7. Treasury Bill Yield, 1-Yr. CONSENSUS 0.9 2.2 3.2 3.8 4.0 2.8 3.9
   Top 10 Average 1.5 3.2 4.3 4.7 4.8 3.7 4.6
   Bottom 10 Average 0.4 1.2 2.0 2.8 3.1 1.9 2.9

8. Treasury Note Yield, 2-Yr. CONSENSUS 1.4 2.6 3.6 4.0 4.3 3.2 4.2
   Top 10 Average 2.0 3.5 4.5 4.9 5.0 4.0 4.9
   Bottom 10 Average 0.8 1.7 2.4 3.1 3.5 2.3 3.3

10. Treasury Note Yield, 5-Yr. CONSENSUS 2.3 3.3 4.1 4.4 4.6 3.7 4.4
   Top 10 Average 2.9 4.0 4.8 5.1 5.3 4.4 5.1
   Bottom 10 Average 1.7 2.6 3.2 3.5 3.7 2.9 3.6

11. Treasury Note Yield, 10-Yr. CONSENSUS 3.4 4.1 4.6 4.8 5.0 4.4 4.9
   Top 10 Average 3.9 4.8 5.3 5.6 5.8 5.1 5.6
   Bottom 10 Average 2.8 3.5 3.8 4.0 4.1 3.7 4.0

12. Treasury Bond Yield, 30-Yr. CONSENSUS 4.3 4.7 5.2 5.5 5.6 5.0 5.5
   Top 10 Average 4.8 5.5 6.0 6.3 6.5 5.8 6.2
   Bottom 10 Average 3.7 4.0 4.4 4.6 4.7 4.3 4.6

13. Corporate Aaa Bond Yield CONSENSUS 4.9 5.4 5.9 6.2 6.3 5.7 6.2
   Top 10 Average 5.6 6.2 6.7 7.0 7.2 6.5 7.0
   Bottom 10 Average 4.2 4.5 4.9 5.2 5.3 4.8 5.3

13. Corporate Baa Bond Yield CONSENSUS 5.9 6.3 6.8 7.1 7.2 6.7 7.0
   Top 10 Average 6.5 7.1 7.5 7.9 8.1 7.4 7.9
   Bottom 10 Average 5.1 5.4 5.7 6.1 6.1 5.7 6.0

14. State & Local  Bonds Yield CONSENSUS 4.8 5.2 5.6 5.7 5.7 5.4 5.5
   Top 10 Average 5.2 5.9 6.3 6.5 6.6 6.1 6.3
   Bottom 10 Average 4.3 4.5 4.8 4.9 4.9 4.7 4.7

15. Home Mortgage Rate CONSENSUS 5.1 5.6 6.1 6.4 6.5 5.9 6.4
   Top 10 Average 5.6 6.3 6.9 7.1 7.3 6.6 7.1
   Bottom 10 Average 4.4 5.0 5.3 5.5 5.6 5.2 5.6

A. FRB - Major Currency Index CONSENSUS 77.8 78.4 78.8 79.1 79.2 78.7 79.7
   Top 10 Average 81.0 82.3 83.4 84.2 84.4 83.1 84.8
   Bottom 10 Average 74.6 74.3 74.0 73.7 74.0 74.1 74.7

 ----------Year-Over-Year, %  Change---------- Five-Year Averages
2015 2016 2017 2018 2019 2015-2019 2020-2024

B. Real GDP CONSENSUS 3.0 2.9 2.7 2.6 2.5 2.7 2.4
   Top 10 Average 3.5 3.3 3.1 2.9 2.9 3.1 2.7
   Bottom 10 Average 2.5 2.5 2.3 2.1 2.2 2.3 2.1

C. GDP Chained Price Index CONSENSUS 2.0 2.1 2.1 2.1 2.1 2.1 2.1
   Top 10 Average 2.5 2.5 2.6 2.5 2.5 2.5 2.5
   Bottom 10 Average 1.5 1.7 1.7 1.7 1.7 1.7 1.7

D. Consumer Price Index CONSENSUS 2.2 2.3 2.3 2.3 2.3 2.3 2.3
   Top 10 Average 2.6 2.8 2.8 2.8 2.8 2.8 2.8
   Bottom 10 Average 1.7 1.9 1.9 1.9 2.0 1.9 1.9
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1.
Arithmetic Mean Holding Period Returns on 
the Standard & Poor's Utility Index 1926-
2012 (2): 10.69 %

2.
Arithmetic Mean Yield on Moody's A Rated 
Public Utility Yields 1926-2012 (6.53)

3. Historical Equity Risk Premium 4.16 %

4.

Forecasted Equity Risk Premium Based on 

PRPMTM (3) 5.24                    

5.
Average of Historical and PRPMTM Equity 
Risk Premium 4.70 %

Notes:  (1)

(2)

(3) The Predictive Risk Premium Model (PRPMTM) is applied to the risk premium of 
the monthly total returns of the S&P Utility Index and the monthly yields on 
Moody's A rated public utility bonds from 1928 - 2012.

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

Based on S&P Public Utility Index monthly total returns and Moody's Public 
Utility Bond average monthly yields from 1926-2012, (AUS Consultants, 2013).

United Water Rhode Island, Inc.
Derivation of Mean Equity Risk Premium Based on a Study

Using Holding Period Returns of Public Utilities

Over A Rated 
Moody's Public Utility 

Bonds - AUS 
Consultants Study (1)
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United Water Rhode Island, Inc.
Indicated Common Equity Cost Rate Through Use

of the Traditional Capital Asset Pricing Model (CAPM) and Empirical Capital Asset Pricing Model (ECAPM)

1 2 3 4 5 6

Proxy Group of Nine Water Companies

Value Line 
Adjusted 

Beta

American States Water Co. 0.65 7.09 % 4.44 % 9.05 % 9.67 %
American Water Works Co., Inc. 0.65 7.09 4.44 9.05 9.67
Aqua America, Inc. 0.60 7.09 4.44 8.69 9.40
Artesian Resources Corp. 0.55 7.09 4.44 8.34 9.14
California Water Service Group 0.60 7.09 4.44 8.69 9.40
Connecticut Water Service, Inc. 0.75 7.09 4.44 9.76 10.20
Middlesex Water Company 0.75 7.09 4.44 9.76 10.20
SJW Corporation 0.85 7.09 4.44 10.47 10.73
York Water Company 0.70 7.09 4.44 9.40 9.93

Average 0.68 9.25 % 9.82 % 9.54 %

Median 0.65 9.05 % 9.67 % 9.36 %

See page 23 for notes.

Market Risk 
Premium (1)

Risk-Free 
Rate (2)

Traditional 
CAPM Cost 

Rate (3)

ECAPM 
Cost Rate 

(4)

Indicated 
Common 

Equity Cost 
Rate (5)
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United Water Rhode Island, Inc. 

Development of the Market-Required Rate of Return on Common Equity Using 
the Capital Asset Pricing Model for  

the Proxy Group of Nine Water Companies 
Adjusted to Reflect a Forecasted Risk-Free Rate and Market Return 

 
Notes: 
 
(1) For reasons explained in Ms. Ahern’s accompanying direct testimony, from the 13 weeks ending February 7, 2014, Value 

Line Summary & Index, a forecasted 3-5 year total annual market return of 8.74% can be derived by averaging the 13 
weeks ending February 7, 2014 forecasted total 3-5 year total appreciation, converting it into an annual market 
appreciation and adding the Value Line average forecasted annual dividend yield.  

 
The 3-5 year average total market appreciation of 30% produces a four-year average annual return of 6.78% ((1.300.25) - 
1).  When the average annual forecasted dividend yield of 1.96% is added, a total average market return of 8.74% (1.96% 
+ 6.78%) is derived.  

 
The 13 weeks ending February 7, 2014 forecasted total market return of 8.74% minus the risk-free rate of 4.44% 
(developed in Note 2) is 4.30% (8.74% - 4.44%).   
 
The Predictive Risk Premium Model (PRPMTM) market equity risk premium of 10.43% is derived by applying the PRPMTM to 
the monthly equity risk premium of large company common stocks over the income return on long-term U.S. Government 
Securities from January 1926 through December 2013.   
 
The Morningstar, Inc. (Ibbotson Associates) calculated arithmetic mean monthly market equity risk premium of 6.55% for 
the period 1926-2012 results from a total market return of 11.83%% less the arithmetic mean income return on long-term 
U.S. Government Securities of 5.28% (11.83% - 5.28% = 6.55%).   
 
These three expectational risk premiums are then averaged, resulting in a 7.09% market equity risk premium, which is then 
multiplied by the beta in column 1 of page 1 of this Schedule. ((4.30% + 10.43% + 6.55%)/3). 

 
(2) For reasons explained in Ms. Ahern’s direct testimony, the risk-free rate that Ms. Ahern relies upon for her CAPM analysis 

is the average forecast of 30-year Treasury Note yields per the consensus of nearly 50 economists reported in the Blue 
Chip Financial Forecasts dated December 1, 2013 and February 1, 2014 (see pages 19 & 20 of this Schedule).The 
estimates are detailed below: 

 
      

 30-Year 
  Treasury Note Yield  

                                 First Quarter 2014  3.90% 
                                 Second Quarter 2014  4.00% 
                                 Third Quarter 2014  4.10% 
   Fourth Quarter 2014  4.30% 
                                 First Quarter 2015  4.30% 
                                 Second Quarter 2015  4.40% 
   2015 – 2019  5.00% 
   2020 – 2024  5.50% 
                                  

Average  4.44% 
 

 
(3) The traditional Capital Asset Pricing Model (CAPM) is applied using the following formula: 

 
RS = RF + β (RM - RF) 

 
Where  RS = Return rate of common stock 
        RF = Risk Free Rate 
        β  = Value Line Adjusted Beta 
        RM = Return on the market as a whole 

 
(4) The empirical CAPM is applied using the following formula: 
 

RS = RF + .25 (RM  - RF ) + .75 β (RM  - RF ) 
 

Where  RS = Return rate of common stock 
        RF = Risk-Free Rate 
        β  = Value Line Adjusted Beta 
        RM = Return on the market as a whole 
 

 
 Source of Information:  Value Line Summary & Index  

Blue Chip Financial Forecasts, December 1, 2013 & February 1, 2014 
Value Line Investment Survey, (Standard Edition) 

 2013 Ibbotson® SBBI® Valuation Yearbook, Morningstar, Inc., 2013, Chicago, IL 
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Principal Methods

Discounted Cash Flow Model (DCF) (1) 12.02              %

Risk Premium Model (RPM) (2) 10.32              %

Capital Asset Pricing Model (CAPM) (3) 9.67                %

Average 10.67              %

Notes:
(1) From page 28 of this Schedule.
(2)
(3) From Page 32 of this Schedule.

From page 29 of this Schedule.

United Water Rhode Island, Inc.
Summary of Cost of Equity Models Applied to the
Proxy Group of Non-Price-Regulated Companies

Comparable in Total Risk to the
Proxy Group of Nine Water Companies

 Proxy Group of 
Twenty-Seven 

Non-Price-
Regulated 
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Proxy Group of Nine Water 
Companies

Value Line 
Adjusted 

Beta
Unadjusted 

Beta

Residual 
Standard Error 

of the 
Regression

Standard 
Deviation of 

Beta

American States Water Co. 0.70 0.48 3.3620 0.0650
American Water Works Co., Inc. 0.65 0.44 3.0655 0.0610
Aqua America, Inc. 0.60 0.36 2.5902 0.0501
Artesian Resources Corp. 0.55 0.30 2.6477 0.0512
California Water Service Group 0.65 0.40 2.7115 0.0524
Connecticut Water Service, Inc. 0.75 0.58 3.1061 0.0601
Middlesex Water Company 0.70 0.54 2.6637 0.0515
SJW Corporation 0.85 0.70 3.6057 0.0697
York Water Company 0.70 0.48 3.1325 0.0606

Average 0.68 0.48 2.9872 0.0580

Beta Range (+/- 2 std. Devs. of Beta) 0.36 0.60
   2 std. Devs. of Beta 0.12

Residual Std. Err. Range (+/- 2 std.
   Devs. of the Residual Std. Err.) 2.7246 3.2498

Std. dev. of the Res. Std. Err. 0.1313

2 std. devs. of the Res. Std. Err. 0.2626

United Water Rhode Island, Inc.
Basis of Selection of Comparable Risk 

Domestic Non-Price Regulated Companies

Exhibit No.__ 
Schedule PMA-8 Rebuttal 

Page 25 of 34



Proxy Group of Twenty-Seven Non-
Price-Regulated Companies

VL Adjusted 
Beta

Unadjusted 
Beta

Residual 
Standard 

Error of the 
Regression

Standard 
Deviation of 

Beta

Gallagher (Arthur J.) 0.75 0.57 2.9742 0.0575
Baxter Intl Inc. 0.70 0.49 2.9372 0.0568
Bristol-Myers Squibb 0.70 0.50 2.8839 0.0558
Brown & Brown 0.75 0.55 3.1464 0.0608
ConAgra Foods 0.65 0.42 2.7898 0.0540
Capitol Fed. Finl 0.60 0.39 3.0449 0.0589
Quest Diagnostics 0.75 0.59 2.7655 0.0535
Dun & Bradstreet 0.75 0.60 2.9024 0.0561
DaVita HealthCare 0.65 0.46 2.8841 0.0558
Haemonetics Corp. 0.65 0.41 2.7538 0.0533
Kroger Co. 0.60 0.36 2.8843 0.0558
Lancaster Colony 0.70 0.53 3.1660 0.0612
McKesson Corp. 0.75 0.58 3.2240 0.0623
Mercury General 0.70 0.48 3.0066 0.0581
Mead Johnson Nutrition 0.65 0.43 3.1630 0.0824
Annaly Capital Mgmt. 0.65 0.39 3.2022 0.0619
Northwest Bancshares 0.75 0.59 3.0864 0.0597
Owens & Minor 0.70 0.53 3.2368 0.0626
Peoples United Finl 0.65 0.46 2.8665 0.0554
Sherwin-Williams 0.70 0.48 2.9688 0.0574
Smucker (J.M.) 0.70 0.49 2.9429 0.0569
Silgan Holdings 0.75 0.56 2.8926 0.0559
Suburban Propane 0.70 0.54 3.0689 0.0593
Stericycle Inc. 0.70 0.49 2.9267 0.0566
Waste Connections 0.70 0.53 2.7663 0.0535
Weis Markets 0.65 0.42 2.9050 0.0562
Berkley (W.R.) 0.70 0.47 2.9475 0.0570

Average 0.69 0.49 2.9754 0.0583

Proxy Group of Nine Water 
Companies 0.68 0.48 2.9872 0.0580

United Water Rhode Island, Inc.
Proxy Group of Non-Price Regulated Companies

Comparable in Total Risk to the
Proxy Group of Nine Water Companies
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Basis of Selection of the Group of Non-Price Regulated Companies 
Comparable in Total Risk to the Proxy Group of Nine Water Companies 

   
       

 
 The criteria for selection of the proxy group of twenty-seven non-price regulated companies 
was that the non-price regulated companies be domestic and reported in Value Line Investment 
Survey (Standard Edition).  
  
 The proxy group of twenty-seven non-price regulated companies were then selected based 
upon the unadjusted beta range of 0.36 – 0.60 and standard error of the regression range of 2.7246 
– 3.2498 of the water proxy group.   
  
 These ranges are based upon plus or minus two standard deviations of the unadjusted beta 
and standard error of the regression. Plus or minus two standard deviations captures 95.50% of the 
distribution of unadjusted betas and standard errors of the regression. 
 

 
 
 The standard deviation of the water industry’s standard error of the regression is 0.1313. The 
standard deviation of the standard error of the regression is calculated as follows: 
 

Standard Deviation of the Std. Err. of the Regr.  =   Standard Error of the Regression 
                              N2   

 
where: N =  number of observations.  Since Value Line betas are derived from weekly price 

change observations over a period of five years, N  =   259 
 

Thus, 0.1313  =     2.9872    =         2.9872 

      518                    22.7596 
 
 
 
 
 
 
        
 
 
Source of Information: Value Line, Inc., June 15, 2013 
   Value Line Investment Survey (Standard Edition) 
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United Water Rhode Island, Inc.
DCF Results for the Proxy Group of Non-Price-Regulated Companies Comparable in Total Risk to

the Proxy Group of Nine Water Companies

Proxy Group of Twenty-Seven 
Non-Price-Regulated 
Companies

Average 
Dividend 

Yield

Value Line 
Projected 
Five Year 
Growth in 

EPS

Reuters Mean 
Consensus 

Projected Five 
Year Growth 
Rate in EPS

Zack's 
Five Year 
Projected 
Growth 
Rate in 

EPS

Yahoo! 
Finance 

Projected 
Five Year 
Growth in 

EPS

Average 
Projected 
Five Year 
Growth 
Rate in 

EPS

Adjusted 
Dividend 

Yield

Indicated 
Common 

Equity Cost 
Rate

Gallagher (Arthur J. 2.99         % 12.50          % 12.00              % 10.70       % 12.36       % 11.89        % 3.17       % 15.06         %
Baxter Intl Inc.   2.88         8.50            7.40                8.50         7.44         7.96          3.00       10.96         
Bristol-Myers Squibb 2.69         10.00          13.00              9.10         13.67       11.44        2.84       14.28         
Brown & Brown       1.28         14.00          14.00              13.10       15.53       14.16        1.38       15.54         
ConAgra Foods       3.06         11.00          8.80                8.70         8.70         9.30          3.21       12.51         
Capitol Fed. Finl  2.51         6.00            5.00                3.50         5.00         4.88          2.57       7.45           
Quest Diagnostics   2.12         7.00            9.80                10.60       9.84         9.31          2.22       11.53         
Dun & Bradstreet    1.37         9.00            9.90                9.90         9.05         9.46          1.44       10.90         
DaVita Inc.         -           14.00          12.00              12.30       12.22       12.63        -         NA
Haemonetics Corp.   -           11.00          13.00              12.30       13.00       12.33        -         NA
Kroger Co.          1.51         10.50          7.90                7.20         7.90         8.38          1.58       9.96           
Lancaster Colony    1.87         6.00            7.00                NA 7.00         6.67          1.93       8.60           
McKesson Corp.      0.59         10.50          19.00              14.00       19.93       15.86        0.63       16.49         
Mercury General     5.15         8.00            2.10                2.10         2.10         3.58          5.24       8.82           
Mead Johnson Nutrition 1.65         12.00          10.00              11.80       10.75       11.14        1.74       12.88         
Annaly Capital Mgmt. 13.89       (2.50)          NA 3.50         (4.70)        3.50          14.13     17.63         
Northwest Bancshares, Inc. 3.63         8.50            5.00                5.00         5.00         5.88          3.74       9.62           
Owens & Minor       2.63         10.50          13.00              9.00         13.00       11.38        2.78       14.16         
Peoples United Fin 4.44         19.00          12.00              6.50         12.07       12.39        4.71       17.10         
Sherwin-Williams    1.08         16.50          14.00              14.60       14.10       14.80        1.16       15.96         
Smucker (J.M.)      2.27         8.50            8.40                7.70         8.43         8.26          2.37       10.63         
Silgan Holdings     1.20         10.50          9.70                10.30       9.73         10.06        1.26       11.32         
Suburban Propane    7.81         6.00            23.00              3.00         23.00       13.75        8.35       22.10         
Stericycle Inc.     -           12.00          15.00              16.00       15.67       14.67        -         NA
Waste Connections   0.94         12.00          13.00              19.50       13.85       14.59        1.01       15.60         
Weis Markets        2.37         3.50            NA NA NA 3.50          2.41       5.91           
Berkley (W.R.)      0.94         12.50          7.90                9.50         6.91         9.20          0.99       10.19         

Average 12.72         %

Median 12.02         %

NA= Not Available
NMF= Not Meaningful Figure

(1)

Source of Information: Value Line Investment Survey:
www.reuters.com Downloaded on 02/05/2014
www.zacks.com Downloaded on 02/05/2014
www.yahoo.com Downloaded on 02/05/2014

Ms. Ahern's application of the DCF model to the domestic, non-price regluated comparable risk companies is identical to the application of the DCF to her proxy group 
of water companies.  She uses the 60 day average price and the spot indicated dividend as of February 4, 2014 for her dividend yield and then adjusts that yield for 
1/2 the average projected growth rate in EPS, which is calculated by averaging the 5 year projected growth in EPS provided by Value Line, www.reuters.com, 
www.zacks.com, and www.yahoo.com (excluding any negative growth rates) and then adding that growth rate to the adjusted dividend yield.
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Line No.

1. Prospective Yield on Baa Rated
   Corporate Bonds (1) 6.01 %

2. Equity Risk Premium (2) 4.31
     

3.   Risk Premium Derived Common
      Equity Cost Rate 10.32 %

Notes:  (1)

First Quarter 2014 5.40 %
Second Quarter 2014 5.60

Third Quarter 2014 5.70
Fourth Quarter 2014 5.80

First Quarter 2015 5.90
Second Quarter 2015 6.00

2015-2019 6.70
2020-2024 7.00

Average 6.01 %

(2) From page 31 of this Schedule.

Average forecast based upon estimates of Baa rated corporate 
bonds per the consensus of nearly 50 economists reported in Blue 
Chip Financial Forecasts dated December 1, 2013 and February 
1, 2014 (see pages 19 and 20 of this Schedule).  The estimates 
are detailed below.

United Water Rhode Island, Inc.
Indicated Common Equity Cost Rate

Through Use of a Risk Premium Model
Using an Adjusted Total Market Approach

Proxy Group of 
Twenty-Seven Non-

Price-Regulated 
Companies
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United Water Rhode Island, Inc.
Comparison of Bond Ratings for the

Proxy Group of Non-Price-Regulated Companies Comparable in Total Risk to the
Proxy Group of Nine Water Companies

Moody's Standard & Poor's
Bond Rating Bond Rating

February 2014 February 2014

Proxy Group of Twenty-Seven 
Non-Price-Regulated 
Companies

Bond 
Rating

Numerical 
Weighting (1)

Bond 
Rating

Numerical 
Weighting (1)

Gallagher (Arthur J.) NA -- NA --
Baxter Intl Inc. A3 10.0 A 6.0
Bristol-Myers Squibb A2 6.0 A+ 5.0
Brown & Brown NA -- NA --
ConAgra Foods Baa2 9.0 BB+ 11.0
Capitol Fed. Finl NA 16.0 NA --
Quest Diagnostics Baa2 9.0 BBB+ 8.0
Dun & Bradstreet NA -- NA --
DaVita HealthCare Ba3 13.0 B 15.0
Haemonetics Corp. NA -- NA --
Kroger Co. Baa2 9.0 BBB 9.0
Lancaster Colony NA -- NA --
McKesson Corp. Baa2 9.0 A- 7.0
Mercury General NA -- NA --
Mead Johnson Nutrition NA -- BBB- 10.0
Annaly Capital Mgmt. NA -- NA --
Northwest Bancshares NA -- NA --
Owens & Minor Ba1 11.0 BBB 9.0
Peoples United Finl A3 7.0 BBB+ 8.0
Sherwin-Williams A3 7.0 A 6.0
Smucker (J.M.) A3 7.0 NA --
Silgan Holdings Ba1 11.0 BB- 13.0
Suburban Propane Ba2 12.0 BB- 13.0
Stericycle Inc. NA -- NA --
Waste Connections NA -- NA --
Weis Markets NA -- NA --
Berkley (W.R.) Baa2 9.0 BBB+ 8.0

Average Baa2 9.7 BBB 9.1

Notes:
(1) From Schedule PMA-7, page 5 of Ms. Ahern's Direct Testimony.

Source of Information:
  Standard & Poor's Bond Guide January 2014
  www.moodys.com; downloaded 2/5/2014
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United Water Rhode Island, Inc.
Derivation of Equity Risk Premium Based on the Total Market Approach

Using the Beta for
the Proxy Group of Non-Price-Regulated Companies

Proxy Group of Nine Water Companies

Line No.

Based on SBBI Valuation Yearbook Data:

1. Ibbotson Equity Risk Premium (1) 5.60 %

2. Ibbotson Equity Risk Premium based on PRPMTM (2) 9.33

Based on Value Line Summary and Index:

3.
Equity Risk Premium Based on Value Line 
Summary and Index (3) 3.55

4. Conclusion of Equity Risk Premium (4) 6.16                 %

5. Adjusted Value Line Beta (5) 0.70

6. Forecasted Equity Risk Premium 4.31 %

Notes:  (1)

(2)

(3)
(4)
(5)

Sources of Information:

Proxy Group of 
Twenty-Seven Non-

Price-Regulated 
Companies

Based on the arithmetic mean historical monthly returns on large company common 
stocks from Ibbotson® SBBI® 2013 Valuation Yearbook - Market Results for Stocks, 
Bonds, Bills, and Inflation minus the arithmetic mean monthly yield of Moody's Aaa 
and Aa corporate bonds from 1926 - 2012.  (11.83% - 6.23% = 5.60%).

The Predictive Risk Premium Model (PRPMTM) is discussed in Ms. Ahern's 
accompanying direct testimony. The Ibbotson equity risk premium based on the 

PRPMTM is derived by applying the PRPMTM to the monthly risk premiums between 
Ibbotson large company common stock monthly returns minus the average Aaa and 
Aa corporate monthly bond yields, from January 1928 through December 2013.

Average of Lines 1, 2, & 3.Average of Lines 1, 2, & 3.
Median beta derived from page 32 of this Schedule.

From page 18 of this schedule.

Ibbotson® SBBI® 2013 Valuation Yearbook - Market Results for Stocks, Bonds, Bills, and 
Inflation, Morningstar, Inc., 2013 Chicago, IL. 

Value Line Summary and Index
Blue Chip Financial Forecasts, December 1,2013 and February 1, 2014

Exhibit No.__ 
Schedule PMA-8 Rebuttal 

Page 31 of 34



United Water Rhode Island, Inc.
Traditional CAPM and ECAPM Results for the Proxy Group of Non-Price-Regulated Companies Comparable in Total Risk to the

Proxy Group of Nine Water Companies

Proxy Group of Twenty-
Seven Non-Price-Regulated 
Companies

Value Line 
Adjusted 

Beta

Gallagher (Arthur J.) 0.75 7.09 % 4.44 % 9.76 % 10.20 %
Baxter Intl Inc. 0.70 7.09 4.44 9.40 9.93
Bristol-Myers Squibb 0.70 7.09 4.44 9.40 9.93
Brown & Brown 0.75 7.09 4.44 9.76 10.20
ConAgra Foods 0.65 7.09 4.44 9.05 9.67
Capitol Fed. Finl 0.60 7.09 4.44 8.69 9.40
Quest Diagnostics 0.75 7.09 4.44 9.76 10.20
Dun & Bradstreet 0.75 7.09 4.44 9.76 10.20
DaVita HealthCare 0.65 0.00 4.44 4.44 4.44
Haemonetics Corp. 0.65 0.00 4.44 4.44 4.44
Kroger Co. 0.60 0.00 4.44 4.44 4.44
Lancaster Colony 0.70 0.00 4.44 4.44 4.44
McKesson Corp. 0.75 0.00 4.44 4.44 4.44
Mercury General 0.70 7.09 4.44 9.40 9.93
Mead Johnson Nutrition 0.65 7.09 4.44 9.05 9.67
Annaly Capital Mgmt. 0.65 7.09 4.44 9.05 9.67
Northwest Bancshares 0.75 7.09 4.44 9.76 10.20
Owens & Minor 0.70 7.09 4.44 9.40 9.93
Peoples United Finl 0.65 7.09 4.44 9.05 9.67
Sherwin-Williams 0.70 7.09 4.44 9.40 9.93
Smucker (J.M.) 0.70 7.09 4.44 9.40 9.93
Silgan Holdings 0.75 7.09 4.44 9.76 10.20
Suburban Propane 0.70 7.09 4.44 9.40 9.93
Stericycle Inc. 0.70 7.09 4.44 9.40 9.93
Waste Connections 0.70 7.09 4.44 9.40 9.93
Weis Markets 0.65 7.09 4.44 9.05 9.67
Berkley (W.R.) 0.70 7.09 4.44 9.40 9.93

Average 0.69 8.47 % 8.91 % 8.69 %

Median 0.70 9.40 % 9.93 % 9.67 %

Notes:
(1) From page 23, note 1 of this Schedule.
(2) From page 23, note 2 of this Schedule.
(3) Derived from the model shown on page 23, note 3 of this Schedule.
(4) Derived from the model shown on page 23, note 4 of this Schedule.
(5) Average of CAPM and ECAPM cost rates.

Market Risk 
Premium (1)

Risk-Free 
Rate (2)

Traditional 
CAPM Cost 

Rate (3)
ECAPM Cost 

Rate (4)

Indicated 
Common Equity 

Cost Rate (5)
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