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Please state your name, position and business address.

My name is Lonnie E. Bellar. | am the Vice President of State Regulation and Rates for
Kentucky Utilities Company (“KU”) and Louisville Gas and Electric Company (“LG&E”)
(collectively, the “Companies”) and an employee of LG&E and KU Services Company,
which provides services to KU and LG&E. My business address is 220 West Main Street,
Louisville, Kentucky.

What is the purpose of your testimony?

The purpose of my testimony is to respond to certain of the arguments presented in the
testimony of Lane Kollen on behalf of the Kentucky Industrial Utility Customers, Inc.
(“KIUC”); Stephen J. Baron on behalf of the KIUC; Dennis W. Goins on behalf of the
KIUC; Kevin Higgins on behalf of The Kroger Co. (“Kroger”); Jack Burch on behalf of
the Community Action Council for Lexington-Fayette, Bourbon, Harrison, and Nicholas
Counties (“CAC”); Marlon Cummings on behalf of the Association of Community
Ministries (“ACM?”); and Glenn Watkins on behalf of the Office of the Attorney General
(“AG”).

Specifically, my testimony will (1) demonstrate that Mr. Kollen’s and Mr.
Higgins® off-system sales adjustments are inappropriate; (2) address Mr. Kollen’s non-
labor generation maintenance outage expense; (3) explain why Mr. Kollen’s rate case
amortization expense is inappropriate; (4) respond to Mr. Goins’ arguments regarding
LG&E’s curtailable service riders (“CSR”); (5) explain why Mr. Kollen’s adjustment,
based on the testimony of his colleague Mr. Baron, with regard to a single LG&E customer

is a selective post-test year adjustment; and (6) address the positions of CAC and ACM
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regarding its need for funds, as well as Mr. Cummings’ and Mr. Watkins’ position
regarding LG&E’s proposed gas line tracker.

Off-System Sales Adjustment

Q. Does Mr. Kollen offer any evidence to refute the changes in the wholesale power
market or the Companies’ generation assets as described in the direct testimony of
Mr. Thompson or Mr. Blake?

A. No. The Companies have proposed the annualization adjustment described in my direct
testimony to reflect the reasonably expected going forward level of off-system sales
margins.  The changes in the wholesale power market and the Companies’ generation
assets, which are necessary to support any participation in the wholesale power market, are
discussed in detail in the direct testimony of Mr. Thompson and Mr. Blake. Mr. Kollen
does not take issue with this evidence.

Does Mr. Kollen misstate the Companies’ off-system sales adjustment?

Yes. To avoid addressing this evidence, Mr. Kollen creates a straw argument to facilitate
his position by incorrectly stating that the Companies have proposed a revised pro forma
adjustment for off-system sales to an annualized amount based on the last three months of
the test year and the first five months following the test year, and to support Mr. Baron’s
out-of-period adjustment to LG&E’s revenues.' In actuality, the Companies, as explained
in my direct testimony, have proposed an adjustment to annualize its off-system sales

margins utilizing the last three months of the test year.

! Direct Testimony and Exhibits of Lane Kollen on behalf of the Kentucky Industrial Utility Customers, Inc. in Case
Nos. 2012-00221 and 2012-00222, filed October 3, 2012, (“Kollen Direct”) p. 7; Direct Testimony and Exhibits of
Stephen J. Baron on behalf of the Kentucky Industrial Utility Customers, Inc. in Case No. 2012-00221 and 2012-
00222, filed October 3, 2012 (“Baron Direct”), p. 28-29.
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Mr. Kollen’s claim that the adjustment has been “revised” to include the first five
months following the test year is incorrect. Instead, the Companies provided updated off-
system sales margin information as required by the Commission in its Second Request for
Information to the Companies.” Specifically, the Commission requested the Companies to
“[pJrovide updates to the proposed off-system sales margin adjustment as monthly results
become available. This should be considered an ongoing request.”®> The Companies have
responded to this request as required by the Commission, including the revised overall
revenue requirement deficiency filing dated October 30, 2012 and therefore deny Mr.
Kollen’s contention that its responses constitute “revised filings.”* This is consistent with
my direct testimony, which stated that the Companies would provide updated actual off-
system sales margins, upon request.  This updated information, while affirming the
reasonableness of the Companies’ adjustment, does not constitute a revised filing or a
change to the adjustment presented in my direct testimony.

Does Mr. Kollen characterize the Companies’ response to the Commission’s data
requests as a post-test year adjustment?

Yes, Mr. Kollen asserts that by responding to the Commission’s data requests, the
“Companies changed the nature of the adjustment to a post-test year adjustment.”5 Mr.
Kollen then asserts that a “selective” post-test year adjustment “fails to consider all other
adjustments that could have been made to revenues, expenses, and capitalization” and

“compromises the integrity of the ratemaking process and severely disadvantages the other

Z Commission Staff’s Second Request for Information to LG&E, Item No. 81; Commission Staff’s Second Request
for Information to KU, Item No. 71.

®1d.

* Kollen Direct, p. 7.

®1d.
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% Mr. Kollen’s position is inapposite because the Companies have not proposed a

parties.
post-test year adjustment in this case, as the adjustment is based on margins for the last
three months of the test year. Complying with an ongoing data request by providing
updated information does not transform LG&E’s or KU’s filed position. Mr. Kollen’s
sharp criticism of post-test year adjustments is ironic because, as will be discussed in detail
below, the adjustment his colleague Mr. Baron has proposed, and Mr. Kollen supports,
requests that the Commission entirely disregard a customer’s billings during the test year
and instead annualize its sales based solely on its billings in a month that occurred five
months after the test year. Mr. Kollen’s position on these two issues cannot be reconciled.
Did Mr. Kollen argue that the Companies off-system sales adjustment should be
denied?

Yes. After setting aside Mr. Kollen’s misplaced arguments regarding whether LG&E and
KU have revised the adjustment to include post-test year information, Mr. Kollen claims
that the Companies have not met their burden of demonstrating that the actual off-system
sales margins in the test year were abnormal or nonrecurring.” This is incorrect, as the
Companies have repeatedly explained, both in testimony and in data responses, that due to
decreased natural gas prices and the weak economy, off-system sales margins have
decreased significantly - changes which the KIUC and other parties have not attempted to
address, much less criticize or refute in their testimony.

Does Mr. Higgins address the Companies’ off-system sales adjustment?

Yes. Mr. Higgins argues that because he believes off-system sales margins to be volatile,

the Commission should not accept the Companies’ adjustment, which is based on three

®1d. at 8-9.
"1d. at 11.
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months of actual data.® He instead proposes the Commission establish a tracker with a
baseline level of margins, with fluctuations as either a credit or charge to customers based
upon a 70/30 sharing mechanism between the Companies and customers.®

Is a tracker needed for off-system sales margins as Mr. Higgins has proposed?

No, it is not.  The Companies have included and the Commission has approved a
reasonable level of off-system sales margins in all prior base rate proceedings. In the
pending cases, the Companies have demonstrated in testimony and in data responses that
off-system sales continue to decline with no reasonable expectation of an increase in the
foreseeable future. The Companies’ proposed adjustment is reasonable and necessary to
reflect the ongoing level of off-system sales margins. The updates requested by the
Commission’s data requests continue to confirm the need for and reasonable results of the
Companies’ proposed adjustment.’® Mr. Higgins has not provided any evidence to refute
the decline or the fundamental changes in the wholesale power market, and there is no
reasoned basis to not pro form the off-system sales margins in base rates to reflect these
known and measurable changes.

A tracker for off-system sales, such as the one Mr. Higgins has proposed, has only
been implemented once for electric utilities in Kentucky, and that was the result of the
settlement of lengthy litigation between the Commission, the utility and consumer
advocate groups involving the allocation of costs from an interstate power pool operated

by a multistate utility holding company. **  The utility in question consented to the off-

® Prefiled Direct Testimony of Kevin C. Higgins on behalf of The Kroger Co. filed October 2, 2012 in Case No. 2012-
00221 (“Higgins KU Direct”), p. 8-9; Prefiled Direct Testimony of Kevin C. Higgins on behalf of The Kroger Co.
giled October 2, 2012 in Case No. 2012-00222 (“Higgins LG&E Direct”), p. 10-11.

Id.
19 See the Companies’ October 30, 2012 monthly updates filed with the Commission.
' In the Matter of: General Adjustment in Electric Rates of Kentucky Power Company (Case No. 9061) Order,
October 28, 1988.
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system sales tracker in exchange for other consideration of value in a settlement.'?

Because Mr. Higgins fails to provide any compelling, much less a reasonable basis to
unilaterally impose a tracker on the Companies with regard to off-system sales margins,
his recommendation should be denied.

Non-Labor Generation Maintenance Outage Expense

Please explain Mr. Kollen’s proposed adjustment with regard to maintenance outage
expense.

Mr. Kollen has proposed to normalize the Companies’ maintenance expense, which is an
extreme position. The Commission has correctly disfavored “normalization” adjustments
because they are so susceptible to manipulation, argument and subjectivity. Although
LG&E and KU provided evidence that their going-forward level of maintenance expense
would be comparable to the expenses incurred during the test year, Mr. Kollen
nevertheless has proposed to normalize the expenses using data that is more variable than
the Companies’ projected costs.”> When asked by the Commission Staff whether Mr.
Kollen would support similar adjustments in the future, regardless of whether the
adjustment would increase or decrease expenses, Mr. Kollen stated yes, because
maintenance “expense iS greater than the storm damage expense and injuries and damage
expense.”™* This odd explanation demonstrates that this adjustment is highly selective and
seeks only to unfairly reduce the Companies’ recovery of prudently incurred costs.

Would a maintenance expense normalization adjustment be comparable to the other

kinds of normalization adjustments the Commission has approved?

214.

¥ Kollen Direct, p. 13-14.
! See Kentucky Industrial Utility Customers, Inc.’s Response to Item No. 3 of the Commission Staff’s First Request
for Information in Case No. 2012-00222.
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No. There are precisely two normalization adjustments the Commission has approved in
electric rate cases: storm damage, and injuries and damages. The fact that this list is quite
short is no coincidence, as normalization adjustments are an exception to 807 KAR 5:001,
§ 10(7), which states that a “utility may request pro forma adjustments for known and
measurable changes to ensure fair, just and reasonable rates based on the historical test
period.”

The few normalization exceptions to the general “known and measurable rule”
exist primarily because the revenues or expenses being normalized are essentially random
occurrences without any upward or downward trend that is incorporated into the
adjustment. For example, neither LG&E nor KU can predict or affect what storms may
occur. Furthermore, with storm damage, and injuries and damages there is a central
tendency for events to fall within a range that will typically equal a mean value when
measured over time. Although the severity of storms varies from year to year, the average
values of these random variables are very stable and predictable over time. Although the
Companies certainly endeavor to minimize injuries and the effect of storms on their service
areas, these events will occur and in no discernible pattern. For these reasons, there is no
reason to think that any given test year’s storm or injuries and damages expenses are
indicative of future cost because what is “normal” can only be understood in reference to a
long span of time and data, objectively measured and calculated.

Maintenance expenses, on the other hand, are not random and unpredictable. As
the Commission and the parties are aware, LG&E and KU develop planned maintenance
schedules for several years in advance and carefully monitor their generation fleet,

employing predictive maintenance technologies in order to constantly assess the
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maintenance needs of the fleet. Although unplanned events may occur, which give rise to
maintenance expenses, because LG&E and KU rigorously track the age, condition and
needs of their equipment the Companies are able to demonstrate, to a reasonable degree,
their going-forward level of maintenance expense. In fact, as the Companies’ generating
units age the scope of the Companies’ inspections has increased, the time required for the
inspections, and thus the costs of the inspections themselves have risen; and greater
maintenance tasks that need to be performed are consequently revealed. As such, the
Companies continue to satisfy the “known and measurable” standard for maintenance
expense.

Incredibly, in response to the Commission Staff’s data request, Mr. Kollen actually
compared the unusual nature of storm damage and injuries and damages with maintenance
expense.”™ Mr. Kollen provided no basis for his contention that maintenance expense is
essentially a random occurrence other than stating that “generation maintenance expense in
the test year was greater than in any of the preceding 5 years.”*® The fact that a certain
expense has increased has absolutely nothing to do with whether the expense should be
normalized.

Has Mr. Kollen demonstrated that the test year level of maintenance expense is not
representative of the going-forward level of expense?

No. Although the test year expense was $20.9 million, and LG&E's projected expense
levels are $15.2 million in 2013 and $14.9 million in 2014, the expense levels in the five
years selected by Mr. Kollen for KIUC’s proposed adjustment range from $8.2 to $16.9

million. Similarly, although KU’s test year expense was $20.6 million and its projected

4.
4.
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expenses levels are $11.8 million in 2013 and $29.6 million in 2014, the expense levels in
the five years Mr. Kollen has selected for his adjustment range from $8.9 to $20.2 million.
With a range of this magnitude, Mr. Kollen simply ignores evidence of the future costs of
maintenance in an effort to support the KIUC adjustment.

Mr. Kollen offers no evidence to refute that KU and LG&E will have going-
forward maintenance expense comparable to the expense in the test year and simply invites
the Commission to overlook the evidence that LG&E's projected expense levels are $15.2
million in 2013 and $14.9 million in 2014.

Although there is, of course, some variation from year-to-year, the variability is not
so significant that it warrants normalization.  Moreover, Mr. Kollen’s proposed
“normalization” will result in under-recovery of maintenance expense. Mr. Kollen’s
adjustment is highly selective because while describing maintenance expense as having
“variability,” the variability in the five years of data Mr. Kollen has used is substantially
greater than the variability between the Companies’ test year maintenance expense and
projected expense in 2012, 2013, 2014. In short, Mr. Kollen is putting more variability
into the adjustment simply to reduce maintenance expense. This selective adjustment
should be rejected because the Companies must incur these costs in providing service to
customers, and Mr. Kollen certainly cannot demonstrate that any of the costs were
imprudently or excessively incurred.

Does Mr. Kollen’s use of a five-year historical period prejudice the Companies?
Yes, because the five-year historical period does not fully include the maintenance costs
associated with the significant investments the Companies have made in its generation

portfolio in the last several years. From 2007, which is the first year of expense in Mr.
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Kollen’s adjustment, to June 2012, the Companies have invested over $2.1 billion in
generation assets, including the construction of Trimble County Unit 2, a generating unit
that has been in service for less than five years. When asked by Commission Staff why he
chose a five-year period, Mr. Kollen stated that a five-year period “provides a closer proxy
to its [the Companies’] present generation portfolio than would a 10 year average.”"’
Neither a five-year nor a ten-year period constitute a “proxy” for the going-forward level
of maintenance expense because neither are based on the Companies’ actual assets in
service. By including historical maintenance costs for years that clearly do not accurately
represent LG&E’s and KU’s present or going-forward generating fleet, Mr. Kollen seeks to
prejudice the Companies’ ability to recover prudently incurred maintenance expenses that
are integral to LG&E’s and KU’s ability to reliably provide service to customers.

His selection of a five-year period also illustrates why normalization adjustments
have been historically disfavored by the Commission because the averaging calculation
can be manipulated through the selection of the period to create bias and achieve a desired
end-result.  Normalizing generation maintenance expense is an example of such
manipulation, because it wrongly assumes that the expense is relatively static over time. In
contrast, as explained more fully in Mr. Thompson’s testimony, the Companies’ changing
generation portfolio, use of different fuels, and age of the assets has led to increased costs,
which are known and measurable. Maintaining the complex and inter-related systems in
coal-fired generation assets, which are required by the Environmental Protection Agency’s

increasingly stringent regulations, has become more complex and challenging, not simpler

d.

10
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and more efficient, over time. For these reasons, maintenance expense should not be
normalized and Mr. Kollen’s adjustment should be denied.

Rate Case Expense

Q. Please explain Mr. Kollen’s adjustment to the Companies’ recovery of rate case
expense.
A. Mr. Kollen takes issue with the manner in which LG&E and KU are recovering its rate

case expense from the 2009 proceedings,'® which is being amortized over a three-year
period consistent with Commission orders.  Mr. Kollen alleges that the amortization
expense for the 2009 proceeding is overstated.’® Mr. Kollen proposes that the Commission
not permit the Companies to recover the remaining deferred 2009 rate case expense when
rates are reset in these cases.?’

Q. Do you agree that the Companies should not be permitted to recover its remaining
2009 rate case expense?

A. No, because these costs were reasonably and prudently incurred. To disallow the
Companies complete recovery of the expense is not only unfair, but conflicts with both
United States Supreme Court and Commission precedent. The Commission has stated
that “[r]ate case expenses have long been considered as appropriate expenses for inclusion
in utility rates.”®" This is consistent with the United States Supreme Court, which has held
that such expenses “must be included among the costs of operation in the computation of a
fair return,” and that the “charges of engineers and counsel, incurred in defense of its

security and perhaps its very life, were as appropriate and even necessary as expenses

'8 Kollen Direct, p. 18-19.

“1d. at 19.

291d. at 20.

21 In the Matter of: Proposed Adjustment of the Wholesale Water Service Rates of the City of Owenton, Kentucky
(Case No. 98-283) Order, February 22, 1999.

11
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There is no reasoned basis for Mr. Kollen’s adjustment to prohibit the
Companies from recovering their remaining 2009 rate case expense and this adjustment
should be denied.

Does Mr. Kollen offer an alternative adjustment with regard to the amortization of
the 2009 rate case expense?

Yes. Mr. Kollen alternatively suggests that the remaining deferred 2009 rate case expense
be added to the Companies’ estimated rate case expense in this proceeding, with the
combined amount to be amortized over a three-year period.”® Oddly, when asked by
Commission Staff to quantify the effect of his alternative adjustment, Mr. Kollen provided
inconsistent answers for LG&E and KU, asserting that the effect on LG&E would be “$0,”
which is not possible as the amortization period will not end until July 2013.2* KIUC’s
alternative adjustment erroneously assumes that the Companies’ exact cost of service will
not vary after the test period and other increases in costs, not reflected in the test period,
will not offset the expiration of the rate case amortization expenses in the future. Absent

such a demonstration, the adjustment should be denied.

LG&E’s Curtailable Service Riders

Have you reviewed the testimony of KIUC witness Goins?
Yes. Mr. Goins makes a number of arguments in his testimony challenging the
Companies’ proposal to reduce the amounts of their CSR credits and to remove restrictions

from the Companies’ ability to implement physical curtailments. Indeed, rather than

2 West Ohio Gas Co. v. Public Utilities Comm’n, 294 U.S. 63, 74 (1935).

% Kollen Direct, p. 21.

# See Kentucky Industrial Utility Customers, Inc.’s Response to Item No. 3 of the Commission Staff’s First Request
for Information in Case No 2012-0022; Kentucky Industrial Utility Customers, Inc.’s Response to Item No. 4 of the
Commission Staff’s First Request for Information in Case No 2012-00221.

12
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agreeing with the Companies that CSR value reductions are appropriate, Mr. Goins
suggests the Companies should increase the value of the CSR credits by 3%.

But all of Mr. Goins’s arguments overlook a few basic facts about the Companies’
CSRs that make them less valuable than Mr. Goins suggests. In particular, Mr. Goins
overlooks the Companies’ overarching obligation to serve, the ability of CSR customers to
exit their obligations on short notice, the remaining constraints on use, and the fact that the
Companies pay the credit year-round though they actually use interruptions in only a few
months.
Given the Companies’ obligation to serve customers by providing firm service, does
Mr. Goins’s argument concerning interruptible service reasonably apply to the
Companies CSRs?
No, it does not. Mr. Goins argues that customers taking interruptible service should pay no
demand-related charges: “Since a utility is not required to build or acquire generating
capacity to serve interruptible load, only firm service customers should pay for the

demand-related costs of this capacity.”?

But the Companies do not offer genuinely
interruptible service, i.e., service the Companies can provide wholly at their discretion,
because they are duty-bound to provide firm service to their native-load customers.
Eliminating a demand charge would be appropriate only for genuinely interruptible
service.

But that is not the service KIUC members take. Rather, they take firm service for

their entire load and offer to curtail part of their usage for around 1% of the hours of the

year (100 hours of physical curtailment is allowed to be requested), and then only under

% Direct Testimony and Exhibits of Dennis W. Goins on behalf of the Kentucky Industrial Utility Customers, Inc. in
Case No. 2012-00222, filed October 3, 2012 (“Goins LG&E Direct”), p. 17-19.

13
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certain conditions. Even when the Companies issue a physical curtailment order, CSR
customers can refuse to comply, albeit at a cost. Moreover, existing CSR customers can
terminate their CSR contracts with only six months’ notice, and new customers have a
minimum contract term of just one year. To suggest that such service is genuinely
interruptible, and therefore should incur no demand charges, is to ignore important realities
about the Companies’ obligation to provide firm service, the costs of serving CSR
customers, and the value of the curtailment CSR customers provide.

Mr. Goins suggests the Companies have confused cost of service and value of
service.?® Why is this suggestion incorrect?

Mr. Goins differentiates cost of service from value of service, defining the latter to be
“pricing typically reflect[ing] ... what the market will bear for a product.”®’ He states that
it is discriminatory to price CSR credits at the value of service rather than the cost of
service, the latter of which being the basis for the Companies’ other rates.?

But again Mr. Goins misses the point: the Companies do not offer interruptible
service; rather, they offer, and are required to offer, firm service. Against the backdrop of
a firm-service requirement, the Companies offer entirely voluntary demand-response
programs, of which the CSRs are one. The question is how to price voluntary demand-
response programs from which customers can exit on short notice, not how to formulate
the best rate structure for genuinely interruptible service. Moreover, to my knowledge, no
KIUC member has requested genuinely interruptible service.

In the case of CSRs, the appropriate pricing for the demand-response program is

the value CSR customers provide. In this case, the market has only one buyer—the

% See Goins LG&E Direct, p. 14-15.
2d. at 14.
81d. at 15.

14
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Companies—and the value CSR customers provide is the avoided cost of capacity for the
limited number of hours and circumstances permitted by the CSRs. Whatever the
appropriate avoided cost may be, it cannot be the same as the avoided capacity cost of a
peaking unit, which the Companies could dispatch without constraint, excepting outages.

Moreover, Mr. Goins proposes CSR credits that exceed the per-kVA demand
charges for both Companies’ Rates FLS. If one accepts Mr. Goins’s argument that
genuinely interruptible load should pay no demand charges, CSR credits should not exceed
the demand charges otherwise applicable to a customer’s curtailable demand.

Finally, it is important to bear in mind that the Companies’ customers pay the cost
of the CSR credits; the money the Companies do not recover from CSR customers has to
come from somewhere, and that somewhere is the Companies’ other customers. Those
customers should not have to pay more for the credits than the value they receive, which is
the avoided cost of supplying the curtailed load.

Is it reasonable to compare the cost of the Companies’ residential load control
program to the CSRs, as Mr. Goins does??

There are some important differences between the programs that make a comparison
difficult thus Mr. Goins’s attempt to justify raising the CSR credits by simply citing the
residential load control program is unreasonable. For example the values quoted in Mr.
Goins testimony are misleading in that they represent not only the cost of maintaining
existing participation in the residential load control program but include costs to grow the
program by the addition of other customers. Additionally, the residential load control
program offers the Companies benefits the CSRs do not. First, the Companies may use

physical curtailment during any summer weekday without demonstrating a “system

21d. at 21-22.

15
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reliability event,” which must be shown to use physical curtailment for CSR customers.*
Second, the Companies’ 140,000 residential load control customers (and 170,000 control
devices) are spread throughout the Companies’ service territories, offering the Companies
operational flexibility in responding to constraints in discrete areas; altogether, such
customers give the Companies the ability to curtail up to 130 MW of load. Third, the
Companies are not required to give notice to their residential-load-control customers,
making such customers valuable resources to address constraints in real time.  Fourth,
while the residential load control program does not have an individual customer
termination notice provision the diversity offered by the 140,000 customers is beneficial.
Why is it appropriate to use recent peaking-unit prices and demand-response-market
prices to evaluate appropriate CSR credit levels, Mr. Goins’s criticisms
notwithstanding?*!

It is appropriate to use such market data because it provides some degree of objectivity in
setting the levels of such credits. There is no demand-response market for exactly what the
Companies’ CSRs provide, but the Bluegrass combustion turbine price and the PJM
demand-response-market prices are reasonable market indicators. There must be some
objective, reasonable means of setting such credits, and Mr. Goins’s proposal simply to
add 3% to the existing credits is not among them.

Do the Companies value their relationships with large industrial customers like North
American Stainless and Carbide Industries LLC (“Carbide”)?

Yes, the Companies value very much their relationships with such customers. And the

Companies appreciate the jobs and economic vitality such companies bring to the

% The Companies may use residential load control resources in emergencies on weekends or holidays.
% See id. at 15-18.

16
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Commonwealth. But rates must be fair, just, and reasonable for all customers, including
the Companies’ more than 800,000 customers who pay to provide CSR credits. Therefore,
the Companies have proposed in this proceeding what they believe are fair, just, and
reasonable CSRs under current conditions.

Post-Test Year Normalization Adjustment for Carbide

Does Mr. Kollen propose an adjustment with regard to Carbide, which is an LG&E
customer?

Yes, based on his straw argument for adjusting off-system sales, Mr. Kollen has
recommended an out of period adjustment proposed by his colleague Mr. Baron with
regard to the revenues associated with Carbide, an LG&E customer.>> Because Carbide is
an LG&E customer, there is no corresponding KU adjustment.®* Mr. Kollen bases his
recommendation on the testimony of Mr. Baron.** Mr. Baron’s testimony states that
Carbide experienced an explosion in 2011 at its plant that reduced its energy usage, but
that the plant is now in full operation.®® Mr. Baron has proposed to remove the actual test
year revenues and expenses associated with the Carbide facility and “replace it with a
normalized revenue level based on Carbide’s actual August 2012 billing amount from
LG&E.”*®

Do you agree with this adjustment?

No, this adjustment should be rejected for several reasons. First, it is a post-test year
adjustment, which is frequently denied by the Commission.  Second, normalization

adjustments, for the reasons | previously discussed, are disfavored; and one month of

% Kollen Direct p. 6.

Bd
4.

% Baron Direct, p. 28.

% 4.
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information absolutely fails any reasonable period for the measurement of data. Third, the
adjustment is highly selective and uses the rate schedule Carbide switched to after the test
year. Fourth, the adjustment fails to consider any other changes in revenues and expenses
outside the test period. For example, several customers have switched rate schedules since
the test period, reducing their respective levels of revenues to LG&E going forward.
Finally, the adjustment is simply not material when compared to LG&E’s total cost of
service margin.

Explain how this is a post-test year adjustment and why it is should be rejected.

A post-test year adjustment is when a party proposes an adjustment for events occurring
beyond the test year in the rate proceeding. In these cases, LG&E and KU have utilized a
historic test year ending March 31, 2012.  Mr. Baron’s and Mr. Kollen’s adjustment
attempts to normalize Carbide’s revenues based solely upon Carbide’s billed amount in
August 2012, which is five months after the test year in this proceeding.

The Commission has repeatedly rejected post-test year adjustments because such
adjustments violate the matching principle, which is when one item of rates, such as an
expense is adjusted, but the other components of rates, such as revenues, rate base, or
capitalization is not similarly adjusted. For example, when an intervenor proposed an
adjustment to adjust expenses for changes in the cost of gas after the test period, the
Commission denied the adjustment because “it is inconsistent to adjust selected items of
the rate base for changes occurring after the test year while other components of the rate
base remain at year-end levels.”®" The adjustment Mr. Kollen and Mr. Baron has proposed

is precisely the type of adjustment the Commission has denied, because it seeks to adjust

¥ In the Matter of: An Adjustment of Gas Rates of the Union Light, Heat and Power Company (Case No. 09029)
Order, October 24, 1984 at p. 5.
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LG&E’s revenues and expenses based solely on the normalized revenues of one customer,
based upon one month of information received five months after the test year.

Does Mr. Kollen deny that he has proposed a post-test year adjustment?

Incredibly, yes. In response to LG&E’s data request, Mr. Kollen stated that the Carbide
“revenue normalization adjustment proposed by Mr. Baron is similar in nature to the
numerous revenue normalization adjustments proposed by LG&E.”*® This is incorrect for
two principal reasons.  First, neither LG&E nor KU has based any annualization or
normalization adjustment on data occurring after the test year. Mr. Baron and Mr. Kollen
have based their adjustment on one month of billing that occurred five months after the end
of the test year. This is certainly a post-test year adjustment that is inconsistent with every
adjustment the Companies have proposed in these cases and the Commission’s long-
standing policy of disfavoring such selective post-test year adjustments. Second, neither
LG&E nor KU have proposed “numerous revenue normalization adjustments” as Mr.
Kollen claims. As | explained above, the Companies have proposed precisely two
normalization adjustments, both of which have been accepted or expressly approved in
previous Commission orders for many years.

Did LG&E fail to “remove the effects of a nonrecurring outage at the Carbide
facility” as Mr. Kollen has claimed?

No. Mr. Kollen’s characterization of the explosion at the Carbide facility is inaccurate.
Describing the event as an “outage,” which suggests there was a known and finite period of

inactivity is incorrect. While LG&E maintains contact with its customers, the customer

% See Kentucky Industrial Utility Customers, Inc.’s Response to Item No. 10 of Louisville Gas and Electric
Company’s First Request for Information in Case No 2012-0022.
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under the circumstances could provide no assurance that its facility would resume
operations and if so, at what revenue level.
Q. Are there other concerns with the adjustment, as well?

Yes.  The adjustment is highly selective because it isolates billing changes for one
customer for one month well after the test year. Mr. Kollen does not purport to have
determined whether other LG&E or KU customers have increased or decreased their usage
following the test year. Also, the adjustment is based on the rate schedule Carbide
switched to after the end of the test year. As with customer usage, Mr. Kollen does not
purport to have determined whether other LG&E or KU customers switched rate schedules
following the test year. In short, Mr. Kollen has proposed a post-test year combined year-
end customer and rate switching adjustment for one customer.  The selective nature of
this adjustment is readily apparent.  For these reasons, | recommend the Commission
deny this adjustment.

Contributions to CAC and ACM

Q. Does the testimony of Mr. Burch and Mr. Cummings refer to the contributions the
Companies have made to CAC and ACM?

A. Yes, both Mr. Burch and Mr. Cummings acknowledge the commitments the Companies
have made,® which are substantially the result of shareholder contributions. Mr. Burch
states that KU’s Home Energy Assistance program, which is funded through shareholder

contributions, as well as a 16-cent-per-meter charge, has insufficient funds.”® Similarly,

% Direct Testimony of Jack E. Burch on behalf of CAC in Case No. 2012-00221, filed October 2, 2012 (“Burch
Direct”), p. 15-16; Direct Testimony of Marlon Cummings on behalf of Association of Community Ministries, Inc. in
Case No. 2012-00222 (““Cummings Direct”), p. 10-11.

“0 Burch Direct, p. 15.
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Mr. Cummings recommends that the Commission “encourage LG&E to continue and
expand its commitments™ of financial support to “utility assistance programs.”**

LG&E and KU appreciate the difficulty that certain customers have in meeting
their financial obligations, including their utility bills. As such, the Companies have made
shareholder contributions to organizations such as CAC and ACM and undertaken other
initiatives to assist those customers. These are described in detail in the direct testimony of
Mr. Chris Hermann, Senior Vice President- Energy Delivery in these cases. While the
Companies understand and appreciate CAC’s and ACM’s concerns, the Commission
cannot compel shareholders to contribute to the organizations. It is important to note that
the Companies have already made certain commitments to CAC and ACM that last to

2015.

Gas Line Tracker

Does Mr. Cummings object to the Gas Line Tracker LG&E has proposed?

Yes. Mr. Cummings recommends that the Commission deny the Gas Line Tracker, or
alternatively, grant an exemption for renters.*” Mr. Cummings’ only argument as to why
the Gas Line Tracker should be denied is because it will be more difficult for low-income

customers to pay their utility bill.*®

While LG&E certainly appreciates the impact of any
rate increase on its customers, the Gas Line Tracker is part of an important safety program.
LG&E has provided thorough proof, through its testimony and data responses, of the need

for the program. Because Mr. Cummings provides no reasoned basis for his

recommendation, it should be denied.

! Cummings Direct, p. 11.
“2 Cummings Direct, p. 11.
“1d. at 7-8.
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Does Mr. Cummings offer an alternative recommendation regarding an exemption
for renters?

Yes, Mr. Cummings states that if the Gas Line Tracker is approved, there should be an
exemption for renters because renters have no responsibility for maintenance of service
lines.** Mr. Cummings’ proposed exemption is inappropriate for several reasons. First,
certain of the costs LG&E has proposed to pass through the Gas Line Tracker affects all
customers, regardless of their housing situation. As | explained in my direct testimony,
LG&E proposes to recover the costs of its ongoing leak mitigation program, which
includes its main replacement program, through the Gas Line Tracker. These programs
benefit all customers receiving gas service. Finally, customers who receive and purchase
service should pay for the cost of providing that service. The service line and riser are
essential to the safe and reliable delivery of gas service. The basic function of these
facilities is no different than the meter- all are necessary to the delivery of the service, and
thus appropriate for customers to pay as a part of the cost of providing service.

Second, Mr. Cummings’ proposed exemption is administratively impractical.
LG&E has no means, or reason, to track whether a customer rents or owns the premise at
which they take service. Moreover, LG&E is equally unaware whether a tenant’s rental
agreement requires the tenant or the landlord to pay for gas service. LG&E lacks the
business reason or ability to administer the Gas Line Tracker with the exemption Mr.
Cummings has proposed.

Did Mr. Watkins, on behalf of the AG, express “concerns” about the Gas Line

Tracker?

“1d. at 8-9.
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A Mr. Watkins’ testimony stated that he had no position on the Gas Line Tracker, but had
been “advised by the OAG that he may have concerns.”” When LG&E, through a data
request, requested more information on these “concerns,” Mr. Watkins, without any
explanation, listed single-issue ratemaking, rate increases without full regulatory review,
and that the replacement is “nothing new or extraordinary” as “concerns.”*® None of these
three “concerns” are valid, as LG&E’s thorough testimony and responses to data requests
demonstrate that the Gas Line Tracker, which is important to customer safety, is a proper
regulatory mechanism that includes periodic Commission review.

Q. Does this conclude your testimony?

Yes, it does.

% Prepared Direct Testimony and Schedules of Glenn A. Watkins on behalf of the Kentucky Office of the Attorney
General in Case No. 2012-00222, p. 47.

“® See the Attorney General’s Response to Item No. 3 of Louisville Gas and Electric Company’s First Request for
Information in Case No. 2012-00222.
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I. INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

William E. Avera, 3907 Red River, Austin, Texas, 78751.

DID YOU PREVIOUSLY SUBMIT DIRECT TESTIMONY IN THIS
PROCEEDING?

Yes, 1 did.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS
CASE?

My purpose is to respond to the testimony of Dr. J. Randall Woolridge, submitted on
behalf of the Kentucky Office of Attorney General (“OAG”), and Mr. Richard A.
Baudino, on behalf of the Kentucky Industrial Utility Consumers (“KIUC”),
concerning the fair rate of return on equity (“ROE”) that Kentucky Ultilities
Company (“KU”) and Louisville Gas and Electric Company (“LG&E”)
(collectively, the “Companies”) should be authorized to earn on their investment in
providing electric and gas utility service. In addition, I also respond to the capital
structure recommendations of Dr. Woolridge, and Mr. Lane Kollen, on behalf of
KIUC.

ARE YOU PROVIDING THE WORK PAPERS YOU RELIED ON IN
PREPARING YOUR REBUTTAL TESTIMONY?

Yes. My work papers are attached as Appendix A to my rebuttal testimony, with a
copy of my electronic spreadsheet files being provided under separate cover.
PLEASE SUMMARIZE THE PRINCIPAL CONCLUSIONS OF YOUR
REBUTTAL TESTIMONY.

Dr. Woolridge’s and Mr. Baudino’s recommendations are flawed and should be

rejected. Based on my evaluation, I conclude that:
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e Their recommendations are inadequate to compensate investors in the
Companies when evaluated against the earnings expected for the proxy
utilities that they consider to be comparable;

e The Companies must be granted an opportunity to earn a return that is
competitive with other utilities. The allowed ROEs for the companies
that Dr. Woolridge and Mr. Baudino consider to be comparable in risk
also demonstrate that their recommendations are too low to be credible;

e Many of the quantitative methods relied on by Dr. Woolridge and Mr.
Baudino are applied using data that violate the principles of their own
methods, and contain computational errors and omissions that bias their
results downward;

e In applying quantitative methods to estimate the cost of equity, Dr.
Woolridge incorporated data that does not reflect investors’ expectations
and failed to exclude illogical results, which imparts a downward bias to
his conclusions;

e Because of flaws in the screening criteria and data used by Dr.
Woolridge and Mr. Baudino, their proxy groups of electric utilities
should be rejected;

e Cost of equity estimates for the Non-Utility Group presented in my direct
testimony provide an important benchmark that is consistent with
financial theory, how investors operate, and the guidelines underlying a
fair ROE. Consistent with expected earnings and allowed ROEs for
other utilities, this benchmark demonstrates that the ROE
recommendations of Dr. Woolridge and Mr. Baudino are far too low;

e |f the Companies are unable to offer a return similar to that available
from other opportunities of comparable risk, investors will become
unwilling to supply the capital on reasonable terms, and investors will be
denied an opportunity to earn their opportunity cost of capital; and

e The failure of Mr. Baudino and Dr. Woolridge to consider the impact of
flotation costs contradicts the findings of the financial literature and the
economic requirements underlying a fair rate of return on equity.

With respect to Dr. Woolridge’s recommended capital structure, my rebuttal
testimony demonstrates that there is no basis for the hypothetical equity ratio he
selects. Similarly, I demonstrate Mr. Kollen’s proposal to consider double-leverage

is counter to financial and regulatory principles. Finally, my rebuttal testimony
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demonstrates that Dr. Woolridge’s and Mr. Baudino’s criticisms of my alternative

applications and conclusions are misguided and should be ignored.

II. RECOMMENDATIONS OF OAG AND KIUC NOT SUPPORTED BY CAPITAL

MARKET CONDITIONS

DO THE CONCLUSIONS OF DR. WOOLRIDGE AND MR. BAUDINO
REFLECT A COMPLETE AND ACCURATE PORTRAYAL OF CAPITAL
MARKET CONDITIONS AND INVESTOR SENTIMENT?
No. While focusing a great deal of attention on trends in Treasury bond yields and
related benchmarks, a review of capital market and economic conditions contradicts
their rosy conclusions. As discussed in my direct testimony,' investors have
recently faced a myriad of challenges and uncertainties, with Value Line recently
observing, “The situation is notably worse on the global front, where China is
growing more slowly and Europe’s outlook is deteriorating, particularly across its
southern tier.”> Meanwhile, there is ongoing speculation that the economy remains
exposed to a potential “double-dip” recession, with unemployment remaining
stubbornly high, concern over the “fiscal cliff” of mandated tax hikes and spending
cuts scheduled for year-end, and continued weakness plaguing the real estate sector.
While stock prices have trended higher, market sentiment remains highly
sensitive to disappointment, and Value Line recently noted, “we caution that stocks
are now more richly valued, making them vulnerable to possible event risks.”® S&P

noted that, “The effect of a potential financial collapse in the eurozone spreading to

! Avera Direct at 13-15.
2 The Value Line Investment Survey, Selection and Opinion (Oct. 12, 2012).
® The Value Line Investment Survey, Selection & Opinion (Sep. 21, 2012).
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our shores is at the top of the list of events that could push the U.S. into recession.””
These developments have led to periodic turmoil in capital markets, with common
stock prices exhibiting the dramatic volatility that is indicative of heightened
sensitivity to risk.

DO THESE EXPOSURES AND UNCERTAINTIES SUPPORT THE OAG’S
AND KIUC’S CONCLUSION THAT INVESTORS’ REQUIRED RETURN
ON COMMON STOCKS HAS FALLEN PRECIPITOUSLY?

No. In fact, this conclusion is contradicted by OAG’s own testimony, which
highlights many of the risks faced by common stock investors. For example,
Dr. Woolridge observed that, “the U.S. is still saddled with relatively high
unemployment, large government budget deficits, continued housing market issues,
and uncertainty about future economic growth.”® He concluded that, “the spillover
of the financial crisis to the economy has been ongoing, and noted that, the economy
is still on an uncertain path.”®

ARE TRENDS IN GOVERNMENT BOND YIELDS DIRECTLY
REPRESENTATIVE OF CHANGES IN THE COST OF EQUITY CAPITAL
FOR REGULATED ELECTRIC UTILITIES, SUCH AS THE COMPANIES?
No. The developments noted in my direct testimony, and acknowledged by Dr.
Woolridge, have led to periodic turmoil in capital markets, with common stock
prices exhibiting the dramatic volatility that is indicative of heightened sensitivity to
risk. Nowhere has this turmoil been more evident than in the market for Treasury

bonds, with yields being pushed significantly lower due to a global “flight to safety”

# Standard & Poor’s Corporation, “Economic Research: U.S. Economic Forecast: Just Like OI’ Times,”
RatingsDirect (Jan 12, 2012).
° Woolridge Direct at 9.

614
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in the face of rising political, economic, and capital market risks. In turn, this has
led to a dramatic increase in risk premiums, as illustrated by the spreads between
triple-B utility bond yields and 30-year Treasuries shown in Figure WEA-1 to my
direct testimony.

While the cost of equity cannot be directly observed in capital markets like
the yields on bonds, there is every reason to believe that the required return to attract
risk capital to utilities has increased relative to the yield on utility bonds. As
illustrated below in Figure WEA-1, the spread between bonds of different ratings

has clearly expanded in the last few years:

FIGURE WEA-1
YIELD SPREAD - BBB / AA UTILITY BONDS
(BASIS POINTS)
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If investors require more additional return to bear the risk of BBB bonds
relative to AA bonds, it is likely that they also require addition return to shift from
the relative safety of bonds to the higher risk of utility equity. In short, heightened

capital market and economic uncertainties, and the increase in risk premiums
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demanded by investors, further undermine the contention that the Companies’ ROE
has experienced an unprecedented decline.

IS THERE ANY BASIS FOR THE CONTENTION THAT THE
IMPLICATIONS OF FORECASTED TRENDS IN LONG-TERM CAPITAL
COSTS SHOULD BE IGNORED WHEN EVALUATING A FAIR ROE FOR
THE COMPANIES?

No. Dr. Woolridge wrongly concludes that long-term capital costs are expected to
remain low, but his position is clearly refuted by reference to widely-referenced
projections, such as those presented in Table WEA-1 to my direct testimony.
Consideration of interest rate forecasts recognizes that investors’ required returns
can and do shift over time with changes in capital market conditions. The
importance of projections in establishing the expectations and requirements of
investors is well accepted, and there is no basis to ignore information regarding the
likely state of capital markets during the time when rates established in this
proceeding will take effect. The fact that organizations such as Globallnsight and
EIA devote considerable expertise and resources to developing an informed view of
the future — and market participants are willing to expend finite resources to
purchase such services — confirms the importance of economic forecasts in the

minds of capital market participants.

III. FAILED TO CONSIDER END-RESULT TEST

IS IT WIDELY ACCEPTED THAT A UTILITY’S ABILITY TO ATTRACT
CAPITAL MUST BE CONSIDERED IN ESTABLISHING A FAIR RATE OF
RETURN?

Yes. This is a fundamental standard underlying the regulation of public utilities.

The Supreme Court’s Bluefield and Hope decisions established that a regulated
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utility’s authorized returns on capital must be sufficient to assure investors’
confidence and that, if the utility is efficient and prudent on a prospective basis, it
will be able to maintain and support its credit and have the opportunity to raise
necessary capital.

DR. WOOLRIDGE AND MR. BAUDINO RECOGNIZED THAT THE
ALLOWED ROE MUST MEET CERTAIN STANDARDS TO BE
CONSIDERED REASONABLE. DO YOU AGREE?

Yes. Dr. Woolridge and Mr. Baudino clearly recognized,” but then ignored, this
fundamental standard, which underlies the regulation of public utilities and a
determination of a fair rate of return, pursuant to the Supreme Court’s Bluefield and
Hope decisions. These decisions established that a regulated utility’s authorized
returns on capital must be commensurate with those expected for other investments
involving comparable risk.

While the details underlying a determination of the cost of equity are all
significant to a rate of return analyst, there is one fundamental requirement that any
ROE recommendation must satisfy before it can be considered reasonable.
Competition for capital is intense, and utilities such as the Companies must be
granted the opportunity to earn an ROE comparable to contemporaneous returns
available from alternative investments if they are to maintain their financial

flexibility and ability to attract capital.

" For example, Dr. Woolridge (p. 24) noted that the ROE must “be commensurate with returns on investments
in other enterprises having comparable risks.” Similarly, Mr. Baudino (p. 12) also recognized these
fundamental standards underlying a fair ROE.
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DID DR. WOOLRIDGE OR MR. BAUDINO TEST THEIR ROE
RECOMMENDATIONS AGAINST THESE FUNDAMENTAL
REGULATORY REQUIREMENTS?

No. Expected earned rates of return for other utilities provide one useful benchmark
to gauge the reasonableness of the ROE recommendation of Dr. Woolridge and Mr.
Baudino, but neither witness performed this test. The expected earnings approach is
predicated on the comparable earnings test, which developed as a direct result of the
Supreme Court decisions in Bluefield and Hope. From my understanding as a
regulatory economist, not as a legal interpretation, these cases required that a utility
be allowed an opportunity to earn the same return as companies of comparable risk.
That is, the cases recognized that a utility must compete with other companies,
including non-utilities, for capital.

DID MR. BAUDINO RECOGNIZE THE ECONOMIC PREMISE
UNDERLYING THE EXPECTED EARNINGS APPROACH?

Yes. The simple, but powerful concept underlying the expected earnings approach
is that investors compare each investment alternative with the next best opportunity.
As Baudino recognized (p. 12), economists refer to the returns that an investor must
forgo by not being invested in the next best alternative as “opportunity costs.” Mr.
Baudino went on to explain that, “One measures the opportunity cost of an
investment equal to what one would have obtained in the next best alternative.”
WHAT ARE THE IMPLICATIONS OF SETTING AN ALLOWED ROE
BELOW THE RETURNS AVAILABLE FROM OTHER INVESTMENTS OF
COMPARABLE RISK?

If the utility is unable to offer a return similar to that available from other
opportunities of comparable risk, investors will become unwilling to supply the

capital on reasonable terms. For existing investors, denying the utility an
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opportunity to earn what is available from other similar risk alternatives prevents
them from earning their opportunity cost of capital. This results in taking the value
of investors’ capital without adequate compensation.

HOW IS THE COMPARISON OF OPPORTUNITY COSTS TYPICALLY
IMPLEMENTED?

The traditional comparable earnings test identifies a group of companies that are
believed to be comparable in risk to the utility. The actual earnings of those
companies on the book value of their investment are then compared to the allowed
return of the utility. While the traditional comparable earnings test is implemented
using historical data taken from the accounting records, it is also common to use
projections of returns on book investment, such as those published by The Value
Line Investment Survey (“Value Line”), which is a recognized investment advisory
publication. Because these returns on book value equity are analogous to the
allowed return on a utility’s rate base, this measure of opportunity costs results in a
direct, “apples to apples” comparison.

DESPITE RECOGNIZING THE REGULATORY STANDARDS
UNDERLYING YOUR REFERENCE TO EARNINGS ON BOOK VALUE,
DR. WOOLRIDGE AND MR. BAUDINO ARE CRITICAL OF THIS
METHOD. HAS THE EXPECTED EARNINGS APPROACH BEEN
RECOGNIZED AS A VALID ROE BENCHMARK?

Yes. While this method predominated before the DCF model became fashionable
with academic experts, I continue to encounter it around the country. Indeed, the
Virginia State Corporation Commission (“VSCC”) is required by statute (Virginia
Code § 56-585.1.A.2.a) to consider the earned returns on book value of electric
utilities in its region. In orders issued on November 30, 2011 and July 15, 2010 in

Dockets PUE-2011-00037 and PUE-2009-00030, the VSCC established the allowed
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ROE for Appalachian Power Company based solely on the earned returns on book
value for a peer group of other electric utilities. Another example is Ms. Terri
Carlock, the long-time financial analyst for the Idaho Public Utilities Commission.
She has consistently presented evidence on book earnings for decades, and Idaho
regulators continue to confirm the relevance of return on book equity evidence.

A textbook prepared for the Society of Utility and Regulatory Analysts
labels the comparable earnings approach the “granddaddy of cost of equity
methods” and points out that the amount of subjective judgment required to
implement this method is “minimal”, particularly when compared to the DCF and
CAPM methods.® The Practitioner’s Guide notes that the comparable earnings test
method is “easily understood” and firmly anchored in the regulatory tradition of the
Bluefield and Hope cases,’ as well as sound regulatory economics. I have used the
comparable earnings approach in my consulting, teaching, and testimony for 35
years, and it has been widely referenced in regulatory decision-making.'

WHAT IS THE RELEVANCE OF THE DISCUSSION OF MARKET-TO-
BOOK RATIOS PRESENTED BY DR. WOOLRIDGE (PP. 20-23, 69) TO
THE EARNINGS OF COMPARABLE UTILITIES?

Dr. Woolridge implies that utility earnings are too high because the market-to-book
ratios generally exceed one. He is suggesting that the KPSC should sacrifice the
Companies’ financial strength in favor a theoretical ideal of market-to-book ratios

equaling unity. The KPSC does not regulate utility stock market prices, and there

8 Parcell, David C., The Cost of Capital—a Practitioner’s Guide (1997).
9
Id. at 7-3.

lo For example, a NARUC survey reported that 19 regulatory jurisdictions cited the comparable earnings test
as a primary method favored in determining the allowed rate of return. “Utility Regulatory Policy in the U.S.
and Canada, 1995-1996,” National Association of Regulatory Utility Commissioners (December 1996). In
my experience, while a few Commissions have explicitly rejected comparable earnings, most regard it as a
useful tool.
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are many leaps between his economic theory and reality. But if the theory is correct,
then Dr. Woolridge is asking the KPSC to order a return that would almost certainly
lead to a capital loss on the value of the Companies’ investment. The implication of
this distorted train of logic is that investors are willing to purchase the common
stock of a utility in expectation of a negative ROE.

Q. IS THERE ANY MERIT TO DR. WOOLRIDGE’S CONCERNS ABOUT A
MARKET-TO-BOOK RATIO ABOVE 1.00?

A. No. In fact the majority of stocks currently sell substantially above book value. For
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example, Value Line reports that over 1,400 of the approximately 1,700 stocks it
follows (including utilities and other industries) sell for prices in excess of book
value.”® Moreover, regulators have previously recognized the fallacy of relying on

market-to-book ratios in evaluating cost of equity estimates. For example, the

Presiding Judge in Orange & Rockland concluded, and the FERC affirmed that:

The presumption that a market-to-book ratio greater than 1.0 will
destroy the efficacy of the DCF formula disregards the realities of the
market place principally because the market-to-book ratio is rarely
equal to 1.0.*2

The Presiding Judge found that there was no support in FERC precedent for the use
of market-to-book ratios to adjust market derived cost of equity estimates based on

the DCF model and concluded that such arguments were to be treated as “academic

rhetoric” unworthy of consideration.

1 ww.valueline.com (retrieved Aug. 23, 2012).

12 Orange & Rockland Utilities, Inc., Initial Decision, 40 FERC ¥ 63,053, 1987 WL 118,352 (F.E.R.C.).



© 00 ~N o o b~ w NP

N ST S T T e S Y e N = S~ S S
N B O © 0O N o 0o A W N Bk O

AVERA - 12

DO YOU AGREE WITH MR. BAUDINO (P. 48) THAT MARKET DATA IS
THE ONLY USEFUL BENCHMARK IN EVALUATING INVESTORS’
OPPORTUNITY COSTS?

No. While I agree that market-based models are certainly important tools in
estimating investors’ required rate of return, this in no way invalidates the
usefulness of the expected earnings approach. In fact, this is one of its advantages.

It is a very simple, conceptual principle that when evaluating two
investments of comparable risk, investors will choose the alternative with the higher
expected return. If the Companies are only allowed the opportunity to earn an 8.5%
or 9.2% return on the book value of its equity investment, as recommended by Dr.
Woolridge and Mr. Baudino, while other electric utilities are expected to earn an
average of 10.5%," the implications are clear — the Companies’ investors will be
denied the ability to earn their opportunity cost.

Moreover, regulators do not set the returns that investors earn in the capital
markets — they can only establish the allowed return on the value of a utility’s
investment, as reflected on its accounting records. As a result, the expected earnings
approach provides a direct guide to ensure that the allowed ROE is similar to what
other utilities of comparable risk will earn on invested capital. This opportunity cost
test does not require theoretical models to indirectly infer investors’ perceptions
from stock prices or other market data. As long as the proxy companies are similar
in risk, their expected earned returns on invested capital provide a direct benchmark

for investors’ opportunity costs that is independent of fluctuating stock prices,

13 Value Line reports an average expected return on book equity for 2015-17 of 10.5% for the electric utility
industry. The Value Line Investment Survey at 901 (Sep. 21, 2012).
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market-to-book ratios, debates over DCF growth rates, or the limitations inherent in
any theoretical model of investor behavior.

WHAT ROE IS IMPLIED BY THE EXPECTED EARNINGS FOR THE
PROXY GROUPS OF DR. WOOLRIDGE AND MR. BAUDINO?

As shown on page 1 of Schedule WEA-11, reference to expected earnings implied
an average cost of equity for the utilities in Dr. Woolridge’s proxy group of 10.5%.
Similarly, page 2 of Schedule WEA-11 shows that the average expected book return
on equity for Mr. Baudino’s proxy group is also 10.5%. These book return estimates
are an “apples to apples” comparison to the 8.5% and 9.2% recommended ROEs of
Dr. Woolridge and Mr. Baudino, respectively.

WHAT WOULD BE THE EFFECT OF AUTHORIZING A BOOK RETURN
THAT IS SO FAR BELOW THE AVERAGE EARNINGS OF THE
UTILITIES THAT DR. WOOLRIDGE AND MR. BAUDINO CLAIM ARE
COMPARABLE?

Plain and simple, the Companies will find it difficult to compete for investors’
capital and investors would not be earning up to the Bluefield standard of

comparable earnings:

A public utility is entitled to such rates as will permit it to earn on the
value of the property which it employs for the convenience of the
public equal to that generally being made at the same time and in the
same general part of the country on investments in other business
undertakings which are attended by corresponding risks and
uncertainties.**

14 Bluefield Water Works & Improvement Co. v. Pub. Serv. Comm’n, 262 U.S. 679 (1923).
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CAN ALLOWED ROES ALSO BE USED TO EVALUATE WHETHER THE
RECOMMENDATIONS OF DR. WOOLRIDGE AND MR. BAUDINO ARE
SUFFICIENT TO MEET REGULATORY STANDARDS?

Yes. Reference to allowed rates of return for other utilities provides one useful
guideline that can be used to assess the extent to which the 8.5% and 9.2% ROE
recommendations of Dr. Woolridge and Mr. Baudino are comparable and sufficient.
As shown on page 1 of Schedule WEA-12, data from the September 2012 AUS
Monthly Utility Report (a source relied on by Dr. Woolridge and Mr. Baudino)
indicates that the average authorized ROE for the firms in Dr. Woolridge’s electric
proxy group is 10.36%, or 186 basis points higher than his recommendation for the
Companies.

With respect to the group of electric utilities that Mr. Baudino concluded
were most comparable to the Companies’ jurisdictional utility operations, as shown
on page 2 of Schedule WEA-12 these firms are presently authorized an average rate
of return on equity of 10.62%, or 142 basis points more than Mr. Baudino’s ROE
recommendation. It is unreasonable to suppose that investors would be attracted by
Dr. Woolridge’s or Mr. Baudino’s recommendations for the Companies, which fall
significantly below the allowed returns for other utilities they consider to be
comparable.

WHAT DO THESE BENCHMARKS IMPLY WITH RESPECT TO THE ROE
RECOMMENDATIONS OF DR. WOOLRIDGE AND MR. BAUDINO?
These benchmarks clearly demonstrate that their recommendations are far too low

and violate the economic and regulatory standards underlying a fair ROE.
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IV. DCF RESULTS ARE UNDERSTATED

WHAT ARE THE FUNDAMENTAL PROBLEMS WITH THE DCF
ANALYSES CONDUCTED BY DR. WOOLRIDGE?

There are numerous fundamental problems with the DCF analyses presented by Dr.
Woolridge that lead to biased end results:

1. Reliance on dividend growth rates and historical growth measures do not
reflect a meaningful guide to investors’ expectations;

2. Dr. Woolridge discounts reliance on analysts’ growth forecasts for earnings
per share (“EPS”) as somehow biased, and fails to recognize that it is
investors’ perceptions and expectations that must be considered in applying
the DCF model,

3. Rather than looking to the capital markets for guidance as to investors’
forward-looking expectations, Dr. Woolridge applies the DCF model based
on his own personal views; and,

4. Because Dr. Woolridge failed to test the reasonableness of model inputs, he
incorrectly includes data that results in illogical cost of equity estimates.

As a result of these flaws and omissions, the resulting DCF cost of equity estimates
are downward biased and fail to reflect investors’ required rate of return.

DO THE GROWTH RATES REFERENCED BY DR. WOOLRIDGE
MIRROR INVESTORS’ LONG-TERM EXPECTATIONS IN THE CAPITAL
MARKETS?

No. There is every indication that his growth rates, and resulting DCF cost of equity
estimates, are biased downward and fail to reflect investors’ required rate of return.
If past trends in earnings, dividends, and book value are to be representative of
investors’ expectations for the future, then the historical conditions giving rise to

these growth rates should be expected to continue. That is clearly not the case for
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utilities, where structural and industry changes have led to declining growth in
dividends, earnings pressure, and, in many cases, significant write-offs. While these
conditions serve to depress historical growth measures, they are not representative
of long-term expectations for the utility industry or the expectations that investors
have incorporated into current market prices.

DID DR. WOOLRIDGE AND MR. BAUDINO RECOGNIZE THE PITFALLS
ASSOCIATED WITH HISTORICAL GROWTH RATES?

Yes. Dr. Woolridge noted that:

[T]o best estimate the cost of common equity capital using the
conventional DCF model, one must look to long-term growth rate
expectations.™

But as he acknowledged, historical growth rates can differ significantly from the

forward-looking growth rate required by the DCF model:

[O]ne must use historical growth numbers as measures of investors’
expectations with caution. In some cases, past growth may not
reflect future growth potential. Also, employing a single growth rate
number (for example, for five or ten years), is unlikely to accurately
measure investors’ expectations due to the sensitivity of a single
growth rate figure to fluctuations in individual firm performance as
well as overall economic fluctuations (i.e., business cycles).*

Similarly, Mr. Baudino noted (p. 20) that the analysis of investors’ cost of equity “is
a forward-looking process,” and that ‘“historical growth rates may not accurately

2

represent investors’ expectations.” Mr. Baudino concluded that analysts’ forecasts
“provide better proxies for the expected growth components in the DCF model than
historical growth rates.” Moreover, to the extent historical trends for utilities are

meaningful, they are already captured in projected growth rates, including those

15 Woolridge Direct at 33.

16 4.
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published by Value Line, First Call, Zacks, and Thomson Reuters, since securities
analysts also routinely examine and assess the impact and continued relevance (if
any) of historical trends.

DR. WOOLRIDGE ARGUES (P. 36) THAT, “THE APPROPRIATE
GROWTH RATE IN THE DCF MODEL IS THE DIVIDEND GROWTH
RATE.” DO YOU AGREE THAT THIS IS WHAT INVESTORS ARE MOST
LIKELY TO CONSIDER IN DEVELOPING THEIR LONG-TERM
GROWTH EXPECTATIONS?

No. Implementation of the DCF model is solely concerned with replicating the
forward-looking evaluation of actual investors. In the case of utilities, growth rates
in dividends per share (DPS) are not likely to provide a meaningful guide to
investors’ current growth expectations. This is because utilities have significantly
altered their dividend policies in response to more accentuated business risks in the
industry.’” As a result of this trend towards a more conservative payout ratio,
dividend growth in the utility industry has remained largely stagnant as utilities
conserve financial resources to provide a hedge against heightened uncertainties.
While past conditions for utilities serve to depress DPS growth measures, they are
not representative of long-term expectations for the utility industry.

WHAT ARE INVESTORS MOST LIKELY TO CONSIDER IN
DEVELOPING THEIR LONG-TERM GROWTH EXPECTATIONS?

Future trends in earnings per share (“EPS”), which provide the source for future
dividends and ultimately support share prices, play a pivotal role in determining

investors’ long-term growth expectations. As explained in New Regulatory Finance:

7 kor example, the payout ratio for electric utilities fell from approximately 80% historically to on the order
of 60%. See, e.g., The Value Line Investment Survey (Sep. 15, 1995 at 161, Feb. 24, 2012 at 136).
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Because of the dominance of institutional investors and their
influence on individual investors, analysts’ forecasts of long-run
growth rates provide a sound basis for estimating required returns.
Financial analysts exert a strong influence on the expectations of
many investors who do not possess the resources to make their own
forecasts, that is, they are a cause of g [growth].*®

The reality that analyst EPS growth estimates are routinely referenced in the
financial media and in investment advisory publications implies that investors use
them as a primary basis for their expectations. The importance of earnings in
evaluating investors’ expectations and requirements is well accepted in the
investment community.

For example, a study published in the Financial Analysts Journal reported
the results of a survey conducted to determine what analytical techniques
investment analysts actually use.'® Respondents were asked to rank the relative
importance of earnings, dividends, cash flow, and book value in analyzing
securities. Of the 297 analysts that responded, only 5 ranked book value first while
156 analysts ranked earnings as the most important input in analyzing securities.

The article concluded:

Earnings and cash flow are considered far more important than book
value and dividends.?

Apart from Value Line, investment advisory services do not generally
publish comprehensive DPS growth projections, and this scarcity of dividend
growth rates relative to the abundance of earnings forecasts attests to their relative
influence. The fact that securities analysts focus on growth EPS, and that DPS

growth rates are not routinely published, indicates that projected EPS growth rates

18 Morin, Roger A., “New Regulatory Finance,” Public Utilities Reports, Inc. at 298 (2006).

19 Block, Stanley B., “A Study of Financial Analysts: Practice and Theory”, Financial Analysts Journal
(July/August 1999).

20 1d. at 88.
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are likely to provide a superior indicator of the future long-term growth expected by
investors.

DID THE ORIGINATOR OF THE DCF MODEL, DR. MYRON J. GORDON,
RECOGNIZE THAT APPLICATION OF THE DCF APPROACH IS NOT
LIMITED TO DPS GROWTH RATES?

Yes. Dr. Gordon specifically recognized that “it is the growth that investors expect

that should be used,” in applying the DCF model and he concluded:

A number of considerations suggest that investors may, in fact, use
earnings growth as a measure of expected future growth.”*

In contrast to Dr. Woolridge’s contention that, “the appropriate growth rate in the

DCF model is the dividend growth rate, not the earnings growth rate,”?

the only
inputs that matter in implementing the DCF model are those that investors used to
value the utility's stock. Any application of the DCF model that does not focus
exclusively on investors’ actual expectations is a misuse of the DCF model to
estimate the cost of equity.

SHOULD THE KPSC GIVE ANY CREDENCE TO DR. WOOLRIDGE’S
ALLEGATIONS THAT PROJECTED EPS GROWTH RATES ARE BIASED?
No. These arguments were addressed on pages 33-34 of my direct testimony. In
applying the DCF model to estimate the cost of equity, the only relevant growth rate
is the forward-looking expectations of investors that are captured in current stock
prices. Dr. Woolridge’s claim that analysts’ estimates are discounted by investors is

illogical given the reality of a competitive market for investment advice. If financial

analysts’ forecasts do not add value to investors’ decision making, it would be

21 Gordon, Myron J., “The Cost of Capital to a Public Utility,” MSU Public Utilities Studies at 89 (1974).
22 . .
Woolridge Direct at 38.
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irrational for investors to pay for these estimates. Similarly, those financial analysts
who fail to provide reliable forecasts will lose out in competitive markets relative to
those analysts whose forecasts investors find more credible. The reality that analyst
estimates are routinely referenced in the financial media and in investment advisory
publications implies that investors use them as a basis for their expectations.

The continued success of investment services such as IBES and Value Line,
and the fact that projected growth rates from such sources are widely referenced,
provides strong evidence that investors give considerable weight to analysts’
earnings projections in forming their expectations for future growth. FEarnings
growth projections of security analysts provide the most frequently referenced guide
to investors’ views and are widely accepted in applying the DCF model.

Indeed, despite the findings of his research, Dr. Woolridge has been quoted
as saying that he “remains somewhat puzzled that so many continue to put great
weight in what [analysts] have to say.”® As Robert Harris and Felicia Marston

noted in their article in Journal of Applied Finance:

...Analysts’ optimism, if any, is not necessarily a problem for the
analysis in this paper. If investors share analysts’ views, our
procedures will still yield unbiased estimates of required returns and
risk premia.?*

Similarly, there is no logical foundation for criticisms such as those raised by Dr.
Woolridge that the purported upward bias of analysts’ growth rates limits their

usefulness in applying the DCF model. As the KPSC has previously concluded:

KU’s argument concerning the appropriateness of using investors’
expectations in performing a DCF analysis is more persuasive than

23 Boselovic, Len, “Study Finds Analysts’ Forecasts Have Been Too Sunny,” Pittsburgh Post-Gazette (Mar.
30, 2008).

24 Harris, Robert S. and Marston, Felicia C., “The Market Risk Premium: Expectational Estimates Using
Analysts’ Forecasts,” Journal of Applied Finance 11 (2001) at 8.
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the AG’s argument that analysts’ projections should be rejected in
favor of historical results. The Commission agrees that analysts’
projections of growth will be relatively more compelling in forming
investors’ forward-looking expectations than relying on historical
performance.. B

DID DR. WOOLRIDGE PROVIDE ANY MEANINGFUL SUPPORT FOR
HIS ALLEGATION THAT VALUE LINE FORECASTS ARE “EXCESSIVE”
AND “UNREALISTIC”?

No. Dr. Woolridge based this assertion on his personal belief that Value Line does
not report a sufficient number of negative growth rates.’® But as Mr. Baudino
recognized (p. 42, Schedule RAB-4), negative growth rates are inconsistent with the
assumptions of the DCF model and not likely to be representative of investors’
expectations. Dr. Woolridge’s personal opinions are irrelevant to a determination of
what investors expect and, contrary to his conclusion, Value Line is a well-
recognized source in the investment and regulatory communities. For example,
Cost of Capital — A Practitioners’ Guide, published by the Society of Utility and

Financial Analysts, noted that:

[A] number of studies have commented on the relative accuracy of
various analysts’ forecasts. Brown and Rozeff (1978) found that
Value Line was superior to other forecasts. Chatfield, Hein and
Moyer (1990, 438) found, further “Value Line to be more accurate
than alternative forecasting methods” and that “investors place the
greatest weight on the forecasts provided by Value Line.”*’

Given the fact that Value Line is perhaps the most widely available source of
information on common stocks, the projections of Value Line analysts provide an

important guide to investors’ expectations. Moreover, in contrast to Dr. Woolridge’s

25 Case No. 2009-00548, Final Order at 30-31.
26 Woolridge Direct at B-14.

27 Parcell, David C., “The Cost of Capital — A Practitioner’s Guide,” Society of Utility and Regulatory
Financial Analysts (1997) at 8-28.
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unsupported assertion, the fact that Value Line is not engaged in investment banking
or other relationships with the companies that it follows reinforces its impartiality in
the minds of investors.

IS THE DOWNWARD BIAS IN DR. WOOLRIDGE’S HISTORICAL AND
DPS GROWTH MEASURES SELF EVIDENT?

Yes, it is. As shown on page 3 of Exhibit JRW-10, approximately one-quarter of the
individual historical growth rates reported by Dr. Woolridge for the companies in his
electric proxy group were zero or negative. These growth rates imply a cost of
equity less than the utility’s dividend yield, and provide absolutely no meaningful
information regarding investors’ expectations. As Mr. Baudino correctly recognized
(Schedule RAB-4, p. 1), negative growth rates are properly excluded in applying the
DCF model.

Similarly, approximately one-third of Dr. Woolridge’s historical DPS growth
rates are 1.0% or less. Combining a growth rate of 1.0% with Dr. Woolridge’s
dividend yield of 4.2% (Exhibit JRW-10, p. 1) implies a DCF cost of equity of
approximately 5.2%. This implied cost of equity is not materially different than the
yield from triple-B public utility bonds, which averaged approximately 4.9% over
the six-months ended September 2012.® Clearly, the risks associated with an
investment in public utility common stocks exceed those of long-term bonds and Dr.
Woolridge’s historical DPS growth measures provide no meaningful information
regarding the expectations and requirements of investors. Meanwhile, projected
DPS growth rates included in Dr. Woolridge’s analysis ranged from 0.0% to 13.5%.
The implied cost of equity range based on these values is 4.2% to 17.7%, which

again gives no useful basis to evaluate a fair ROE for the Companies.

28 Moody’s Analytics, Yields & Spreads Data, http://credittrends.moodys.com/chartroom.asp?c=3.
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DO YOU AGREE WITH MR. BAUDINO (P. 40) THAT YOU “ERRED” BY
IGNORING VALUE LINE’S DPS GROWTH PROJECTIONS IN YOUR
APPLICATION OF THE DCF MODEL?
No. As I explained in my direct testimony, specific trends in dividend policies for
utilities and evidence from the investment community fully support my conclusion
that earnings growth projections are likely to provide a superior guide to investors’
expectations. Indeed, Mr. Baudino’s own review of DPS growth rates confirms my
decision to exclude them. As shown on page 1 of Exhibit RAB-4, the DPS growth
rates included in his calculations ranged from 1.0% to 13.5%, which implies an
ROE range of 5.2% to 18.0% using Mr. Baudino’s average dividend yield.?® As
explained earlier in response to Dr. Woolridge, values of this magnitude are clearly
illogical and provide no useful information.

Moreover, I disagree with Mr. Baudino’s assertion (p. 41) that because Value
Line’s projected DPS growth rates “are widely available to investors,” they can
“reasonably be assumed to influence their expectation with respect to growth.”
Value Line publishes a wide variety of financial information, including growth rates
in revenues and cash flows -- simply because a statistic is included in Value Line’s
report does not mean that investors would rely on it in determining their growth
expectations. Indeed, Value Line makes a number of five and ten-year historical
growth rates available to investors, including historical growth in DPS, which Mr.

Baudino nevertheless rejected as inconsistent with investors’ expectations.30

29 Mr. Baudino adjusted the dividend yield upward to account for one-half year’s growth.
30 . .
Baudino Direct at 20.
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DID DR. WOOLRIDGE MAKE ANY EFFORT TO TEST THE
REASONABLENESS OF THE INDIVIDUAL GROWTH ESTIMATES HE
RELIED ON TO APPLY THE CONSTANT GROWTH DCF MODEL?

No. Dr. Woolridge simply calculated the average and median of the individual
growth rates with no consideration for the reasonableness of the underlying data. In
fact, as demonstrated above, many of the cost of equity estimates implied by Dr.
Woolridge’s DCF application make no economic sense.

DOES REFERENCE TO THE MEDIAN CORRECT FOR ANY
UNDERLYING BIAS IN DR. WOOLRIDGE’S HISTORICAL GROWTH
RATES?

No. The median is simply the observation with an equal number of data values
above and below. For odd-numbered samples, the median relies on only a single
number, e.g., the fifth number in a nine-number set. Reliance on the median value
for a series of illogical values does not correct for the inability of individual cost of
equity estimates to pass fundamental tests of economic logic.

HAS DR. WOOLRIDGE RECOGNIZED THE IMPORTANCE OF
EVALUATING MODEL INPUTS IN OTHER FORUMS?

Yes. As Dr. Woolridge noted in his testimony (Appendix A, p. 1), he is a founder
and managing director of ValuePro, which is an online valuation service largely
based on application of the DCF model. ValuePro confirmed the importance of

evaluating the reasonableness of inputs to the DCF model:

Garbage in, Garbage out! Like any other computer program, if the
inputs into our Online Valuation Service are garbage, the resulting
valuation also will be garbage.™

3 http://www.valuepro.net/abtonline/abtonline.shtml.
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Unlike his approach here, Dr. Woolridge advised investors to use common sense in

interpreting the results of valuation models, such as the DCF:

If a figure comes up for a certain input that is either highly
implausible or looks wrong, indeed it may be. If a valuation is way
out of line, figure out where the Service may have strayed on a
valuation, and correct it.*?

Given the fact that many of the growth rates relied on by Dr. Woolridge result in
illogical cost of equity estimates, it is appropriate to take the same critical viewpoint
when evaluating inputs to his DCF model.

WHAT APPROACH SHOULD DR. WOOLRIDGE HAVE USED TO
EVALUATE LOW-END DCF ESTIMATES?

The ROE that investors require from a utility’s common stock, which is the most
junior and riskiest of its securities, must be considerably higher than the yield
offered by senior, long-term debt. Consistent with this principle, Dr. Woolridge
should have eliminated growth rates that produce illogical DCF results. Regulators
apply similar tests, with FERC consistently recognizing that it is appropriate to

eliminate estimates that do not sufficiently exceed observable yields on long-term

HAS DR. WOOLRIDGE ADOPTED THIS EXACT SAME TEST OF LOW-
END DCF ESTIMATES IN RECENT TESTIMONY BEFORE FERC?
Yes. In testimony filed with FERC on September 30, 2011, and again on October 1,

2012, Dr. Woolridge applied this test to the results of his DCF analysis.*® As

These data suggest that the prospective yield on utility bonds with a
rating similar to the proxy group (A-/BBB+) is in the 5.0% range.

Q.
A.
public utility debt.
Q.
A.
Dr. Woolridge concluded:
214

% Direct Testimony of J. Randall Woolridge, FERC Docket No. EL11-66.
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Given this figure, and FERC’s bond yield plus 100 basis point
threshold for the low-end outliers, the elimination [of] the low-end
results for Entergy (5.6%) and Great Plains Energy (6.2%) is
supported.®

A OwWOWDN -

Q. WHAT ELSE SHOULD BE CONSIDERED IN EVALUATING LOW-END
DCF ESTIMATES?
Yields on public utility bonds are expected to increase significantly. As shown in

Table WEA-R1 below, forecasts of IHS Global Insight and the EIA imply that the

© o ~N o o
>

average triple-B bond yield is expected to increase from approximately 5.0%

10 currently to approximately 7.2% over the period 2013-2017:

11 TABLE WEA-R1
12 IMPLIED BBB BOND YIELD

2013-17
Projected AA Utility Yield
IHS Global Insight (a) 5.92%
EIA (b) 6.33%

Average 6.13%

Current BBB - AA Yield Spread (c) 1.11%

Implied Triple-B Utility Yield 7.24%

(a) IHS Global Insight, U.S. Economic Outlook at 19 (May 2012)
(b) Energy Information Administration, Annual Energy Outlook
2012 (Jun. 25, 2012)
(c) Based on monthly average bond yields from Moody's
Investors Service for the six-month period Mar. 2012 - Aug.
13 2012

14 The rate of return that investors require from a utility’s common stock must be

15 considerably higher than this benchmark.

34 14 at 35-36.



© 00 ~N o o b~ w NP

N N N e T = T T ~ T = o =
W N B O © W N o U M W N B O

AVERA - 27

IF DR. WOOLRIDGE HAD ELIMINATED LOW-END VALUES, AS HE DID
IN HIS RECENT FERC TESTIMONY, WHAT COST OF EQUITY WOULD
HAVE RESULTED FROM HIS DCF ANALYSIS BASED ON HISTORICAL
GROWTH RATES?

As indicated above, Dr. Woolridge’s DPS growth measures provide no meaningful
information regarding the expectations and requirements of investors and should be
entirely ignored. As shown on Schedule WEA-13, screening Dr. Woolridge’s DCF
cost of equity estimates based on historical EPS and BVPS growth rates to eliminate
illogical low and high-end values resulted in an implied cost of equity range of 9.8%
to 10.7%, with the average cost of equity implied by Dr. Woolridge’s corrected
historical DCF analysis being 10.1%.%

DR. WOOLRIDGE (P. 60) IMPLIES THAT THERE SHOULD BE
SYMMETRY IN ELIMINATING LOW AND HIGH-END OUTLIERS. IS
THIS LOGICAL?

No. As discussed in my direct testimony, the evaluation of DCF results to eliminate
outliers properly considers each of the cost of equity estimates on a stand-alone
basis. This test may eliminate more values at one end of the distribution than the
other, but such an outcome does not imply bias or distortion. It is simply a function
of the inputs to the DCF formula at a particular point in time. Consider DCF
estimates of 4.0%, 4.5%, 9.8%, 10.5%, 11.2%, and 11.5%. Of these six estimates,
only two — 4.0% and 4.5% — are outliers, because they fall below the yields on
utility bonds. But Dr. Woolridge is implying that removing these two values

requires a symmetrical narrowing of the two highest DCF estimates, even though

i applied the same approach to evaluate low and high-end outliers described in my direct testimony. See,
e.g., pages 37-41 of my direct testimony on behalf of LG&E.
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there is no basis to believe that these values are extreme outliers. Rather than
eliminating bias, such an approach would distort the conclusions because valid
estimates would be eliminated without any logical basis.

WHAT ABOUT MR. BAUDINO’S CONTENTION (P. 38) THAT TWO HIGH-
END ESTIMATES FROM YOUR DCF ANALYSIS SHOULD HAVE BEEN
ELIMINATED?

I addressed this issue at page 40 of my direct testimony. Moreover, Mr. Baudino
included even higher cost of equity estimates in his own DCF analysis. As shown
on page 1 of Exhibit RAB-4, Mr. Baudino included a projected DPS growth rate for
Wisconsin Energy Corporation (“WEC”) of 13.5%. Combining this growth rate
with Mr. Baudino’s adjusted dividend yield for WEC of 3.4% results in an implied
cost of equity of 16.9%,% which was incorporated into the averages presented in his
testimony.

WHY DID YOU IGNORE THE INTERNAL, “BR” GROWTH RATES
CALCULATED BY DR. WOOLRIDGE AND MR. BAUDINO?

The internal growth rates calculated by Dr. Woolridge and Mr. Baudino are
downward biased because of computational errors and omissions.®” These witnesses
based their calculations of the internal, “br” retention growth rate on data from
Value Line, which reports end-of-period results. If the rate of return, or “r”
component of the internal growth rate, is based on end-of-year book values, such as
those reported by Value Line, it will understate actual returns because of growth in

common equity over the year. The need to correct for this downward bias has been

% Computed by adjusting the 3.19% dividend yield for WEC reported on Exhibit RAB-3 for one-half year’s

rowth.

” While Mr. Baudino reported “br” growth rates from Value Line for the firms in his proxy group, his DCF
analysis ignored these data.
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recognized by regulators,®® and Dr. Woolridge has also recognized and adopted this

adjustment to Value Line’s projections:*

The average values for r are then adjusted by the ‘Adjustment Factor’
since Value Line’s expected earned rate of return on equity is based
on end-of-year figure equity. The Adjustment Factor is calculated as
((2*(1+5-yr Change in Equity)/(2+5-yr Change in Equity)).*

Because Dr. Woolridge and Mr. Baudino both ignored this adjustment in this case,
their internal, “br” growth rates are distorted and should be ignored.

Q. WHAT OTHER CONSIDERATION LEADS TO A DOWNWARD BIAS IN
THE INTERNAL, “BR” GROWTH RATES OF DR. WOOLRIDGE AND MR.
BAUDINQ?

A. Both Dr. Woolridge and Mr. Baudino ignored the impact of additional issuances of
common stock in their analyses of the sustainable growth rate. Under DCF theory,
the "sv" factor is a component designed to capture the impact on growth of issuing
new common stock at a price above, or below, book value. Professor Gordon
recognized the need for the “sv” adjustment in his 1974 study,41 and Dr. Woolridge
also included the additional growth from new share issues by incorporating the “sv”
component in his recent testimony before FERC.* The fact that Dr. Woolridge and
Mr. Baudino failed to consider the incremental impact of new share issues on
growth results in another downward bias to their “internal” growth rates, which

should be given no weight.

38 See, e.g., Southern California Edison Company, Opinion No. 445 (Jul. 26, 2000), 92 FERC 9 61,070.
9 My, Baudino’s contention (p. 49) that it is not necessary to adjust Value Line projections is refuted by Dr.
Woolridge’s FERC testimony. Indeed, FERC has recognized that Value Line’s projected data is presented on
an end of period basis, and must be adjusted to avoid understating book returns.
2 pirect Testimony of Randall J. Woolridge, Federal Energy Regulatory Commission, Docket No. EL-11-66
S(l)ct. 1,2012).

Gordon, Myron J., “The Cost of Capital to a Public Utility,” MSU Public Utilities Studies (1974), at 31-32.
42 Testimony of J. Randall Woolridge, FERC Docket No. EL-66 at Exhibit JRW-8, pp. 3-4 (2011) and Exhibit
SC-111 (2012).
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WHAT DO YOU CONCLUDE BASED ON YOUR REVIEW OF THE DCF
ANALYSES PRESENTED BY DR. WOOLRIDGE AND MR. BAUDINO?

A. Historical growth rates and trends in DPS are distorted by fundamental
changes in industry financial policies and Dr. Woolridge and Mr. Baudino failed to
evaluate the underlying reasonableness of individual growth rates. In addition, the
calculations used to arrive at the internal growth rates reported by Dr. Woolridge and
Mr. Baudino are flawed and incomplete. As a result, their DCF cost of equity

estimates are biased downward and fail to reflect investors’ required rate of return.

V. NO BASIS TO DISREGARD NON-UTILITY GROUP

WHAT IS THE FALLACY UNDERLYING DR. WOOLRIDGE’S AND MR.
BAUDINO’S REJECTION OF ANY REFERENCE TO NON-UTILITY
COMPANIES IN EVALUATING A FAIR ROE FOR THE COMPANIES?

Dr. Woolridge and Mr. Baudino dismiss out of hand my analysis of the cost of
equity for non-utility firms based on the claim that utilities are profoundly different
and therefore less risky from other companies in the economy. The implication that
an estimate of the required return for firms in the competitive sector of the economy
is not useful in determining the appropriate return to be allowed for rate-setting
purposes is wrong and inconsistent with reality, investor behavior, and the Bluefield
and Hope decisions.

The idea that investors evaluate utilities against the returns available from
other investment alternatives — including the low-risk companies in my Non-Utility
Group — 1s a fundamental cornerstone of modern financial theory. Aside from this
theoretical underpinning, any casual observer of stock market commentary and the
investment media quickly comes to the realization that investors’ choices are almost

limitless, and simple common sense supports the notion that utilities must offer a
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return that can compete with other risk-comparable alternatives, or capital will
simply go elsewhere.

In fact, returns in the competitive sector of the economy form the very
underpinning for utility ROEs because regulation purports to serve as a substitute
for the actions of competitive markets. True enough, utilities are sheltered from
competition, but they undertake other obligations and lose the ability to set their
own prices and decide when to exit a market. The Supreme Court has recognized
that it is the degree of risk, not the nature of the business, which is relevant in
evaluating an allowed ROE for a utility.*?

Consistent with this view, Mr. Baudino noted (pp. 12-13) that the notion of

“opportunity cost” underlies the Supreme Court’s economic standards, and that:

One measures the opportunity cost of an investment equal to what one
would have obtained in the next best alternative. ... That alternative could
have been another utility stock, a utility bond, a mutual fund, a money
market fund, or any other number of investment vehicles. (emphasis
added)

As Mr. Baudino correctly observed (p. 13), “The key determinant in deciding
whether to invest, however, is based on comparative levels of risk,” and he
concluded, “[T]he task for the rate of return analyst is to estimate a return that is
equal to the return being offered by other risk-comparable firms.” In other words,
Mr. Baudino recognized that investors gauge their required returns from utilities
against those available from non-utility firms of comparable risk. My reference to a
comparable-risk Non-Utility Group is entirely consistent with the guidance of the

Supreme Court and the principles outlined in Mr. Baudino’s own testimony.

3 Fed. Power Comm'n v. Hope Natural Gas Co., 320 U.S. 591 (1944).
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DOES DR. WOOLRIDGE APPARENTLY CONSIDER NON-UTILITY
STOCK RETURNS RELEVANT TO DETERMINING THE COST OF
CAPITAL?

Yes, he does. Dr. Woolridge cites many studies of past and expected stock market
returns in his testimony, including a list of over 30 studies included on Exhibit JRW-
11. Not one of these studies is limited to utilities, and all include a predominance of
non-utility common stocks, e.g., the S&P 500 Index. Moreover, while Dr.
Woolridge references a study of industry betas done at New York University that
suggests utilities have lower risks than the average firm in the non-regulated
sector,* this establishes nothing more than the obvious — while some unregulated
firms have higher risks than utilities, others have lower risks. As documented in my
direct testimony and discussed further in my rebuttal testimony, the firms in my
Non-Utility Group are also in the lower range of risk as measured by objective,
widely referenced benchmarks.

DID MR. BAUDINO OR DR. WOOLRIDGE PRESENT ANY OBJECTIVE
EVIDENCE TO SUPPORT THEIR CONTENTION THAT YOUR NON-
UTILITY PROXY GROUP IS RISKIER THAN THE COMPANIES OR
YOUR COMBINATION UTILITY GROUP?

No. Dr. Woolridge presented no meaningful evidence to rebut the results for my
Non-Utility Group; rather, he simply observed that the “lines of business are vastly
different ” from utilities and they do not operate in a ‘“highly regulated

5945

environment. Similarly, apart from sweeping generalizations about the risk

differences between regulated and non-regulated companies, Mr. Baudino provided

44 Woolridge Direct at 26.
®1d at 57.
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no support whatsoever for his contention that my Non-Utility Group is riskier than
the Companies or my Combination Utility Group. Both Dr. Woolridge and Mr.
Baudino ignored any comparison of accepted measures of investment risks, and
instead simply noted that there are distinctions in the operating circumstances and
degree of regulation between utilities and firms in the competitive sector.

My direct testimony did not contend that the operations of the companies in
the Non-Utility Group are comparable to those of utilities. Clearly, operating a
worldwide enterprise in the beverage, pharmaceutical, retail, or food industry
involves unique circumstances that are as distinct from one another as they are from
an electric utility. But as the Supreme Court recognized, investors consider the
expected returns available from all these opportunities in evaluating where to
commit their scarce capital. So long as the risks associated with my Non-Ultility
Group are comparable to the Companies and other utilities — and my direct
testimony demonstrates conclusively that they are lower — the resulting DCF
estimates provide a meaningful benchmark for the cost of equity.

My Non-Utility Group is comprised of 12 of the best-known and most stable
corporations in America and has risk measures that are comparable to, or less than
the proxy group of utilities referenced in my analyses. While these companies are
not regulated to the same degree, they also do not bear the burdens of losing control
over their prices, undertaking the obligation to serve, and having to invest in
infrastructure even in unfavorable market conditions. The Companies cannot
relocate their facilities to an area with a more attractive business climate or higher
prospects for economic growth, or abandon customers when turmoil roils energy or
capital markets. The simple observation that a firm operates in non-utility
businesses says nothing at all about the overall investment risks perceived by

investors, which is the very basis for a fair ROE.
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Consider Mr. Baudino’s statement that utilities “have protected markets ...
enjoy full recovery of prudently incurred costs, and may increase their rates to cover

»%®  Based on this, Mr. Baudino summarily concluded,

increases in costs.
“Obviously, the non-utility companies have higher overall risk structures.” In fact,
however, investors are quite aware that utilities are not guaranteed recovery of
reasonable and necessary costs incurred to provide service and that there are many
instances in which utilities are unable to increase rates to fully recoup reasonable
and necessary costs, resulting in an inability to earn the allowed ROE — and
potentially, even bankruptcy. The simple observation that a firm operates in non-
utility businesses says nothing at all about the overall investment risks perceived by
investors, which is the very basis for a fair rate of return.

DOES OBJECTIVE EVIDENCE SUPPORT THE RISK ARGUMENTS OF
DR. WOOLRIDGE OR MR. BAUDINQO?

No. In fact, the objective risk measures specifically cited by Mr. Baudino as being
relevant indicia of overall investment risks contradict his assertions and those of Dr.
Woolridge. Mr. Baudino testified that bond ratings reflect a detailed and
comprehensive analysis of the key factors contributing to a firm’s overall
investment risk, concluding (p. 14), “Bond and credit ratings are tools that investors
use to assess the risk comparability of firms.” Contradicting Mr. Baudino’s
unsupported assertion (p. 35) that the companies in my Non-Utility Group “have
higher overall risk structures,” my direct testimony noted that the average corporate
credit rating for the Non-Utility Group of “A” is higher than the “BBB” average for

the Combination Utility Group and the Companies.

46 Baudino Direct at 35.
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Comparisons between credit ratings for utilities and non-utility firms are
reinforced by the fact that S&P ceased publishing separate ratings guidelines for
regulated utilities in 2007, and now applies the same matrix of business and
financial risks used to evaluate non-regulated companies. As S&P concluded, “This
is designed to present our rating conclusions in a clear and standardized manner

47
across all corporate sectors.”

In fact, the review of objective indicators of
investment risk presented in my direct testimony (Table WEA-2), which consider
the impact of competition and market share, demonstrated that, if anything, the
Non-Utility Group could be considered less risky in the minds of investors than the
common stocks of the proxy group of utilities.

DO THE BETA VALUES FOR THE NON-UTILITY GROUP ADDRESS THE
CONCERNS EXPRESSED BY THE KPSC IN THE COMPANIES’ LAST
RATE PROCEEDING?

Yes. The KPSC concluded in Case Nos. 2009-00548 and 2009-00549 that utilities
must compete with non-regulated firms for capital and recognized that investors
consider the opportunity costs associated with investment alternatives outside the
utility industry. However, the Commission found that lower beta values for utility
common stocks supported a finding that the non-utility companies were “riskier
alternatives.”*® To address the KPSC’s concerns, my proxy group criteria restricted

the Non-Utility Group to include only firms with beta values of 0.60 or less. As

shown in Table WEA-R2, the group’s current average beta is 0.58:

o Standard & Poor’s Corporation, “U.S. Utilities Ratings Analysis Now Portrayed In The S&P Corporate
Ratings Matrix,” RatingsDirect (Nov. 30, 2007).
48 Case No. 2009-00548, Final Order at 31; Case No. 2009-00549, Final Order at 33.
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TABLE WEA-R2
BETA - NON-UTILITY GROUP

Company Beta
1  Abbott Labs. 0.60
2 Bard(C.R) 0.60
3 Church & Dwight 0.60
4  Coca-Cola 0.60
5 Colgate-Palmolive 0.60
6 Gen'l Mills 0.50
7 Kellogg 0.55
8  Kimberly-Clark 0.55
9 McCormick & Co. 0.60
10 PepsiCo, Inc. 0.60
11 Procter & Gamble 0.60
12 Wal-Mart Stores 0.60

Average 0.58

(b) www.valueline.com (retrieved Oct. 30, 2012).

This average beta of 0.58 is significantly lower than the 0.70 averages for the
electric utility proxy groups used by Dr. Woolridge and Mr. Baudino, respectively.*®
DID DR. WOOLRIDGE ALSO RELY ON BETA TO COMPARE THE
INVESTMENT RISKS OF UTILITIES WITH OTHER INDUSTRIES?

Yes, he did. Dr. Woolridge noted that beta “is the only relevant measure of
investment risk” under modern capital market theory.50 Based on the average betas
for various industry sectors presented on Exhibit JRW-8, Dr. Woolridge concluded
that, “the investment risk of utilities is very low.™ A comparison of the industry

average beta values relied on by Dr. Woolridge indicates that my Non-Utility Group

49 Similarly, the 0.58 average beta for the Non-Ultility Group is also well below the 0.65 average for Dr.
Woolridge’s gas proxy group.
%0 Woolridge Direct at 26.

51

Id.
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is less risky than any of these sectors — including the electric, gas, and water utility
industry groups.

DOES THE FACT THAT UTILITIES ARE REGULATED SOMEHOW
INVALIDATE THIS COMPARISON OF OBJECTIVE RISK INDICATORS?
Absolutely not. Dr. Woolridge and Mr. Baudino argue that regulatory protections
make utilities less risky than firms operating in competitive markets. First, it is
important to note that my analysis did not focus on the average firm in the
competitive sector. Rather, it was restricted to a low-risk group of companies that
represent the pinnacle of corporate America. In addition, while I don’t disagree that
utilities operate under a regulatory regime that differs from firms in the competitive
sector, any risk-reducing benefit of regulation is already incorporated in the overall
indicators of investment risk presented in Table WEA-2 to my direct testimony.

DO THE HIGHER DCF ESTIMATES FOR THE NON-UTILITY GROUP
DEMONSTRATE HIGHER RISK?

No. As discussed in my direct tes‘[imony,52 while we are accustomed to associating
higher risk with higher returns, DCF estimates of investors’ required rate of return
do not always produce that result. Performing the DCF calculations for the Non-
Utility Group produced ROE estimates that are higher than the DCF estimates for
the Combination Utility Group, even though the risks that investors associate with
the group of non-utility firms — as measured by S&P’s credit ratings and Value
Line’s Safety Rank, Financial Strength, and Beta — are lower than the risks investors
associate with the Combination Utility Group and the Companies. The actual cost
of equity is unobservable, and DCF estimates may depart from these values because

investors’ expectations may not be captured by the inputs to the ROE model,

52 Avera Direct at 43-44.
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particularly the assumed growth rate. The divergence between the DCF estimates
for the Combination Utility and Non-Utility Groups suggests that both should be

considered to ensure a balanced end-result.

VI. CAPM RESULTS SHOULD BE DISREGARDED

DID EITHER DR. WOOLRIDGE OR MR. BAUDINO RELY ON THEIR
CAPM RESULTS IN ARRIVING AT THEIR RECOMMENDATIONS IN
THIS CASE?

No. Dr. Woolridge ignored his 7.5% CAPM cost of equity estimate in arriving at his
8.5% recommendation, which is near the top of his 7.3% to 8.6% cost of equity
range. Dr. Woolridge noted that he relied primarily on the DCF model, and he
concluded that the CAPM provides “a less reliable indication of equity cost rates for
public utilities.™®  Similarly, Mr. Baudino noted (p. 30) that his ROE
recommendation was based solely on cost of equity estimates implied by his
application of the DCF model and ignored his CAPM results entirely.

IS THERE GOOD REASON TO ENTIRELY DISREGARD THE RESULTS
OF THE CAPM ANALYSES PRESENTED BY DR. WOOLRIDGE AND MR.
BAUDINQ?

Yes. As discussed in my direct testimony,54 applying the CAPM is complicated by
the impact of the recent capital market turmoil and recession on investors’ risk
perceptions and required returns. The CAPM cost of common equity estimate is
calibrated from investors’ required risk premium between Treasury bonds and
common stocks. In response to heightened uncertainties, investors sought a safe

haven in U.S. government bonds and this “flight to safety” pushed Treasury yields

%3 Woolridge Direct at 25-26.
54 Avera Direct at 47-50.



© 00 ~N o o b~ w NP

NONNNNNDN R R R R R R R R R
o U1 B W N B O © 0O N o o~ W N -k O

AVERA -39

significantly lower while yield spreads for corporate debt widened. This distortion
not only impacts the absolute level of the CAPM cost of equity estimate, but it
affects estimated risk premiums. Economic logic would suggest that investors’
required risk premium for common stocks over Treasury bonds has also increased.

Meanwhile, the backward-looking, historical approaches employed by Dr.
Woolridge and Mr. Baudino incorrectly assume that investors’ assessment of the
relative risk differences, and their required risk premium, between Treasury bonds
and common stocks is constant and equal to some past average. This mismatch
between investors’ current expectations and requirements and historical risk
premiums is particularly severe because of the heightened uncertainty and rapidly
changing conditions that have recently characterized capital markets. As Mr.
Baudino concluded (p. 28), “There is no real support for the proposition that an
unchanging, mechanically applied historical risk premium is representative of
current investor expectations and return requirements.”

While I agree with the decision of Dr. Woolridge and Mr. Baudino to give no
weight to their CAPM results, for completeness my rebuttal testimony nevertheless
addresses the major flaws associated with their applications of this approach.
WHAT IS THE FUNDAMENTAL PROBLEM ASSOCIATED WITH THE
HISTORICAL APPROACHES USED BY DR. WOOLRIDGE AND MR.
BAUDINO TO APPLYING THE CAPM?

Like the DCF model, the CAPM is an ex-ante, or forward-looking model based on
expectations of the future. As a result, in order to produce a meaningful estimate of
investors’ required rate of return, the CAPM must be applied using data that reflect
the expectations of actual investors in the market. Dr. Woolridge recognized that
“ex post returns are not the same as ex ante expectations” and noted that “market

risk premiums can change over time; increasing when investors become more risk-
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averse.” Nevertheless, his application of the CAPM method was based entirely on

historical — not projected — rates of return, as was the CAPM method presented on
Mr. Baudino’s Exhibit (RAB-6). Morningstar recognized the primacy of current

expectations:

The cost of capital is always an expectational or forward-looking
concept. While the past performance of an investment and other
historical information can be good guides and are often used to
estimate the required rate of return on capital, the expectations of
future events are the only factors that actually determine cost of
capital.>®

Because the backward-looking analyses of Dr. Woolridge and Mr. Baudino ignore
the returns investors are currently requiring in the capital markets, the resulting
CAPM estimates fall woefully short of investors’ current required rate of return.

DR. WOOLRIDGE (P. 49) ATTEMPTS TO CHARACTERIZE CAPM
STUDY AS INCORPORATING AN “EX ANTE” RISK PREMIUM. IS THIS
AN ACCURATE ASSESSMENT?

No. In order to be considered a forward-looking, ex ante estimate of the current
market risk premium, the analysis must be predicated on investors’ current
expectations. Dr. Woolridge did not attempt to develop a market risk premium
using current capital market information. Rather, he simply presented the results of
various studies and surveys conducted in the past. Certain of these studies may
have attempted to infer the equity risk premium using expected data at the time they
were developed, but expectations at some point in the past are not equivalent to

investors ex ante requirements in capital markets today.

% Woolridge Direct at 45.
% Morningstar, Ibbotson SBBI, 2011 Valuation Yearbook at 21 (2011).
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IS THERE EVIDENCE THAT THE STUDIES AND SURVEYS
REFERENCED BY DR. WOOLRIDGE DO NOT REFLECT INVESTORS’
EXPECTATIONS?

Yes. The vast majority of the results of the equity risk premium studies reported by
Dr. Woolridge do not make economic sense and contradict his own testimony. For
example, page 5 of Dr. Woolridge’s Exhibit JRW-11 reveals that approximately two-
thirds of the historical studies included in Dr. Woolridge’s review found market
equity risk premiums of approximately 5.0% or below.”” This was also true for over
one-half of the individual risk premium studies that Dr. Woolridge relied on directly
to apply the CAPM.>® But combining a market equity risk premium of 5.0% with
Dr. Woolridge’s 4.0% risk-free rate results in an indicated cost of equity for the

market as a whole of 9.0%, which exceeds Dr. Woolridge’s ROE recommendations

for the Companies in this case by a meager 50 basis points. Many of his other
benchmarks for the market rate of return fall below the anemic cost of equity he
recommends for the Companies. For example, Dr. Woolridge develops a market
rate of return of 7.6% based on his “building blocks” approach,59 which falls 90
basis points below his recommended ROE in this case.

Meanwhile, after noting that beta is the only relevant measure of investment
risk under modern capital market theory, Dr. Woolridge concluded that his
comparison of beta values (Exhibit JRW-8) indicates that investors’ required return
0

on the market as a whole should exceed the cost of equity for electric utilities.®

Based on Dr. Woolridge’s own logic, it follows that a market rate of return that does

S Similarly, Dr. Woolridge reported equity risk premiums of 4.1%, 2.8%, and 5.0% (pp. 51-52) based on
selected surveys.

%8 Exhibit JRW-11, p. 6.

% Woolridge Direct at C-4.

%0 1d. at 24.
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not exceed his own downward biased ROE recommendation by a significant margin
has no relation to the current expectations of real-world investors. The fact that
much of his CAPM “evidence” violates the risk-return tradeoff that is fundamental
to finance clearly illustrates the frailty of Dr. Woolridge’s analyses.
DR. AVERA, ARE YOU IN ANY WAY ALLEGING THAT ALL THESE
STUDIES AND SURVEYS ARE INCORRECT?
No, not at all. I am challenging the inferences that Dr. Woolridge draws from them,
and the particular use being made of the cited studies. The point that I am making is
that there is more than one way to define and calculate an equity risk premium. The
problem with Dr. Woolridge’s approach is that, instead of looking directly at an
equity risk premium based on current expectations — which is what is required in
order to properly apply the CAPM — he undertakes an unrelated exercise of
compiling a list of selected computations culled from the historical record. Average
realized risk premiums computed over some selected time period may be an
accurate representation of what was actually earned in the past, but they don’t
answer the question as to what risk premium investors were actually expecting to
earn on a forward-looking basis during these same time periods. Similarly,
calculations of the equity risk premium developed at a point in history — whether
based on actual returns in prior periods or contemporaneous projections — are not
the same as the forward-looking expectations of today’s investors, which are
premised on an entirely different set of capital market and economic expectations.
Likewise, surveys of selected corporate executives or economists, or
building blocks based on academic research, are not equivalent to investors’
required returns in the coming period. Since the benchmark for a fair ROE requires
that the utility be able to compete for capital in the current capital market, the

relevant inquiry is to determine the return that real world investors in today’s
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markets require from the Companies in order to compete for capital with other
comparable risk alternatives. In short, while there are many potential definitions of
the equity risk premium, the only relevant issue for application of the CAPM in a
regulatory context is the return investors currently expect to earn on money invested
today in the risky market portfolio versus the risk-free U.S. Treasury alternative.
WERE DR. WOOLRIDGE OR MR. BAUDINO JUSTIFIED IN RELYING
ON GEOMETRIC MEANS AS A MEASURE OF AVERAGE RATE OF
RETURN WHEN APPLYING THE HISTORICAL CAPM?

No. While both the arithmetic and geometric means are legitimate measures of
average return, they provide different information. Each may be used correctly, or
misused, depending upon the inferences being drawn from the numbers. The
geometric mean of a series of returns measures the constant rate of return that would
yield the same change in the value of an investment over time. The arithmetic mean
measures what the expected return would have to be each period to achieve the
realized change in value over time.

In estimating the cost of equity, the goal is to replicate what investors expect
going forward, not to measure the average performance of an investment over an
assumed holding period. When referencing realized rates of return in the past,
investors consider the equity risk premiums in each year independently, with the
arithmetic average of these annual results providing the best estimate of what
investors might expect in future periods. Regulatory Finance: Ultilities’ Cost of

Capital had this to say:

One major issue relating to the use of realized returns is whether to
use the ordinary average (arithmetic mean) or the geometric mean
return. Only arithmetic means are correct for forecasting purposes
and for estimating the cost of capital. When using historical risk
premiums as a surrogate for the expected market risk premium, the
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relevant measure of the historical risk premium is the arithmetic
average of annual risk premiums over a long period of time.**

Similarly, Morningstar concluded that:

For use as the expected equity risk premium in either the CAPM or
the building block approach, the arithmetic mean or the simple
difference of the arithmetic means of stock market returns and
riskless rates is the relevant number. ... The geometric average is
more appropriate for reporting past performance, since it represents
the compound average return.

I certainly agree that both geometric and arithmetic means are useful, since
my Ph.D. dissertation was on the usefulness of the geometric mean.*® But the issue
1s not whether both measures can be useful; it is which one best fits the use for a
forward-looking CAPM in this case. One does not have to get deeply into finance
theory to see why the arithmetic mean is more consistent with the facts of this case.
The KPSC is not setting a constant return that the Companies are guaranteed to earn
over a long period. Rather, the exercise is to set an expected return based on test
year data. In the real world, the Companies’ yearly return will be volatile,
depending on a variety of economic and industry factors, and investors do not
expect to earn the same return each year.

The usefulness of the arithmetic mean for making forward-looking estimates
was confirmed in Quantitative Investment Analysis (2007), one of the textbooks
included in the study curriculum for the Chartered Financial Analyst designation,

which concluded that the arithmetic mean is the appropriate measure when

o1 Morin, Roger A., “Regulatory Finance: Utilities’ Cost of Capital,” Public Utilities Reports AT 275 (1994)
emphasis added).
2 Morningstar, Ibbotson SBBI 2011 Valuation Yearbook at 56 (2011).

63 William E. Avera, The Geometric Mean Strategy as a Theory of Multiperiod Portfolio Choice (1972).
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calculating an expected equity risk premium in a forward-looking context.* Just as
importantly, by relying directly on expectations and estimates of investors’ required
rate of return, as incorporated in the CAPM analysis presented in my direct
testimony, there is no need to debate the merits of geometric versus arithmetic
means, because neither is required to apply this forward-looking approach.

WHAT DOES THIS IMPLY WITH RESPECT TO DR. WOOLRIDGE’S AND
MR. BAUDINO’S CAPM RESULTS?

For a variable series, such as stock returns, the geometric average will always be
less than the arithmetic average. Accordingly, reference to geometric average rates
of return provides yet another element of built-in downward bias to the CAPM
applications of Dr. Woolridge and Mr. Baudino.

WHAT ABOUT DR. WOOLRIDGE’S VIEW THAT YOUR FORWARD-
LOOKING ESTIMATE OF THE MARKET RATE OF RETURN IS TOO
HIGH?

The use of forward-looking expectations in estimating the market risk premium is
well accepted in the financial literature. For example, in “The Market Risk
Premium: Expectational Estimates Using Analysts’ Forecasts” [Journal of Applied
Finance, Vol. 11 No. 1, 2001], Robert S. Harris and Felicia C. Marston employed
the DCF model and earnings growth projections from IBES — just as I did in my
direct testimony. Dr. Woolridge’s criticisms of my forward-looking CAPM
approach seem to hinge on the fact that this method produces an equity risk
premium for the S&P 500 that is considerably higher than his historical benchmarks

— the majority of which produce illogical results.

64 DeFusco, Richard A., Dennis W. McLeavey, Jerald E. Pinto, and David E. Runkle, Quantitative Investment
Analysis, John Wiley & Sons, Inc. (2007) at 128.
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But estimating investors’ required rate of return by reference to current,
forward-looking data, as I have done, is entirely consistent with the theory
underlying the CAPM methodology. Dr. Woolridge does not suggest that the
CAPM model is “wrong” to focus on forward-looking projections instead of
backward, historical results, nor does he claim that looking to the future, as I have
done, is a misapplication of the CAPM. Instead, he simply believes that the result
of applying the CAPM in a manner that is consistent with the underlying
assumptions produces a result that he views as being too high. But the application
of alternative methods is not a process of deviating from the underlying assumptions
of the model until the results are consistent with those produced using an alternative
approach.

HAVE OTHER REGULATORS RELIED ON A FORWARD-LOOKING
CAPM APPROACH SIMILAR TO THE ONE PRESENTED IN YOUR
DIRECT TESTIMONY?

Yes. I based my CAPM approach on the methods used by the Staff at the Illinois
Commerce Commission, whose witnesses have routinely relied on a forward-
looking market rate of return estimate to apply the CAPM. For example, Illinois
Staft witness Rochelle Langfeldt employed an expected market return of 15.31%

based on an analysis analogous to the approach described in my direct testimony:

Q. How was the expected rate of return on the market portfolio
estimated?

A. The expected rate of return on the market was estimated by
conducting a DCF analysis on the firms composing the S&P 500
Index (“S&P 5007). ... Firms not paying a dividend as of June 28,
2001, or for which neither Zacks nor IBES growth rates were
available were eliminated from the analysis. The resulting company-
specific estimates of the expected rate of return on common equity
were then weighted using market value data from Salomon Smith
Barney, Performance and Weights of the S&P 500: Second Quarter
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2001. The estimated weighted averaged expected rate of return for
the remaining 365 firms composing 78.31% of the market
capitalization of the S&P 500 equals 15.31%.%

IS THERE ANY MERIT TO MR. BAUDINO’S ARGUMENT (P. 43-44) THAT
YOUR ANALYSIS OF THE MARKET RATE OF RETURN SHOULD NOT
HAVE BEEN LIMITED SOLELY TO THE DIVIDEND PAYING FIRMS IN
THE S&P 500?

No. As Mr. Baudino recognized (p. 15-16), under the constant growth form of the
DCF model, investors’ required rate of return is computed as the sum of the
dividend yield over the coming year plus investors’ long-term growth expectations.
Because the dividend yield is a key component in applying the DCF model, its
usefulness is hampered for firms that do not pay common dividends. Accordingly,
my DCF analysis of the market rate of return properly focused on the dividend
paying firms included in the S&P 500.

Meanwhile, Mr. Baudino (p. 28) predicated his DCF analysis of the market
rate of return on the companies followed by Value Line. Of these approximately
1,700 companies, over 650 do not pay common dividends. In other words, over
one-third of the companies that underpin Mr. Baudino’s DCF analysis do not have
the data necessary to implement this approach. Further, many of these firms are
relatively small and lack a meaningful operating history. As a result, there is also
greater uncertainty associated with estimating the future growth expectations that
are central to the application of the DCF method. Taken together, these factors

impugn the reliability of Mr. Baudino’s market risk premium and confirm my

% Direct Testimony of Rochelle Langfeldt, [llinois Commerce Commission Docket No. 01-0423 at 23-24

(2001).
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decision to restrict my analysis to the established, dividend paying firms in the S&P
500.

WHAT OTHER PROBLEMS ARE ASSOCIATED WITH MR. BAUDINO’S
MARKET RATE OF RETURN BASED ON VALUE LINE DATA?

While expected growth in earnings is far more likely to be representative of
investors’ forward-looking expectations, Mr. Baudino nevertheless included book
value growth rates in the DCF analysis he employed to estimate the expected market
rate of return. This had the effect of understating the resulting CAPM cost of equity
estimates. As shown on Schedule WEA-14, basing Mr. Baudino’s DCF analysis
solely on EPS growth rates resulted in an estimated CAPM cost of equity of
11.65%.

DID DR. WOOLRIDGE AND MR. BAUDINO FAIL TO CONSIDER OTHER
IMPORTANT FACTORS IN EVALUATING THE CAPM?

Yes. As noted in my direct testimony,®® empirical research indicates that the CAPM
does not fully account for observed differences in rates of return attributable to firm
size. To account for this, Morningstar — a source relied on by Dr. Woolridge and
Mr. Baudino — has developed size premiums that need to be added to the theoretical
CAPM cost of equity estimates to account for the level of a firm’s market
capitalization in determining the CAPM cost of equity. Accordingly, my revisions
to the CAPM analyses of Dr. Woolridge and Mr. Baudino incorporated an
adjustment to recognize the impact of size distinctions, as measured by the average

market capitalization.

66 Avera Direct at 45-46.
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DO THE ARGUMENTS ADVANCED BY DR. WOOLRIDGE AND MR.
BAUDINO UNDERMINE THE NEED FOR THIS ADJUSTMENT?

No. Mr. Baudino simply observes that the average beta associated with the lower
size deciles examined by Morningstar is greater than the average his proxy group.®’
While I don’t dispute the observation, this fact has no relevance whatsoever to the
implications of Morningstar’s findings regarding the impact of firm size. The fact
that the average beta for smaller size deciles is greater than for 1.00 says nothing
about the range of individual beta values underlying this average. While the size
premiums reported by Morningstar were not estimated on an industry-by-industry
basis, this provides no basis to ignore this relationship in estimating the cost of
equity for utilities. Utilities are included in the companies used by Morningstar to
quantify the size premium, and firm size has important practical implications with
respect to the risks faced by investors in the utility industry.

Similarly, Dr. Woolridge’s arguments concerning the implications of
“survivor bias” are equally misplaced.68 The expected returns of failed companies
that are in decline or go out of business are irrelevant to the question of whether or
not the CAPM fully accounts for investors’ risk perceptions when applied to
companies included in broad market indices, such as those reflected in
Morningstar’s analysis. The companies in the proxy groups used by Dr. Woolridge
and Mr. Baudino are not start-ups — they are seasoned utilities that have been
publicly traded for many years, just like the listed companies in the Morningstar
data base. The arguments relative to survivor bias may have been relevant to the

studies in the 1980°s and 1990’s, but they do not take away from the solid empirical

%7 Baudino at 45.
68 Woolridge Direct at 70.
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basis of the size adjustment reported by Morningstar that are all based on surviving
companies.

Further, it is not necessary to use the historical market risk premium from
Morningstar to correctly apply the size adjustment. Morningstar’s size adjustment
is based on empirical research using their return data and betas, and there is no
reason the size differential could not be properly applied to a CAPM using forward-
looking risk premiums, as I have done.

DOES THIS SIZE ADJUSTMENT APPLY TO UTILITIES?
Yes. For example, a study reported in Public Utilities Fortnightly noted that the
betas of small companies do not fully account for the higher realized rates of return

associated with small company stocks:

The smaller deciles show returns not fully explainable by the CAPM.
The difference in risk premium (realized versus CAPM) grows larger
as one moves from the largest companies in decile 1 to the smallest
in decile 10. The difference is especially pronounced for deciles 9
and 10, which contain the smallest companies. o9

The study went on to conclude that a publicly traded utility with a market
capitalization of $1.0 billion would require a small company premium of
approximately 130 basis points above the rate of return for larger firms.

I grant that there are any number of specific factors that distinguish a
utility’s risks from other firms in the non-regulated sector, just as there are important
distinctions between the circumstances faced by airlines and drug manufacturers.
But under the assumptions of modern capital market theory on which the CAPM

rests, these considerations are reduced to a single risk measure — beta — which

69Annin, Michael, “Equity and the Small-Stock Effect”, Public Utilities Fortnightly (Oct. 15, 1995), at 43.
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captures stock price volatility relative to the market.”> Within the CAPM paradigm,
the degree of regulation, the nature of competition in the industry, the competence of
management, and every other firm-specific consideration is boiled down to a single
question; namely, how much does the stock’s price fluctuate in relation to the
market as a whole? Beta is the measure of that variability, and research
demonstrates that beta does not fully account for the impact of firm size.

WHAT COST OF EQUITY ESTIMATES WERE INDICATED BY
CORRECTING THE CAPM APPLICATIONS OF DR. WOOLRIDGE AND
MR. BAUDINO?

As shown on page 1 of Schedule WEA-15, application of the forward-looking
CAPM approach resulted in an unadjusted ROE of 10.1% for the firms in Dr.
Woolridge’s proxy group, or 10.9% after adjusting for the impact of firm size. As
shown on page 2 of Schedule WEA-15, this CAPM approach implied an unadjusted
CAPM result of 9.9% for Mr. Baudino’s proxy group, and an adjusted ROE of
10.7%.

IS IT APPROPRIATE TO CONSIDER ANTICIPATED CAPITAL MARKET
CHANGES IN APPLYING THE CAPM?

Yes. As discussed in earlier and in my direct testimony, there is widespread
consensus that interest rates will increase materially as the economy strengthens.
Accordingly, in addition to the use of current bond yields, I also applied the CAPM
based on the forecasted long-term Treasury bond vyields developed based on

projections published by Value Line, IHS Global Insight and Blue Chip.

Opy, Woolridge also recognized that beta is the only relevant risk measure within the context of the CAPM.
Woolridge Direct at 26.
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WHAT COST OF EQUITY WAS PRODUCED BY THE FORWARD-
LOOKING CAPM FOR DR. WOOLRIDGE’S AND MR. BAUDINO’S
PROXY GROUPS AFTER INCORPORATING FORECASTED BOND
YIELDS?

As shown on page 1 of Schedule WEA-16, incorporating a forecasted Treasury
bond yield for 2013-2017 implied an unadjusted cost of equity of approximately
10.6% for the utilities in Dr. Woolridge’s proxy group, or 11.4% after accounting
for firm size. As shown on page 2 of Schedule WEA-16, based on projected
Treasury bond yields, the CAPM approach implied an unadjusted cost of equity of

10.4% for Mr. Baudino’s proxy group, and a size-adjusted ROE of 11.2%.

VII. NO INCONSISTENCY IN RISK PREMIUM METHOD

PLEASE RESPOND TO DR. WOOLRIDGE’S COMMENTS REGARDING
YOUR RISK PREMIUM ANALYSIS (P. 68)?
Dr. Woolridge has two criticisms of my risk premium analysis based on previously
allowed ROEs for utilities. The first is that the yield on public utility bonds to
which I added the risk premium is somehow overstated. This is not accurate. The
yield to maturity is a direct measure of investors’ required return to compensate for
the risks they associate with utility bonds, including credit risks. Even if his
contention were accurate, it wouldn’t matter because similar public utility bond
yields were used to calculate the risk premium; hence, the risk premium would be
understated by a comparable and offsetting amount.

Second, Dr. Woolridge claims that because utility common stocks have been
selling in excess of book value for many years, this means regulators have routinely
authorized ROEs greater than what investors require. This criticism suggests that

Dr. Woolridge has a low regard for regulators’ ability to make informed judgments
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as to the ROE that is necessary to compensate investors fairly for the use of their
capital, enable the utility to attract capital on reasonable terms, and maintain the
utility's financial integrity. Moreover, as discussed earlier, establishing returns to
produce a market-to-book ratio of 1.00 implies a capital loss to investors in utility
common stocks, which is inconsistent with regulatory standards and the
expectations underlying utility stock prices.
MR. BAUDINO ASSERTS THAT THERE ARE ERRORS AND
INCONSISTENCIES IN YOUR APPLICATION OF THE RISK PREMIUM
APPROACH. PLEASE RESPOND.
Mr. Baudino incorrectly argues that there is a “mismatch” in my application of the
risk premium approach because I calculated equity risk premiums for the utility
industry using the yield on average public utilities bonds, and then added the
adjusted risk premium for the industry to the yield on triple-B rated utility bonds to
estimate the cost of equity for the Companies.”* This is not a “mismatch.” Rather,
it adjusts for differences between the average risks of the industry as a whole, and
those specific to a “BBB” rated utility, such as the Companies.

Mr. Baudino’s assertions appear to be based on a faulty premise that “LGE

and KU are A rated utilities.”"?

S&P has assigned a corporate credit rating of
“BBB” to both LG&E and KU, while Moody’s long-term rating is “Baal” for the
Companies. My reference to triple-B bond yields in applying the risk premium

method is entirely consistent with the facts.

n Baudino Direct at 47.
72 14 at 48.
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VIII. FLOTATION COSTS SHOULD BE CONSIDERED

PLEASE RESPOND TO DR. WOOLRIDGE’S SPECIFIC CRITICISMS OF
YOUR FLOTATION COST ADJUSTMENT.
First, while Dr. Woolridge suggests that flotation costs should be ignored because
my adjustment was not predicated on a precise accounting for the Companies, this
belies the point of the adjustment. LG&E and KU do not issue common stock, and
will never incur flotation costs directly. The approach outlined in my direct
testimony is supported by recognized regulatory textbooks and based on research
reported in the academic literature, and the fact that the Companies do not incur
issuance expenses directly provides no basis to ignore a flotation cost adjustment.
Without a flotation adjustment, these legitimate costs of providing utility service
will be excluded for ratemaking purposes and will undercut the Companies’ ability
to earn their authorized ROE.

Meanwhile, Dr. Woolridge mistakenly claims that a flotation cost adjustment
“is necessary to prevent dilution of the existing shareholders.””® 1In fact, a flotation
cost adjustment is required in order to allow the utility the opportunity to recover the
issuance costs associated with selling common stock. Dr. Woolridge’s observation
about the level of market-to-book ratios may be factually correct, but it has nothing
to do with flotation costs. The fact that market prices may be above book value
does not alter the fact that a portion of the capital contributed by equity investors is
not available to earn a return because it is paid out as flotation costs. Even if the
utility is not expected to issue additional common stock, a flotation cost adjustment
1s necessary to compensate for flotation costs incurred in connection with past issues

of common stock.

& Woolridge Direct at 72.
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Dr. Woolridge’s argument (p. 73) that flotation costs are “not out-of-pocket
expenses” is simply wrong. Dr. Woolridge apparently believes that if investors in
past common stock issues had paid the full issuance price directly to the utility and
the utility had then paid underwriters’ fees by issuing a check to its investment
bankers, that flotation cost would be a legitimate expense. Dr. Woolridge’s
observation merely highlights the absence of an accounting convention to properly
accumulate and recover these legitimate and necessary costs. Just like the issuance
costs associated with long-term bonds, which are recorded on the Companies’
financial records and reflected in the embedded cost of debt, equity flotation costs
are a necessary expense associated with raising long-term capital, and should be
considered in establishing a fair ROE.

With respect to Dr. Woolridge’s (p. 74) and Mr. Baudino’s (p. 50) contention
that flotation costs are somehow accounted for in current stock prices, Regulatory

Finance: Utilities’ Cost of Capital has this to say:

A third controversy centers around the argument that the omission of
flotation cost is justified on the grounds that, in an efficient market,
the stock price already reflects any accretion or dilution resulting
from new issuances of securities and that a flotation cost adjustment
results in a double counting effect. The simple fact of the matter is
that whatever stock price is set by the market, the company issuing
stock will always net an amount less than the stock price due to the
presence of intermediation and flotation costs. As a result, the
company must earn slightly more on its reduced rate base in order to
produce a return equal to that required by shareholders.™

Similarly, the need to consider past flotation costs has been recognized in the
financial literature, including sources that Dr. Woolridge relied on in his testimony.

Specifically, Ibbotson Associates concluded that:

[ Morin, Roger A., “Regulatory Finance: Utilities’ Cost of Capital,” Public Utilities Reports, Inc.at 174

(1994).
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Although the cost of capital estimation techniques set forth later in
this book are applicable to rate setting, certain adjustments may be
necessary. One such adjustment is for flotation costs (amounts that
must be paid to underwriters by the issuer to attract and retain
capital).”

IX. PROXY GROUP REVENUE TEST IS UNSUPPORTED

DO YOU AGREE WITH DR. WOOLRIDGE AND MR. BAUDINO THAT
THE SOURCE OF A UTILITY’S REVENUES IS A VALID CRITERION IN
SELECTING A PROXY GROUP FOR THE COMPANIES?

No. Dr. Woolridge and Mr. Baudino selected proxy companies with at least 50% of
their revenues from electric operaltions.76 However, both witnesses failed to
demonstrate how their arbitrary criteria translate into differences in the investment
risks perceived by investors. Any comparison of objective indicators demonstrates
that the investment risks for the firms in my proxy groups are relatively
homogeneous and comparable to the Companies. Moreover, there are significant
errors and inconsistencies associated with the approach adopted by Mr. Baudino and
Dr. Woolridge that justify rejecting their proposed proxy group criteria.

DID DR. WOOLRIDGE OR MR. BAUDINO DEMONSTRATE A NEXUS
BETWEEN THEIR REVENUE CRITERIA AND OBJECTIVE MEASURES
OF INVESTMENT RISK?

No. Under the regulatory standards established by Bluefield’" and Hope,78 the
salient criterion in establishing a meaningful proxy group to estimate investors’
required return is relative risk, not the source of the revenue stream. Dr. Woolridge

and Mr. Baudino presented no evidence to demonstrate a relationship between the

"® Morningstar, Ibbotson SBBI 2011 Valuation Yearbook at 25 (2011).

76 Woolridge Direct at 14; Baudino Direct at 17.

" Bluefield Water Works & Improvement Co. v. Pub. Serv. Comm’n, 262 U.S. 679 (1923).
"8 Fed. Power Comm’n v. Hope Natural Gas Co.,320 U.S. 591 (1944).



© 00 ~N o o b~ w NP

N N N e T = T T ~ T = o =
W N B O © W N o U M W N B O

24
25
26

AVERA - 57

arbitrary criteria that they employed and the views of real-world investors in the
capital markets.

ARE THERE INCONSISTENCIES AND ERRORS ASSOCIATED WITH
THE PROPOSED REVENUE TEST?

Yes. While Dr. Woolridge and Mr. Baudino screened all electric and combination
electric and gas utilities followed by Value Line, their revenue test was based solely
on electric revenues and ignored the revenue impact of gas utility operations.
Considering the similarities in the regulatory and business environments for
regulated electric and gas utility operations, the failure to incorporate gas utility
revenues in implementing his test is inappropriate.

The arbitrary nature of the 50% revenue criterion proposed by Dr. Woolridge
and Mr. Baudino is further illustrated by the lack of any independent, objective
findings to support his imposed threshold. In fact, Dr. Woolridge cannot seem to
decide for himself what the correct cutoft should be. For example, in his 2010
testimony before the KPSC in Case No. 2009-00548, Dr. Woolridge argued to
exclude companies with less than 80% of revenues attributable to electric
operations. Dr. Woolridge’s revenue statistic has no demonstrable link to risk and
his internal inconsistency merely highlights the entirely subjective and baseless
nature of his “test.”

ARE THERE OTHER PROBLEMS ASSOCIATED WITH THE DATA USED
BY DR. WOOLRIDGE AND MR. BAUDINO TO SCREEN THEIR PROXY
GROUPS?

Yes. These witnesses applied their credit rating screen based on bond ratings
reported by AUS Utility Reports. However, these reflect senior debt ratings, not the
corporate, or issuer, credit rating for the utility as a whole. Because equity investors

are focused on the overall investment risks of the firm, and not those attributable to
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a specific debt issue, the appropriate measure is the corporate credit rating. For
example, while Dr. Woolridge included UNS Energy Corporation (“UNS”) in his
electric proxy group based on a reported S&P bond rating of “BBB+”, the corporate
credit rating corresponding to UNS is “BB+”. This rating falls below the ladder of
investment grade ratings and places UniSource in the same category as speculative,

or “junk” investments.

THE COMPANIES’ CAPITAL STRUCTURE SHOULD BE APPROVED

WHAT WAS DR. WOOLRIDGE’S RATIONALE FOR REJECTING THE
CAPITALIZATION REQUESTED BY THE COMPANIES?

Dr. Woolridge’s assertion that the Companies’ capital structure should be rejected
was based on his conclusion that the equity ratio implied by the Company’s
capitalization is higher than the average for his electric proxy group, and for the
Companies’ parent, PPL.”

DOES THIS PROVIDE A LOGICAL BASIS TO REJECT THE COMPANIES’
ACTUAL CAPITALIZATION?

No. As noted in my direct testimony, while industry averages provide one
benchmark for comparison, each firm must select its capitalization based on the
risks and prospects it faces, as well as its specific needs to access the capital
markets. While the degree of debt leverage is one consideration impacting
investors’ risk perceptions, it is not the whole picture. Overall investment risk, such
as that reflected in bond ratings and other risk measures referenced by investors,
also considers the specific business risks underlying a utility’s operations. The

Companies’ credit ratings, which Dr. Woolridge relied on to establish his proxy

& Woolridge Direct at 18.
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group, already reflect the combined impact of these business and financial risk
exposures. Moreover, the Companies’ equity ratio falls within the range of
capitalizations maintained by the firms in the proxy groups that Dr. Woolridge and I
relied on to estimate the cost of equity.

As discussed in my direct testimony, investors and bond rating agencies are
increasingly focused on the importance of regulatory support. Making unwarranted
adjustments to the capital structure or adopting an unreasonably low ROE would
undoubtedly have a negative impact on investors’ risk perceptions, and doing both
would be outright alarming. Dr. Woolridge’s proposed hypothetical capital
structure amounts to nothing more than an ill-disguised attempt to engineer a lower
overall rate of return by substituting debt for equity.

WHAT ABOUT DR. WOOLRIDGE’S COMMENT (P. 17) THAT PPL
CARRIES AN “AGGRESSIVE” FINANCIAL PROFILE?

While I don’t dispute the factual accuracy of Dr. Woolridge’s statement, it provides
no support for his recommendation to ignore the Companies’ capitalization. In fact,
S&P assigns an “aggressive” financial risk profile to many of the electric utilities it
follows, including over one-half of the companies in Dr. Woolridge’s own proxy

group.®

80 Standard & Poor’s Corporation, “U.S. Regulated Utilities: Strongest to Weakest,” RatingsDirect (Apr. 20,

2012).
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IS THERE ANY SOUND THEORETICAL SUPPORT FOR MR. KOLLEN’S
PROPOSAL (PP. 39-40) TO CONSIDER DOUBLE LEVERAGE IN
ESTABLISHING THE COMPANIES’ CAPITAL STRUCTURE OR ROE?

No. The double leverage approach is based on the misguided notion that the capital
structure for an operating subsidiary is dependent on how the upstream parent is
financed. The cost of equity to the operating subsidiary is then the overall weighted
average cost of capital to the parent, since the equity capital is said to have been
raised by the parent through a mixture of debt and equity. But taking the premise
underlying double leverage to its logical conclusion, the source of the equity capital
invested in the parent company should also be traced to its ultimate source; namely,
the individual and institutional shareholders. While this would not make sense, it
illustrates the serious conceptual and practical flaws underlying the use of double
leverage.

In fact, the double leverage approach violates the core notion that an
investment’s required rate of return depends on its particular risks. Cost of capital
has to do with the use of the funds and not with the source of the funds, and the
same is true for the appropriate capital structure. The fair rate of return and capital
structure corresponding to any investment are dictated by the risk of that
investment, and not by the manner in which that investment is financed. Whether
the equity capital invested in utilities is provided from a highly leveraged hedge
fund, or from the life savings of mom and pop investors, the appropriate return and
capital structure must reflect the utility’s risks, regardless of the identity of the
investor. Many prominent experts have taken positions rejecting the double
leverage approach in establishing the capital structure for a regulated utility. As

noted in New Regulatory Finance:
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The double leverage argument violates the core notion that an
investment’s required return depends on its particular risks. The
Double Leverage approach has no place in regulatory practice and
should be discarded.®

Similarly, the KPSC should reject any consideration of double leverage in this
proceeding.
Q. DOES THIS CONCLUDE YOUR PRE-FILED REBUTTAL TESTIMONY?

A. Yes.

81 Roger A. Morin, “New Regulatory Finance,” Public Utilities Reports, Inc. at 528 (2006).
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to the best of his information, knowledge and belief.

(,,/g,/ﬁ;;({/é e S

William E. Avera

Subscribed and sworn to before me, a Notary Public in and before said County

I
and State, this ~~xC ? day of OcAeloen 2012.

n

) AL (SEAL)
-

My Commission Expires:

ADRIEN MCKENZIE

Notary Public
STATE OF TEXAS
My Comm. Exp. Jan. 10, 2015

Jiwolis
] ]




EXPECTED EARNINGS APPROACH Schedule WEA-11

Page 1 of 2
WOOLRIDGE PROXY GROUP
(a) (b) (c)
Expected Return Adjustment Adjusted Return
Company on Common Equity Factor on Common Equity

1 ALLETE 10.5% 1.03824 10.9%
2 Alliant Energy 11.0% 1.02224 11.2%
3 Ameren Corp. 7.5% 1.01001 7.6%
4  American Elec Pwr 9.5% 1.02219 9.7%
5 Avista Corp. 9.0% 1.02270 9.2%
6  Black Hills Corp. 8.0% 1.01447 8.1%
7  Cleco Corp. 11.5% 1.02600 11.8%
8 CMS Energy Corp. 12.5% 1.03155 12.9%
9 Consolidated Edison 9.0% 1.01865 9.2%
10 Dominion Resources 14.5% 1.03301 15.0%
11 DTE Energy Co. 9.5% 1.02566 9.7%
12 Duke Energy 8.0% 1.06669 8.5%
13 Edison International 9.0% 1.02285 9.2%
14 Exelon Corp. 12.5% 1.04971 13.1%
15 FirstEnergy Corp. 10.0% 1.01533 10.2%
16 Great Plains Energy 7.5% 1.02182 7.7%
17 Hawaiian Elec. 10.0% 1.04778 10.5%
18 IDACORP, Inc. 8.5% 1.02807 8.7%
19 MGE Energy 11.0% 1.02716 11.3%
20 NextEra Energy, Inc. 12.5% 1.03443 12.9%
21 Northeast Utilities 9.5% 1.09926 10.4%
22 OGE Energy Corp. 11.0% 1.03391 11.4%
23 Pepco Holdings 8.0% 1.02362 8.2%
24 PG&E Corp. 10.5% 1.02667 10.8%
25 Pinnacle West Capital 9.0% 1.02394 9.2%
26 PNM Resources 9.0% 1.02022 9.2%
27 Portland General Elec. 8.5% 1.01999 8.7%
28 SCANA Corp. 9.5% 1.04571 9.9%
29 Southern Company 12.5% 1.02902 12.9%
30 TECO Energy 13.0% 1.02466 13.3%
31 UIL Holdings 9.5% 1.01632 9.7%
32 UNS Energy 14.0% 1.02192 14.3%
33 Westar Energy 8.5% 1.03177 8.8%
34 Wisconsin Energy 13.5% 1.01739 13.7%
35 Xcel Energy, Inc. 10.0% 1.02787 10.3%

Average 10.5%

(a) The Value Line Investment Survey (Aug. 3, Aug. 24, & Sep. 21, 2012).
(b) Computed using the formula 2*(1+5-Yr. Change in Equity)/(2+5 Yr. Change in Equity).
(@ (a)x(b).



EXPECTED EARNINGS APPROACH

BAUDINO PROXY GROUP
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Company

ALLETE

Alliant Energy
American Elec Pwr
Cleco Corp.

Edison International
Entergy Corp.
IDACORP, Inc.
MGE Energy
NorthWestern Corp.
PG&E Corp.
Pinnacle West Capital

Portland General Elec.

Southern Company
Westar Energy
Wisconsin Energy

Xcel Energy, Inc.

Average

(a)
Expected Return
on Common Equity

10.5%
11.0%
9.0%
8.0%
9.0%
14.5%
9.5%
8.5%
8.0%
10.5%
8.5%
12.5%
13.0%
8.5%
13.5%
10.0%

(b)

Adjustment

Factor

1.03824
1.02224
1.02270
1.01447
1.01865
1.03301
1.02566
1.02807
1.02362
1.02667
1.01999
1.02902
1.02466
1.03177
1.01739
1.02787

The Value Line Investment Survey (Aug. 3, Aug. 24, & Sep. 21, 2012).

Computed using the formula 2*(1+5-Yr. Change in Equity)/(2+5 Yr. Change in Equity).

(@) x (b).

Schedule WEA-11
Page 2 of 2

(0)
Adjusted Return
on Common Equity

10.9%
11.2%
9.2%
8.1%
9.2%
15.0%
9.7%
8.7%
8.2%
10.8%
8.7%
12.9%
13.3%
8.8%
13.7%
10.3%

10.5%



ALLOWED ROE

WOOLRIDGE PROXY GROUP

Company
ALLETE
Alliant Energy

Ameren Corp.
American Elec Pwr
Avista Corp.

Black Hills Corp.
Cleco Corp.

CMS Energy Corp.
Consolidated Edison
Dominion Resources
DTE Energy Co.
Duke Energy
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Edison International
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Exelon Corp.
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FirstEnergy Corp.
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Great Plains Energy
Hawaiian Elec.
IDACORP, Inc.
MGE Energy
NextEra Energy, Inc.
Northeast Utilities
OGE Energy Corp.
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Pepco Holdings
PG&E Corp.

Pinnacle West Capital
PNM Resources
Portland General Elec.
SCANA Corp.
Southern Company
TECO Energy

UIL Holdings

UNS Energy

Westar Energy
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Wisconsin Energy

W
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Xcel Energy, Inc.

Average

Source: AUS Monthly Report (Sep.2012).

Schedule WEA-12
Page 1 0f2

Allowed Return

on Common Equity

10.38%
10.34%

9.54%
10.65%
10.33%
10.72%
10.70%
10.30%

9.93%
10.52%
10.75%
10.57%
10.65%
10.50%
10.52%
10.25%
10.00%
10.18%
10.30%
10.50%

9.38%

9.98%

9.95%
11.35%
11.00%
10.22%
10.00%
10.72%
11.46%
11.00%

8.75%

9.92%
10.20%
10.38%
10.70%

10.36%



ALLOWED ROE

BAUDINO PROXY GROUP

Company
ALLETE
Alliant Energy

American Elec Pwr
Cleco Corp.

Edison International
Entergy Corp.
IDACORP, Inc.

MGE Energy
NorthWestern Corp.
PG&E Corp.

Pinnacle West Capital
Portland General Elec.
Southern Company
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Westar Energy
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Xcel Energy, Inc.

Average

Source: AUS Monthly Report (Sep. 2012).

Schedule WEA-12
Page 2 of 2

Allowed Return
on Common Equity

10.38%
10.34%
10.65%
10.70%
10.65%
10.66%
10.18%
10.30%
10.90%
11.35%
11.00%
10.00%
11.46%
10.20%
10.38%
10.70%

10.62%



REVISED DCF ANALYSIS

WOOLRIDGE HISTORICAL GROWTH

Company

ALLETE

Alliant Energy
Ameren Corp.
American Elec Pwr
Avista Corp.

Black Hills Corp.
Cleco Corp.

CMS Energy Corp.
Consolidated Edison
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Dominion Resources
DTE Energy Co.
Duke Energy
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Exelon Corp.
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FirstEnergy Corp.
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Great Plains Energy
Hawaiian Elec.
IDACORP, Inc.

MGE Energy

NextEra Energy, Inc.
Northeast Utilities
OGE Energy Corp.
Pepco Holdings
PG&E Corp.

Pinnacle West Capital
PNM Resources
Portland General Elec.
SCANA Corp.
Southern Company
TECO Energy

UIL Holdings

UNS Energy

Westar Energy
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Wisconsin Energy

|95}
a1

Xcel Energy, Inc.
Average (d)

Average - All Growth Rates

(a) Exhibit JRW-10, p. 2.
(b) Exhibit JRW-10, p. 4.

(@)

Dividend Yield
4.5%
4.0%
4.9%
4.8%
4.5%
4.6%
3.1%
4.2%
4.0%
4.0%
4.1%
4.6%
2.9%
5.5%
4.7%
4.1%
4.6%
3.2%
3.3%
3.7%
3.4%
3.0%
5.7%
4.1%
4.2%
3.0%
4.2%
4.3%
4.2%
5.0%
5.0%
4.5%
4.6%
3.2%
3.8%

Schedule WEA-13

Pagelof1l
(®) ®) (®) () © © © ©
Historical Growth Rates Cost of Equity Estimates
Past 10 Years Past 5 Years Past 10 Years Past 5 Years

EPS BVPS EPS BVPS EPS BVPS EPS BVPS
- - 05%  5.5% - - 5.0%| 10.1%
20%  05%  50%  3.5% 61%| [ 45%] 91%  7.6%
15%  35%  -15%  1.0% 34%|  85% | 34%| | 59%
20%  1.0%  15%  5.0% 68%| | 58%| | 63% 9.9%
50%  35%  95%  4.0% 96%  8.0%  142%  8.6%
40%  75%  -40%  4.0% 12.3% 8.7%
50%  80%  10.0%  10.0% 82%  112%  133%  13.3%
55%  45%  85%  2.0% 1.4%] [ 04%]  12.9%
1.0%  40%  45%  45% 50%|  81%  8.6%  8.6%
70%  35%  65%  35% 112%  7.6%  106%  7.6%
20%  35%  50%  4.0% 77%  92%  82%
- - 7.0%  -4.0% - - 11.8%
~ 11.0%  60%  85% - 141%  9.0%  11.6%
80%  55%  45%  7.5% 13.8%  112%  102%  13.2%
05%  3.0%  -2.0%  1.5% 52%|  7.8% | 2.6%| | 62%
25%  45%  -95%  5.5% 15%|  87% | 5.6%| 9.7%
20%  20%  -30%  1.5% 2.6%| | 67%| | 15%| | 62%
05%  35%  85%  5.0% 27%| | 6.8%| 11.9%  8.3%
45%  65%  65%  6.0% 79%  99%  99%  9.4%
75%  80%  11.0%  9.0% 113%  11.8%  149%  12.8%
- 3.0%  180%  3.5% - 7.0%
6.0%  60%  85%  85% 9.1%  91% 11.6%  11.6%
45%  05%  -45%  05% | 10%| | 62%| | 1.0%|| 62%
- 80%  35%  65% — 123%  7.7%  10.8%
20%  20%  1.0%  0.0% 22%| | 63%| | 52%|| 4.2%
75%  15%  -12.0%  -1.0% 46%| | 45%| | -92%| | 2.0%
- - 85%  2.0% — — 12.8% | 62%
45%  35%  2.0%  4.5% 88%  78% | 63%| 8.8%
3.0%  35%  30%  6.0% 73%  7.8%  7.3%  104%
50%  -2.0%  35%  65% 02%| [ 29%| 85%  11.6%
20%  00%  45%  -05% 29%| [ 50%|  9.6% [ 45%]
70%  7.0%  13.0%  5.0% 11.7% 11.7% [ 17.8%|  9.6%
00%  -30%  1.0%  6.0% [ a6%| [ 15%| | 56% 107%
9.0%  65%  100%  7.0% 124%  98%  134%  10.3%
1.0% - 45%  4.5% 2.8% - 84%  8.4%
101%  9.8%  10.7%  9.9%

10.1%

(c) Sum of dividend yield (adjusted for one-half year's growth) and respective growth rate.

(d) Excludes highlighted figures.



BAUDINO CAPM ANALYSIS

EPS GROWTH

Line
No.
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20-Year Treasury Bond, Value Line Beta

Market Required Return Estimate
Expected Dividend Yield
Expected Growth
Required Return

Risk-free Rate of Return, 20-Year Treasury Bond
Average of Last Six Months

Risk Premium
@ 6 Month Average RFR (Line 4 minus Line 6)

Comparison Group Beta

Comparison Group Beta * Risk Premium
@ 6 Month Average RFR (Line 10 * Line 9)

CAPM Return on Equity
@ 6 Month Average RFR (Line 12 plus Line 6)

LOUISVILLE GAS AND ELECTRIC / KENTUCKY UTILITIES

Market Required Return Estimate
Expected Dividend Yield
Expected Growth
Required Return

Risk-free Rate of Return, 5-Year Treasury Bond
Average of Last Six Months

Risk Premium
@ 6 Month Average RFR (Line 4 minus Line 6)

Comparison Group Beta

Comparison Group Beta * Risk Premium
@ 6 Month Average RFR (Line 9 * Line 10)

CAPM Return on Equity
@ 6 Month Average RFR (Line 12 plus Line 6)

Source: Exhibit RAB-5.

Schedule WEA-14
Page1of1

Value Line

0.77%
14.84%
15.61%

2.54%

13.08%

0.70

9.11%

11.65%

0.77%

14.84%
15.61%

0.79%

14.83%

0.70

10.33%

11.12%



REVISED CAPM - CURRENT YIELD Schedule WEA-15

Page 1 of 2

WOOLRIDGE PROXY GROUP

@) (b) (© (d) () )
Market
Dividend Market Risk Free = Market Company Derived Cap Size
Company Yield Growth Return Return Risk Prem. Beta RiskPrem. CAPM ($mil) Adjustment Ke
1 ALLETE 2.6% 10.3% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $1,543 1.75% 11.7%
2 Alliant Energy 2.6% 10.3% 12.9% 2.9% 10.0% 0.75 7.5% 104%  $5,077 0.94% 11.3%
3 Ameren Corp. 2.6% 10.3% 12.9% 2.9% 10.0% 0.80 8.0% 10.9%  $8,062 0.78% 11.7%
4 American Elec Pwr 2.6% 10.3% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $20,009 -0.38% 9.5%
5  Avista Corp. 2.6% 10.3% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $1,591 1.75% 11.7%
6  Black Hills Corp. 2.6% 103% 12.9% 2.9% 10.0% 0.85 8.5% 114%  $1,383 1.75% 13.2%
7 Cleco Corp. 2.6% 103% 12.9% 2.9% 10.0% 0.65 6.5% 94%  $2,613 1.17% 10.6%
8  CMS Energy Corp. 2.6% 103% 12.9% 2.9% 10.0% 0.75 7.5% 104%  $6,129 0.94% 11.3%
9  Consolidated Edison 2.6% 103% 12.9% 2.9% 10.0% 0.60 6.0% 8.9%  $18,413 -0.38% 8.5%
10 Dominion Resources 2.6% 103% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $30,689 -0.38% 9.5%
11  DTE Energy Co. 2.6% 103% 12.9% 2.9% 10.0% 0.75 7.5% 10.4%  $10,076 0.78% 11.2%
12 Duke Energy 2.6% 103% 12.9% 2.9% 10.0% 0.60 6.0% 8.9%  $29,718 -0.38% 8.5%
13 Edison International 2.6% 103% 12.9% 2.9% 10.0% 0.80 8.0% 10.9%  $15,075 0.78% 11.7%
14 Exelon Corp. 2.6% 103% 12.9% 2.9% 10.0% 0.80 8.0% 10.9%  $32,008 -0.38% 10.5%
15  FirstEnergy Corp. 2.6% 103% 12.9% 2.9% 10.0% 0.80 8.0% 10.9%  $20,526 -0.38% 10.5%
16  Great Plains Energy 2.6% 103% 12.9% 2.9% 10.0% 0.75 7.5% 10.4%  $2,990 1.17% 11.6%
17 Hawaiian Elec. 2.6% 103% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $2,769 1.17% 11.1%
18 IDACORP, Inc. 2.6% 103% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $2,150 1.74% 11.6%
19 MGE Energy 2.6% 103% 12.9% 2.9% 10.0% 0.60 6.0% 8.9%  $1,119 1.75% 10.7%
20 NextEra Energy, Inc. 2.6% 103% 12.9% 2.9% 10.0% 0.75 7.5% 10.4%  $28,536 -0.38% 10.0%
21 Northeast Utilities 2.6% 103% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $6,938 0.78% 10.7%
22 OGE Energy Corp. 2.6% 103% 12.9% 2.9% 10.0% 0.80 8.0% 10.9%  $5,060 0.94% 11.8%
23 Pepco Holdings 2.6% 103% 12.9% 2.9% 10.0% 0.75 7.5% 10.4%  $4,403 0.94% 11.3%
24 PG&E Corp. 2.6% 103% 12.9% 2.9% 10.0% 0.55 5.5% 8.4%  $18,775 -0.38% 8.0%
25 Pinnacle West Capital 2.6% 103% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $5,716 0.94% 10.8%
26 PNM Resources 2.6% 103% 12.9% 2.9% 10.0% 0.95 9.5% 124%  $1,574 1.75% 14.2%
27 Portland General Elec. 2.6% 103% 12.9% 2.9% 10.0% 0.75 7.5% 104%  $2,034 1.74% 12.1%
28 SCANA Corp. 2.6% 103% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $6,296 0.94% 10.8%
29 Southern Company 2.6% 103% 12.9% 2.9% 10.0% 0.55 5.5% 8.4%  $40,993 -0.38% 8.0%
30 TECO Energy 2.6% 103% 12.9% 2.9% 10.0% 0.85 8.5% 114%  $3,902 0.94% 12.3%
31 UIL Holdings 2.6% 103% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $1,864 1.74% 11.6%
32 UNS Energy 2.6% 103% 12.9% 2.9% 10.0% 0.75 7.5% 104%  $1,549 1.75% 12.2%
33 Westar Energy 2.6% 103% 12.9% 2.9% 10.0% 0.75 7.5% 104%  $3,846 0.94% 11.3%
34 Wisconsin Energy 26% 103% 12.9% 2.9% 10.0% 0.65 6.5% 94%  $9,327 0.78% 10.2%
35 Xcel Energy, Inc. 2.6% 103% 12.9% 2.9% 10.0% 0.65 6.5% 9.4%  $14,004 0.78% 10.2%
Average 10.1% 10.9%
a) Weighted average dividend yield for the dividend paying firms in the S&P 500 from www.valueline.com (retrieved Jul. 26, 2012).
b) Weighted average of IBES earnings growth rates for the dividend paying firms in the S&P 500 (retrieved Jul. 26, 2012).

Ke)

Average yield on 30-year Treasury bonds for Sep. 2012 from the Federal Reserve Board at http://www.federalreserve.gov/releases/h15/data/htm.
Exhibit JRW-11, p. 3.

www.valueline.com (retrieved Oct. 15, 2012).

Morningstar, "2012 Ibbotson SBBI Valuation Yearbook," at Appendix C, Table C-1 (2012).
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REVISED CAPM - CURRENT YIELD

Page 2 of 2

BAUDINO PROXY GROUP

(@) (b) (0 (d) (e) ®
Market
Dividend Market Risk Free  Market Company Derived Cap Size
Company Yield Growth Return Return Risk Prem. Beta RiskPrem. CAPM ($mil) Adjustment Ke

1 ALLETE 26% 10.3% 12.9% 2.9% 10.0% 0.70 7.0% 9.9%  $1,543 1.75% 11.7%
2 Alliant Energy 2.6% 10.3% 12.9% 2.9% 10.0% 0.70 7.0% 9.9% $5,077 0.94% 10.8%
3 American Elec Pwr 26% 103% 12.9% 2.9% 10.0% 0.70 7.0% 9.9% $1,591 1.75% 11.7%
4 Cleco Corp. 2.6% 10.3% 12.9% 2.9% 10.0% 0.85 8.5% 11.4% $1,383 1.75% 13.2%
5  Edison International 26% 103% 12.9% 2.9% 10.0% 0.60 6.0% 8.9% $18,413 -0.38% 8.5%
6 Entergy Corp. 2.6% 10.3% 12.9% 2.9% 10.0% 0.65 6.5% 9.4%  $30,689 -0.38% 9.0%
7 IDACORP, Inc. 2.6% 10.3% 12.9% 2.9% 10.0% 0.75 7.5% 10.4% $10,076 0.78% 11.2%
8 MGE Energy 2.6% 10.3% 12.9% 2.9% 10.0% 0.70 7.0% 9.9% $2,150 1.74% 11.6%
9  NorthWestern Corp. 26% 103% 12.9% 2.9% 10.0% 0.75 7.5% 10.4% $4,403 0.94% 11.3%
10 PG&E Corp. 2.6% 10.3% 12.9% 2.9% 10.0% 0.55 5.5% 8.4% $18,775 -0.38% 8.0%
11 Pinnacle West Capital 2.6% 10.3% 12.9% 2.9% 10.0% 0.75 7.5% 10.4%  $2,034 1.74% 12.1%
12 Portland General Elec. 26% 10.3% 12.9% 2.9% 10.0% 0.55 5.5% 8.4%  $40,993 -0.38% 8.0%
13 Southern Company 2.6% 10.3% 12.9% 2.9% 10.0% 0.85 8.5% 11.4%  $3,902 0.94% 12.3%
14 Westar Energy 26% 10.3% 12.9% 2.9% 10.0% 0.75 7.5% 10.4%  $3,846 0.94% 11.3%
15 Wisconsin Energy 2.6% 103% 12.9% 2.9% 10.0% 0.65 6.5% 94%  $9,327  0.78% 10.2%
16  Xcel Energy, Inc. 26% 103% 12.9% 2.9% 10.0% 0.65 6.5% 9.4% $14,004 0.78% 10.2%
Average 9.9% 10.7%

(a)
(b)
©
(d)
()
(®)

Schedule WEA-15

Weighted average dividend yield for the dividend paying firms in the S&P 500 from www.valueline.com (retrieved Apr. 17, 2012).
Weighted average of IBES earnings growth rates for the dividend paying firms in the S&P 500 (retrieved May 8, 2012).

Average yield on 30-year Treasury bonds for Sep. 2012 from the Federal Reserve Board at http://www.federalreserve.gov/releases/h15/data/htm.

Exhibit RAB-5, p. 2.

www.valueline.com (retrieved Oct. 15, 2012).
Morningstar, "2012 Ibbotson SBBI Valuation Yearbook," at Appendix C, Table C-1 (2012).



REVISED CAPM - PROJECTED YIELD

Page 1 of 2
WOOLRIDGE PROXY GROUP
(@) (b) © (d) (© ()
Market
Dividend Market Risk Free = Market Company Derived Cap Size
Company Yield Growth Return Return Risk Prem. Beta RiskPrem. CAPM ($mil) Adjustment Ke

1 ALLETE 2.6% 10.3%  12.9% 4.6% 8.3% 0.70 5.8% 10.4% $1,543 1.75% 12.2%
2 Alliant Energy 2.6% 10.3%  12.9% 4.6% 8.3% 0.75 6.2% 10.8% $5,077 0.94% 11.8%
3 Ameren Corp. 2.6% 10.3% 12.9% 4.6% 8.3% 0.80 6.6% 11.2% $8,062 0.78% 12.0%
4 American Elec Pwr 2.6% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4%  $20,009 -0.38% 10.0%
5  Avista Corp. 2.6% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4% $1,591 1.75% 12.2%
6  Black Hills Corp. 26% 10.3% 12.9% 4.6% 8.3% 0.85 7.1% 11.7% $1,383 1.75% 13.4%
7 Cleco Corp. 2.6% 10.3% 12.9% 4.6% 8.3% 0.65 5.4% 10.0% $2,613 1.17% 11.2%
8  CMS Energy Corp. 2.6% 10.3% 12.9% 4.6% 8.3% 0.75 6.2% 10.8% $6,129 0.94% 11.8%
9  Consolidated Edison 26% 10.3%  12.9% 4.6% 8.3% 0.60 5.0% 9.6% $18,413 -0.38% 9.2%
10 Dominion Resources 2.6% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4%  $30,689 -0.38% 10.0%
11  DTE Energy Co. 2.6% 10.3% 12.9% 4.6% 8.3% 0.75 6.2% 10.8%  $10,076 0.78% 11.6%
12 Duke Energy 2.6% 10.3% 12.9% 4.6% 8.3% 0.60 5.0% 9.6% $29,718 -0.38% 9.2%
13 Edison International 2.6% 10.3% 12.9% 4.6% 8.3% 0.80 6.6% 11.2%  $15,075 0.78% 12.0%
14 Exelon Corp. 2.6% 10.3% 12.9% 4.6% 8.3% 0.80 6.6% 11.2%  $32,008 -0.38% 10.9%
15  FirstEnergy Corp. 2.6% 10.3% 12.9% 4.6% 8.3% 0.80 6.6% 11.2%  $20,526 -0.38% 10.9%
16  Great Plains Energy 2.6% 10.3%  12.9% 4.6% 8.3% 0.75 6.2% 10.8% $2,990 1.17% 12.0%
17 Hawaiian Elec. 26% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4% $2,769 1.17% 11.6%
18 IDACORP, Inc. 2.6% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4% $2,150 1.74% 12.2%
19 MGE Energy 2.6% 10.3% 12.9% 4.6% 8.3% 0.60 5.0% 9.6% $1,119 1.75% 11.3%
20 NextEra Energy, Inc. 2.6% 10.3% 12.9% 4.6% 8.3% 0.75 6.2% 10.8%  $28,536 -0.38% 10.4%
21 Northeast Utilities 2.6% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4% $6,938 0.78% 11.2%
22 OGE Energy Corp. 2.6% 10.3% 12.9% 4.6% 8.3% 0.80 6.6% 11.2% $5,060 0.94% 12.2%
23 Pepco Holdings 2.6% 10.3% 12.9% 4.6% 8.3% 0.75 6.2% 10.8% $4,403 0.94% 11.8%
24 PG&E Corp. 2.6% 10.3% 12.9% 4.6% 8.3% 0.55 4.6% 92% $18,775 -0.38% 8.8%
25 Pinnacle West Capital 2.6% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4% $5,716 0.94% 11.4%
26 PNM Resources 2.6% 10.3% 12.9% 4.6% 8.3% 0.95 7.9% 12.5% $1,574 1.75% 14.2%
27 Portland General Elec. 2.6% 10.3% 12.9% 4.6% 8.3% 0.75 6.2% 10.8% $2,034 1.74% 12.6%
28 SCANA Corp. 2.6% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4% $6,296 0.94% 11.4%
29  Southern Company 2.6% 10.3%  12.9% 4.6% 8.3% 0.55 4.6% 9.2%  $40,993 -0.38% 8.8%
30 TECO Energy 2.6% 10.3% 12.9% 4.6% 8.3% 0.85 7.1% 11.7% $3,902 0.94% 12.6%
31 UIL Holdings 2.6% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4% $1,864 1.74% 12.2%
32 UNS Energy 2.6% 10.3% 12.9% 4.6% 8.3% 0.75 6.2% 10.8% $1,549 1.75% 12.6%
33 Westar Energy 2.6% 10.3% 12.9% 4.6% 8.3% 0.75 6.2% 10.8%  $3,846 0.94% 11.8%
34 Wisconsin Energy 2.6% 10.3% 12.9% 4.6% 8.3% 0.65 5.4% 10.0%  $9,327 0.78% 10.8%
35 Xcel Energy, Inc. 26% 103% 12.9% 4.6% 8.3% 0.65 5.4% 10.0%  $14,004 0.78% 10.8%

Average 10.6% 11.4%
(a) Weighted average dividend yield for the dividend paying firms in the S&P 500 from www.valueline.com (retrieved Jul. 26, 2012).
(b) Weighted average of IBES earnings growth rates for the dividend paying firms in the S&P 500 (retrieved Jul. 26, 2012).
(c) Average projected 30-year Treasury bond yield for 2013-2017 based on data from the Value Line Investment Survey, Forecast for the U.S. Economy (Aug. 24,

2012); HIS Globallnsight, U.S. Economic Outlook at 19 (May 2012); & Blue Chip Financial Forecasts, Vol. 31, No. 6 (Jun. 1, 2012).

(d) Exhibit JRW-11, p. 3.
(e) www.valueline.com (retrieved Oct. 15, 2012).
(f)  Morningstar, "2012 Ibbotson SBBI Valuation Yearbook," at Appendix C, Table C-1 (2012).
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REVISED CAPM - PROJECTED YIELD

Page 2 of 2

BAUDINO PROXY GROUP

(@) (b) O (d) (e) )
Market
Dividend Market Risk Free Market Company Derived Cap Size
Company Yield Growth Return Return RiskPrem. Beta RiskPrem. CAPM ($mil) Adjustment Ke

1 ALLETE 26% 103% 12.9% 4.6% 8.3% 0.70 5.8% 104%  $1,543 1.75% 12.2%
2 Alliant Energy 26% 103% 12.9% 4.6% 8.3% 0.70 5.8% 10.4%  $5,077 0.94% 11.4%
3 American Elec Pwr 2.6% 10.3% 12.9% 4.6% 8.3% 0.70 5.8% 10.4%  $1,591 1.75% 12.2%
4  Cleco Corp. 26% 103% 12.9% 4.6% 8.3% 0.85 71% 11.7%  $1,383 1.75% 13.4%
5  Edison International 26% 103% 12.9% 4.6% 8.3% 0.60 5.0% 9.6% $18,413  -0.38% 9.2%
6  Entergy Corp. 26% 103% 12.9% 4.6% 8.3% 0.65 5.4% 10.0% $30,689  -0.38% 9.6%
7  IDACORP, Inc. 26% 103% 12.9% 4.6% 8.3% 0.75 6.2% 10.8%  $10,076 0.78% 11.6%
8  MGE Energy 26% 103% 12.9% 4.6% 8.3% 0.70 5.8% 10.4%  $2,150 1.74% 12.2%
9  NorthWestern Corp. 26% 103% 12.9% 4.6% 8.3% 0.75 6.2% 10.8%  $4,403 0.94% 11.8%
10 PG&E Corp. 26% 103% 12.9% 4.6% 8.3% 0.55 4.6% 92% $18,775  -0.38% 8.8%
11  Pinnacle West Capital 26% 103% 12.9% 4.6% 8.3% 0.75 6.2% 10.8%  $2,034 1.74% 12.6%
12 Portland General Elec. 26% 103% 12.9% 4.6% 8.3% 0.55 4.6% 9.2%  $40,993 -0.38% 8.8%
13 Southern Company 26% 103% 12.9% 4.6% 8.3% 0.85 7.1% 11.7%  $3,902 0.94% 12.6%
14 Westar Energy 26% 103% 12.9% 4.6% 8.3% 0.75 6.2% 10.8%  $3,846 0.94% 11.8%
15 Wisconsin Energy 2.6% 10.3% 12.9% 4.6% 8.3% 0.65 5.4% 10.0%  $9,327 0.78% 10.8%
16  Xcel Energy, Inc. 26% 103% 12.9% 4.6% 8.3% 0.65 5.4% 10.0% $14,004 0.78% 10.8%
Average 10.4% 11.2%

(@
(b)
(0

(d)
()
()
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Weighted average dividend yield for the dividend paying firms in the S&P 500 from www.valueline.com (retrieved Apr. 17, 2012).
Weighted average of IBES earnings growth rates for the dividend paying firms in the S&P 500 (retrieved May 8, 2012).

Average projected 30-year Treasury bond yield for 2013-2017 based on data from the Value Line Investment Survey, Forecast for the U.S. Economy (Aug. 24, 2012);
HIS Globallnsight, U.S. Economic Outlook at 19 (May 2012); & Blue Chip Financial Forecasts, Vol. 31, No. 6 (Jun. 1, 2012).

Exhibit RAB-5, p. 2.

www.valueline.com (retrieved Oct. 15, 2012).
Morningstar, "2012 Ibbotson SBBI Valuation Yearbook," at Appendix C, Table C-1 (2012).
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ECONOMIC AND STOCK MARKET COMMENTARY

The downwardly revised growth rate
for GDP in the second quarter may
well be a harbinger of things to come.
Recently, growth in the April-to-June
period was revised from 1.7% to 1.3%,
anotable adjustment, reflecting, in large
part, a lesser gain in consumer spending
than estimated previously. The latest
growth revision, coupled with the gen-
erally mixed tone on the economic front
since then, suggests that prospective sec-
ond-half GDP growth—which we had
believed would be in the area of 2%—
may now average no more than 1.5%.

The economic releases continue to be
uneven. Personal income and personal
consumption expenditures, for exam-
ple, inched forward slightly in August (if
we adjust spending for inflation), while
durable goods orders tumbled 13% in
August. On the other hand, non-manu-
facturing increased notably last month,
while the report on manufacturing
showed just slight improvement follow-
ing three straight monthly declines. One
sector that is doing consistently better is
housing. However, the gains in this cat-
egory are from exceptionally low levels,
as activity tries to rebound from a long
and devastating slump. Inall . ..

We think it will be the second half of
2013 before growth picks up appre-

ciably. For now, we believe the crosscur-
rents are too numerous to envision a for-
midable advance. In fact, even our modest
assumptions assume the “fiscal cliff ” of
mandated spending cuts and tax hikes—
which are set to kick in at the end of 2012
unless the Congress acts—is avoided.

The situation is notably worse on the
global front, where China is growing
more slowly and Europe’s outlook is de-
teriorating, particularly across its south-
erntier. The reality of Europe’s struggles
IS prompting some long-term reassess-
ment in the region, which is constructive,
if belated.

Thus far, investors are still in a forgiv-
ing mood, as they await the full force of
third-quarter earnings season and the
unfolding of what will probably be a pe-
destrian finish to an inconclusive 2012
from an earnings perspective. These
concerns aside, the bears have yet to
throw the bulls off stride following the
last bout of profit taking in late spring.

Conclusion: Such bullish resolve not-
withstanding, valuations are still some-
what extended, especially in the absence
of stronger GDP growth. Please refer to
the inside back cover of Selection &
Opinion for our statistically-based Asset
Allocation Model’s current reading.

CLOSING STOCK MARKET AVERAGES AS OF PRESS TIME

%Change  %Change

9/26/2012 10/3/2012 1 week 12 months

Dow Jones Industrial Average 13413.51 13494.61 +0.6% +26.6%
Standard & Poor’s 500 1433.32 1450.99 +1.2% +32.0%
N.Y. Stock Exchange Composite 8221.32 8297.50 +0.9% +26.2%
NASDAQ Composite 3093.70 3135.23 +1.3% +34.2%
NASDAQ 100 2781.63 2818.84 +1.3% +35.2%
American Stock Exchange Index 2444.50 2463.99 +0.8% +23.2%
Value Line (Geometric) 357.73 360.65 +0.8% +27.2%
Value Line (Arithmetic) 3041.52 3068.65 +0.9% +34.9%
London (FT-SE 100) 5768.09 5825.81 +1.0% +14.8%
Tokyo (Nikkei) 8906.70 8746.87 -1.8% +2.4%
Russell 2000 833.93 838.78 +0.6% +37.6%
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The Stock Market Review: Third Quarter, 2012

The old Wall Street maxim of “Sell in
May and Go Away,” which holds that
the stock market’s best days are from
November to May, has not worked out
so far in 2012. In truth, early on in this
six-month stretch, it seemed as though the
past would be prologue, as equities fell
from early May through the first days of
June. However, stocks steadied thereafter,
and following some backing off during
early July, began a steady climb through
September. The third-quarter strength
from mid-July forward enabled the Dow
Jones Industrial Average, the broader
Standard & Poor’s 500 Index, and the
NASDAQ to finish the period with mod-
erate gains. Inall, the Dow climbed 4.3%
for the quarter; the S&P 500 added 5.8%;
and the NASDAQ rose 6.2%. For the nine
months, the 30-stock Dow was up by
10.0%; the Standard and Poor’s 500 Index
was better by 14.6%; and the NASDAQ
was in the black by 19.6%. As noted . . .

The third quarter was a positive one for
the bulls, but it did not start out that way.
And even before the onset of the period, the
Dow had been off by more than 8% from
April 30th through June 1st. It then spent
much of June catching its breath, but shed
another 2.4% over the first week and a half
of the third quarter. Then, with the index be-
low 12,600 on July 12th, stocks steadied
and began a nifty comeback, culminating
in the third-quarter advance cited above.

The third-quarter increases were
broad, but notwholly inclusive. Inall, the
4.3% jump in the Dow Jones Industrials
included price gains in 23 of the 30 com-
ponents. Leading the way inthe latest three
months were double-digit percentage gains
infive of the issues, led by a 13.9%rise in
the shares of building supplies retailer
Home Depot. Other notable winners were
JPMorgan Chase (up 13.3%), Procter &
Gamble (up 13.2%), Cisco Systems (with
again of 11.7%), and Chevron (ahead by
10.5%). On the other hand, seven of the
Dow stocks fell, with the losses most pro-
nounced in Hewlett-Packard and Intel.

As always, there are exceptions to the
rule. Indeed, while the three averages list-
ed above were nicely higher during the
recent quarter, the Dow Jones Transports
(off 6.1%) and the Dow Utilities (down
1.2%) didn’t share in the good times. Weak
profitsamong the rails and higher energy
prices (which buffeted the airlines) hurt
the Transports, while a greater tolerance
forrisk and decent yields in other areas re-
stricted the utilities. To date in 2012, the
Dow Transports are off 2.5%, while the
Utilities are up, but just 2.4%. For the nine
months, the biggest winners, respective-
ly, are the NASDAQ and the NASDAQ
100, with the latter up a sizzling 22.9%.

Looking ahead, we have a few con-
cerns, not the least of which are an un-

certain economic upturn and a rather
overbought market. At the end of the
third quarter, the U.S. Commerce
Department reported that revised sec-
ond-quarter GDP showed an increase of
an anemic 1.3%. That was down from the
opening-period gain of 2.0%. Moreover,
recent data generally point to an uninspir-
ing gain in the final six months of this
year, which would explain the Federal
Reserve’s recent move to introduce a
third round of quantitative easing. In
truth, our situation is a lot better than it
isinthe euro zone, which is seeing reces-
sions spread across the ailing Continent.
However, that is scant comfort for those
struggling on our shores under the weight
of still-high joblessness and still-
depressed real estate values, even after a
partial comeback by the latter sector. Itis
against this uninspired backdrop that a
modestly extended stock market begins
anew quarter.

Overall, though, we’re cautiously op-
timistic. Our thinking is that the Fed’s ef-
forts to lift the economy and the
unappealing alternatives to stocks (nota-
bly fixed-income investments) in this
low-interest-rate environment should
lend some further support to the equity
market at this juncture.

Harvey S. Katz, CFA
Chief Economist

THIRD QUARTER NINE MONTHS
6/29/12 9/28/12 % Change 12/30/11 9/28/12 % Change
Dow Jones Industrial Average 12880.09 13437.13 4.3 12217.56 13437.13 10.0
Dow Jones Transportation Average 5209.18 4892.62 -6.1 5019.69 4892.62 -2.5
Dow Jones Utility Average 481.36 475.75 -1.2 464.68 475.75 2.4
Standard & Poor’s 500 Index 1362.16 1440.67 5.8 1257.60 1440.67 14.6
NASDAQ Composite 2935.05 3116.23 6.2 2605.15 3116.23 19.6
NASDAQ 100 2615.72 2799.10 7.0 2277.83 2799.10 22.9
New York Stock Exchange Composite 7801.84 8251.00 5.8 7477.03 8251.00 10.4
American Stock Exchange Composite 2327.88 2437.52 4.7 2278.34 2437.52 7.0
Russell 2000 798.49 837.45 4.9 740.92 837.45 13.0
Value Line (Arithmetic) Average 2894.52 3058.03 5.6 2695.60 3058.03 13.4
Value Line (Geometric) Average 345.24 359.58 4.2 329.80 359.58 9.0
Value Line Industrials 276.62 287.86 4.1 263.71 287.86 9.2
Value Line Rails 4652.25 4900.21 5.3 4270.07 4900.21 14.8
Value Line Utilities 249.45 259.67 4.1 254.27 259.67 2.1
London (FT-SE 100) 5571.15 5742.07 3.1 5572.28 5742.07 3.0
Tokyo (Nikkei) 9006.78 8870.16 -1.5 8455.35 8870.16 4.9
Toronto (TSE 300) 11596.56 12317.46 6.2 11955.09  12317.46 3.0

©2012, 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 .
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Stocks for Dividend Growth with Low Risk

In this screen, we turned our attention to
low-risk stocks that have good records
for dividend growth. In addition, our
selection criteria focused on those is-
sues that our analysts project to contin-
ue providing investors with dividends
that are likely to increase at above-
average rates.

We began our search with stocks whose
dividends have advanced at a com-
pounded annual rate of at least 7% over
the last five years. Similarly, we next
narrowed the list to equities with pro-
jected annual dividend growth rates of
at least 7% over the next three to five
years. We also set a minimum estimat-
ed yield for the year ahead of 3.5%,
which is 120 basis points (100 basis

points equals one percentage point)
higher than the current median for all
dividend-paying stocks under our re-
view. For comparative purposes, we
also show payout ratios (all dividends as
a percentage of net profit) for the most
recent fiscal year.

We then restricted our search to stocks
with Safety ranks of at least 2 (Above
Average), and Financial Strength
Ratings of B++ or better (B+ is Aver-
age). Companies whose shares earn
high marks for these metrics generally
will fare better in volatile markets than
the typical stock under our review. Last-
ly, to reduce the risk of underperfor-
mance, we limited the selection to
issues ranked 3 (Average), or better, for

relative price performance over the next
Six to 12 months.

The set of stocks that made the final cut
are not only judged to be safer than most,
but also possess proven and prospective
dividend growth rates that have and are
likely to advance at a rate exceeding the
average rate of inflation under the time
periods chosen under this review. We
note that although this group includes the
usual contingent of utility stocks, its
composition is much broader, in keeping
with most recent screens. As usual, we
advise investors to carefully review both
full-page and supplementary analyses in
our Ratings & Reports before making
commitments to any of the equities on
the list of stocks below.

AVG. ANN’L
__GROWTH _
Ratings & Next  Financial
Reports Dividend Time- Payout Last 5 3-5 Strength

Page Ticker Company Yield liness  Safety Ratio  Years Years Rating  Industry
2238 AVA Avista Corp. 4.6% 3 2 64% 13% 7% A Electric Utility (West)
1990 BTI Brit. Amer Tobac. ADR 4.0 3 2 64 19 7 B++  Tobacco
2578 CA CA, Inc. 3.9 3 2 20 13 30 B++  Computer Software
1188 CLX Clorox Co. 3.6 2 2 58 14 8 B++  Household Products
2308 HAS Hasbro, Inc. 3.8 3 2 41 23 9 B++ Recreation

1917 HNZ Heinz (H.).) 3.7 2 1 59 9 7 A+ Food Processing

221 JNJ Johnson & Johnson 3.5 3 1 44 11 7 A++ Med Supp Non-Invasive
718 LMT Lockheed Martin 4.9 3 1 41 21 13 A++  Aerospace/Defense
2312 MAT Mattel, Inc. 3.5 1 2 41 10 9 A Recreation
2518 NA.TO Nat’l Bank of Canada 4.3 2 2 42 9 7 B++  Bank

145 NEE NextEra Energy 3.5 3 2 46 8 8 A Electric Utility (East)
146 NU Northeast Utilities 3.7 3 2 50 9 9 B++  Electric Utility (East)
723 RTN Raytheon Co. 3.7 3 1 31 1 10 A++  Aerospace/Defense
2250 SRE Sempra Energy 3.8 3 2 41 9 9 A Electric Utility (West)
943 VvOD Vodafone Group ADR 5.4 3 2 88 14 7 B++  Telecom. Services
920 WEC Wisconsin Energy 3.5 3 1 47 14 14 A Electric Util. (Central)
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Model Portfolios: Recent Developments

PORTFOLIO |

We are making two changes to
Portfolio I this week. We are selling our
positions in Omnicare, Inc. and Oracle
Corp. Their removal is occasioned by
each stock’s Timeliness rank having
fallen to 3 (Average), making them in-
eligible to be held in the portfolio. Al-
though these shares’ stay was short, with
both being added in July of this year, we
should record moderate profits on
the sales.

The open positions will be taken by
Flowserve Corporation and The Hain
Celestial Group. Flowserve makes and
markets pumps, valves, and other fluid-
handling equipment, targeting applica-
tions involving difficult-to-handle or
corrosive liquids. The company has re-
corded good returns on total capital in
the last five years, despite the deep re-
cession experienced from late 2007 into
early 2009. Indeed, although the stock’s
price suffered in this span, the compa-
ny registered only a slight decline in
earnings and cash flow, suggesting the
company is well-managed. From where
we stand, Flowserve’s likely financial
performance for the year ahead war-
rants its inclusion in the portfolio.
Meanwhile, Hain Celestial, the purvey-
or of natural and organic food and per-
sonal care products, is currently
experiencing good demand for its offer-
ings. The company’s earnings are grow-
ing nicely, and the prospects for
continued advancement are good, in our
view, making HAIN shares a worthy
choice for our group.

PORTFOLIO 11

We have completed the swap of the
shares of Mondelez (the surviving enti-
ty from the breakup of Kraft), for the
spin-off Kraft Foods Group. Coverage
of Kraft Foods will be added to The
Value Line Investment Survey in two
weeks, on October 26th. Encouraging-
ly, KRFT shares gained 2.2% on their
first day of trading (October 2nd).

We are also pleased with our position
in Lockheed Martin, which recently

reached a 52-week high. The stock has
performed very well, in spite of the po-
tential for huge defense-spending cuts
at the start of 2013. The showing is
likely the result of a high yield (the
payout was raised 15% in the third
quarter) and the company’s ability to
rapidly trim costs. Meanwhile, the
prospects of the defense cuts left
Lockheed with the responsibility to
send out notices of potential layoffs to
its employees by November 1st. How-
ever, the U.S. Office of Management
and Budget (OMD) said that the notic-
es would not be necessary, as no specif-
ic contract actions would be announced
until months after January 1st. Further-
more, the OMD and the Department of
Defense said the government was pre-
pared to indemnify Lockheed for any
costs it may incur if contract actions
due to budget sequestration were to
occur. Accordingly, the notices will not
go out, and Portfolio Il will continue to
hold the issue, for now.

PORTFOLIO 1l

Portfolio I11 and the broader equity av-
erages continue to hold firm during the
early stages of the fourth quarter, as in-
vestors appear hopeful that the housing
and labor markets have turned the cor-
ner, and that Europe can contain its debt
crisis. Indeed, the group, focused on
companies with strong long-term pros-
pects, has held onto recent gains, de-
spite notable weakness in Qualcomm
(the chip sector has barely participated
inthis latest rally), a further pullback in
shares of Apple on the heels of the
iPhone 5 release, and underwhelming
performances from U.S. Steel and fertil-
izer maker Mosaic.

Two issues that have done quite well of
late are Magna International and
Tenneco. The entire auto parts space is
being buoyed by brisk auto sales. In fact,
U.S. auto sales rose 13% in September,
the best monthly showing in four and a
half years. And the momentum is apt to
persist, we think, thanks to rising con-
sumer confidence, easier credit, and a
lot of pent-up demand. Magna and

Tenneco, meanwhile, remain well posi-
tioned in the auto parts industry, and our
holdings in these stocks should contin-
ue to prosper.

Adding it all up, we are making no
changes this week, as we are satisfied
with the balance of Portfolio 111 at
present.

PORTFOLIO IV

The U.S. stock market is holding up
well, as we enter the final months of
2012. Traders may well be looking
ahead to earnings reports for the third
quarter, which are slated to be released
over the next few weeks. Notably, over
half of the portfolio’s holdings are
scheduled to post results in October,
with the remainder in November.

The issuances will give us a chance to
assess the progress of some of our re-
cent winners. We will soon hear from
toy maker Mattel. The stock has been a
solid performer over the past few
months. Notably, demand for the com-
pany’s core products remains strong,
and it is making inroads overseas. We
will also soon receive a report from
Abbott Labs, our core drug holding.
These shares have logged respectable
gains lately, probably based on product
developments and efforts to expand in-
ternationally. The company is set for a
spin off by the end of the year, and we
should get additional information on
that front with the upcoming
release.

The earnings season will also give us
better look at the portfolio’s weaker per-
forming holdings. On point, Waste
Managementis grappling with sluggish
demand for used paper and cardboard.
Although acquisitions and a restructur-
ing program should aid the company’s
prospects, these efforts, assuming they
are successful, could take time. We will
also be looking carefully at the reports
issued by our utility holdings.

For now, though, we are making no
changes to Portfolio IV.
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PORTFOLIO I: STOCKS WITH ABOVE-AVERAGE YEAR-AHEAD PRICE POTENTIAL

(primarily suitable for more aggressive investors)

Ratings &
Reports Recent Time- Financial

Page Ticker ~Company Price liness Safety P/E  Yield% Beta  Strength Industry Name

1964 BUD AB InBev ADR 88.43 1 1 18.0 1.8 0.90 A+ Beverage

1172 BLL Ball Corp. 42.19 2 2 13.6 0.9 0.95 B++ Packaging & Container
159 CAT Caterpillar Inc. 85.47 2 3 8.5 2.4 1.30 A+ Heavy Truck & Equip
358 CBRL Cracker Barrel 67.54 1 3 14.5 3.0 1.00 B+ Restaurant

2435  CYT Cytec Inds. 64.65 1 3 21.3 0.8 1.45 B++ Chemical (Diversified)

1023 DTV DIRECTV 52.11 2 3 1.3 Nil 0.90 B+ Cable TV

1013 RDEN  Elizabeth Arden 46.40 1 3 21.2 Nil 1.30 B+ Toiletries/Cosmetics
435 EFX Equifax, Inc. 47.43 1 2 16.1 1.5 0.90 A Information Services

1713 FLS Flowserve Corp. 128.05 1 3 14.4 1.2 1.45 A+ Machinery

2220 FL Foot Locker 35.04 1 3 14.2 2.1 1.05 B++ Retail (Softlines)

2158 GCO Genesco Inc. 65.68 2 3 13.5 Nil 1.15 B+ Shoe

1916  HAIN  Hain Celestial Group 65.40 1 3 30.7 Nil 0.95 B+ Food Processing

1336 NCR NCR Corp. 22.50 2 3 12.2 Nil 1.20 B+ Electronics

963  NSR NeusStar Inc. 40.79 1 3 17.9 Nil 0.85 B++ Telecom. Equipment
325 ODFL  Old Dominion Freight ~ 29.12 2 3 14.8 Nil 1.10 B+ Trucking

2113 PVH PVH Corp. 92.92 2 3 14.6 0.2 1.25 B+ Apparel

840 REGN  Regeneron Pharmac. 157.02 1 3 45.6 Nil 1.05 B+ Biotechnology
729 TGl Triumph Group Inc. 62.89 2 3 10.8 0.3 1.10 B++ Aerospace/Defense

2120  VFC V.F. Corp. 161.21 1 2 15.4 1.8 0.90 A Apparel

1630  WPI Watson Pharmac. 85.43 1 2 13.6 Nil 0.75 B++ Drug

To qualify for purchase in the above portfolio, a stock must have a Timeliness Rank of 1 and a Financial Strength Rating of at least B+. If a stock’s Timeliness rank falls
below 2, it will be automatically removed. Stocks in the above portfolio are selected and monitored by Charles Clark, Associate Research Director.

PORTFOLIO II: STOCKS FOR INCOME AND POTENTIAL PRICE APPRECIATION
(primarily suitable for more conservative investors)
Ratings &
Reports Recent  Time- Financial

Page Ticker ~Company Price  liness Safety = P/E Yield% Beta  Strength Industry Name

1594  ABT Abbott Labs. 68.54 NR 1 13.2 3.0 0.60 A++ Drug

2600  ADP Automatic Data Proc.  58.49 1 1 19.9 29 0.80 At+ IT Services
503 CVX Chevron Corp. 117.96 3 1 8.1 3.1 0.95 A++ Petroleum (Integrated)

1969 KO Coca-Cola 38.34 2 1 18.4 2.7 0.60 A++ Beverage

1189 CL Colgate-Palmolive 107.92 2 1 199 24 0.60 A++ Household Products

2395 COP ConocoPhillips 57.37 NR 1 88 4.6 NMF A++ Petroleum (Producing)

1587 DD Du Pont 49.50 3 1 1.5 35 1.15 A++ Chemical (Basic)

332 GLNG  Golar LNG Ltd. 38.38 2 3 153 4.2 1.60 B Maritime

1752 HON Honeywell Int'l 61.45 2 1 132 24 1.15 A++ Diversified Co.

1192 KMB Kimberly-Clark 86.37 1 1 172 3.4 0.55 A++ Household Products
—  KRFT Kraft Foods Group 44.87 NR NR 16.1 4.5 — — Retail/Wholesale Foods
718  LMT Lockheed Martin 93.16 3 1 1.7 49 0.80 A++ Aerospace/Defense
407 RSG Republic Services 27.40 3 3 13.7 3.4 0.90 B+ Environmental

1626 SNY Sanofi ADR 44.02 3 1 21.6 4.1 0.80 A+ Drug

1731 SNA Snap-on Inc. 71.85 2 2 13.9 1.9 1.10 A+ Machinery

1767 MMM  3M Company 93.54 2 1 140 25 0.80 A++ Diversified Co.

345  UNP Union Pacific 119.10 1 2 139 2.0 1.15 A Railroad

316 UPS United Parcel Serv. 72.02 3 1 153 3.2 0.85 A Air Transport

942 VZ Verizon Communic. 45.86 1 1 17.9 4.5 0.70 A++ Telecom. Services
2153  WMT  Wal-Mart Stores 73.75 2 1 149 22 0.60 A++ Retail Store

To qualify for purchase in the above portfolio, a stock must have a yield that is in the top half of the Value Line universe, a Timeliness Rank of at least 3 (unranked
stocks may be selected occasionally), and a Safety Rank of 3 or better. If a stock's Timeliness Rank falls below 3, that stock will be automatically removed.
(Occasionally a stock will be unranked (NR), usually because of a short trading history or a major corporate reorganization.) Stocks are selected and monitored by
Craig Sirois, Editorial Analyst.
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PORTFOLIO l1I: STOCKS WITH LONG-TERM PRICE GROWTH POTENTIAL
(primarily suitable for investors with a 3- to 5-year horizon)
Ratings & 3- to 5-yr
Reports Recent  Time- Appreciation

Page Ticker Company Price  liness Safety P/E  Yield% Beta Potential Industry Name
1546  AFL Aflac Inc. 47.56 3 3 8.1 2.9 1.20 45 - 120% Insurance (Life)
1399 AAPL  Apple Inc. 661.31 2 2 13.3 1.6 1.00 65 - 120  Computers/Peripherals
974 CVS CVS Caremark Corp. 48.49 2 1 14.1 1.3 0.80 45 - 85  Pharmacy Services
355 CBOU Caribou Coffee 13.95 3 4 29.7 Nil 0.95 15 - 80  Restaurant

1602 CELG  Celgene Corp. 78.42 3 2 19.4 Nil 0.75 30 - 80  Drug

2327 DIS Disney (Walt) 51.64 2 1 16.3 1.2 1.05 15 - 45  Entertainment

927 DY Dycom Inds. 14.40 3 3 13.7 Nil 1.40 110 - 215  Telecom. Services
2625 GOOG Google, Inc. 756.99 3 2 20.7 Nil 0.90 20 - 65 Internet
2106  GES Guess Inc. 25.08 5 3 10.9 3.2 1.25 140 - 260 Apparel
2307 HOG  Harley-Davidson 42.11 3 3 14.0 1.5 1.50 40 - 115 Recreation

1920 HRL Hormel Foods 29.75 3 1 14.7 2.1 0.65 35 - 70  Food Processing
1001 MGA  Magna Int'| ‘A’ 44.53 2 3 8.3 2.5 1.20 80 - 170 Auto Parts

1590 MOS  Mosaic Company 55.76 4 3 12.3 1.8 1.55 50 - 125  Chemical (Basic)
2418 NOV  National Oilwell Varco  80.73 2 3 13.3 0.6 1.55 40 - 115  Oilfield Svcs/Equip.
1978 PEP PepsiCo, Inc. 70.62 3 1 18.2 3.1 0.60 55 - 90 Beverage

966 QCOM Qualcomm Inc. 61.79 3 2 18.7 1.6 0.85 40 - 85  Telecom. Equipment
1007 TEN Tenneco Inc. 28.92 3 4 8.2 Nil 2.35 90 - 230 Auto Parts

1579 TIE Titanium Metals 12.80 3 3 18.6 2.3 1.75 95 - 215  Metals & Mining (Div.)
753 X U.S. Steel Corp. 18.99 4 3 9.9 1.1 1.75 215 - 350  Steel

814 UNH  UnitedHealth Group 56.80 3 2 11.3 1.5 1.00 65 - 120  Medical Services

To qualify for purchase in the above portfolio, a stock must have worthwhile and longer-term appreciation potential. Among the factors considered for selection are
a stock’s Timeliness and Safety Rank and its 3- to 5-year appreciation potential. (Occasionally a stock will be unranked (NR), usually because of a short trading
history or a major corporate reorganization.) Stocks in the above portfolio are selected and monitored by Justin Hellman, Editorial Analyst.

PORTFOLIO 1V: STOCKS WITH ABOVE-AVERAGE DIVIDEND YIELDS
(primarily suitable for investors interested in current income)
Ratings &
Reports Recent Time- Financial

Page Ticker Company Price liness Safety P/E  Yield% Beta  Strength Industry Name

922 T AT&T Inc. 37.81 1 1 14.9 4.7 0.75 At+ Telecom. Services
1594 ABT Abbott Labs. 68.54 NR 1 13.2 3.0 0.60 A++ Drug

903 LNT Alliant Energy 43.49 2 2 14.5 4.3 0.70 A Electric Util. (Central)
1041 BT BT Group ADR 37.40 2 3 9.8 3.9 1.00 B+ Telecom. Utility
1990 BTI Brit. Amer Tobac. ADR  104.74 3 2 15.8 4.0 0.70 B++ Tobacco

140 ED Consol. Edison 59.65 2 1 15.5 4.1 0.60 A+ Electric Utility (East)
1587 DD Du Pont 49.50 3 1 1.5 3.5 1.15 A++ Chemical (Basic)
1526 HCN Health Care REIT 58.61 2 3 60.4 5.4 0.85 B+ R.E.LLT.

1917 HNZ  Heinz (H.).) 56.36 2 1 15.9 3.7 0.65 A+ Food Processing
1162 IP Int’l Paper 35.99 3 3 12.9 2.9 1.40 B+ Paper/Forest Products
542 LG Laclede Group 43.27 3 2 16.3 3.8 0.60 B++ Natural Gas Utility

2312 MAT Mattel, Inc. 35.42 1 2 14.2 3.5 0.85 A Recreation
366 MCD  McDonald’s Corp. 90.93 3 1 16.4 3.4 0.60 A++ Restaurant
720 NOC  Northrop Grumman 67.86 3 1 9.8 3.2 0.85 A++ Aerospace/Defense
916 OGE  OGE Energy 55.79 3 2 16.1 2.9 0.75 A Electric Util. (Central)
1993  RAI Reynolds American 43.37 1 2 14.9 5.4 0.55 B+ Tobacco
513 RDSA  Royal Dutch Shell ‘A’ 69.92 3 1 9.4 4.9 1.05 A++ Petroleum (Integrated)
151 SO Southern Co. 45.57 2 1 17.0 4.4 0.55 A Electric Utility (East)
1037 WPC  W.P. Carey Inc. 48.05 3 3 18.2 5.4 0.90 B+ Property Management
412 WM Waste Management 31.67 3 2 14.2 4.6 0.80 A Environmental

To qualify for purchase in the above portfolio, a stock must have a yield that is at least 1% above the median for the Value Line universe, a Timeliness Rank of at least
3, and a Financial Strength Rating of at least B+. If a stock’s Timeliness Rank falls below 4, that stock will be automatically removed. Stocks are selected and
monitored by Adam Rosner, Editorial Analyst.
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Model Portfolios: Company Snapshots

Some of the holdings in the Model
Portfolios, though integral to each group
of 20 stocks, may have held their posi-
tions for some time without receiving at-
tention. To bring interested subscribers
up to date, a handful of these less visible
contributors are now featured in the
Model Portfolios: Company Snapshots
page, which appears on an occasional
basis in Selection & Opinion.

The rationale for making any trades in
the portfolios, along with a brief analy-
sis of the salient factors that are current-
ly affecting each group’s performance,
continues to be found in the Model
Portfolios: Recent Developments page
included in this and every issue of
Selection & Opinion.

Regeneron Pharmaceuticals (REGN)

Held In: Portfolio |

Purchase Date: September 24, 2012
Purchase Price: $144.16

Recent Price: $157.02

Regeneron Pharmaceuticals is a
Tarrytown, New York-based biophar-
maceutical outfit that develops and
commercializes medicines for the treat-
ment of serious medical conditions. The
company currently has two products:
EYLEA, which is used to treat wet age-
related macular degeneration; and
ARCALYST, which isusedtotreatarare
immune disorder called Cryopyrin-
Associated Periodic Syndromes
(CAPS). It also has many products in
clinical development, and has invented
a promising antibody technology that
should lead to several compounds com-
ing to market.

The shares have been on a meteoric rise
over the past several quarters, as regu-
latory approvals of Regeneron’s two key
drugs have piled up. What’s more, near-
term prospects appear bright, consider-
ing the momentum of EYLEA and the
likelihood that other medicines in the
pipeline will emerge as growth drivers.
And the company should have no trou-
ble remaining aggressive on the R&D

front, thanks to its sound balance sheet
and improving cash flow.

We hold 1,625 REGN shares, unchanged
from our recent purchase in late Septem-
ber. It is not often that a small biotech
firm can make the cut for Portfolio I, but
Regeneron has gone from posting wide
losses to strong earnings in short order,
as its drug development efforts have
borne fruit. We note the stock has per-
formed well since being added to the
group, and our expectations are that it
will likely continue to do so.

Aflac Inc. (AFL)

Held In: Portfolio Il

Purchase Date: March 30, 2009
Purchase Price: $32.62

Recent Price: $47.56

Aflac, with over $20 billion in annual
sales, markets and administers supple-
mental health and life insurance servic-
es. The company is the largest provider
of individual guaranteed-renewable in-
surance products in the U.S., and the
number one insurer in terms of individ-
ual policies in force in Japan, which ac-
counts for roughly three-quarters of its
profits. Its products, which help fill
gaps in customers’ primary coverage,
include care plans, general medical ex-
pense plans, living benefit life plans,
and cancer expense plans.

The stock has rebounded nicely since
we added it to the portfolio in 2009,
when investors feared that Aflac may
have been exposed to hard-hit hybrid
securities issued by European financial
institutions. Those concerns turned out
to be overblown, and investment-relat-
ed impairment charges proved to be
quite manageable. Moreover, the com-
pany appears set to deliver record re-
sults this year, despite lackluster
employment trends in the U.S. and Ja-
pan. Growth will be driven, we think, by
rate hikes, a favorable repositioning of
the Japanese investment portfolio, and
a more diverse selling strategy. Stock
buybacks should also bolster share net,

as Aflac plans to step up repurchase ac-
tivity now that investment losses are
narrowing.

We own 4,900 AFL shares at a cost of
$32.62 a share, which leaves us with an
unrealized gain of 46% on the position.
And we intend to stand pat for now, giv-
en the decent dividend yield (now about
2.8%), as well as the prospects for sol-
id earnings growth both this year and
out to 2015-2017.

Health Care REIT (HCN)

Held In: Portfolio IV
Purchase Date: June 25, 2012
Purchase Price: $56.35
Recent Price: $58.61

Health Care REIT is a large-cap REIT
that invests in senior housing and
healthcare-related real estate, and offers
complementary property management
and development services. It maintains
a portfolio of over 1,000 properties
spread across 46 states and Canada.

Health Care REIT has been posting re-
spectable results of late. Significant top-
line advances reflect both a better
operating environment, as well as contri-
butions from ongoing acquisitions. We
look for the REIT to report funds from
operations (FFO) of $3.60 per share this
year, a decent improvement over last
year’s showing. Moreover, the company
has been actively making investments in
properties, and recently announced that
itwill purchase Sunrise Senior Living. In
addition to cash and debt, the REIT often
issues equity to help finance investments.
Although expansion often creates risk,
Health Care REIT has historically done
a fine job of integrating acquisitions.

We hold 1,550 HCN shares, and have a
modest unrealized gain on our position.
The stock, now favorably ranked for
Timeliness, is notably stable, with a beta
coefficient of 0.85, somewhat below the
market’s 1.00 reading. And it offers in-
come-oriented investors a solid, better-
than-5% dividend yield at present.
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Income Stocks with Worthwhile Total Return Potential

This screen focuses on stocks with good
current dividend yields that have at least
average prospects for relative price per-
formance over the next three to five
years. This combination should result in
a group of stocks with worthwhile total
return potential.

In the first two steps of the selection
process, we limited the field to equities
with Timeliness ranks of 3 (Average), or
better, and Safety ranks of at least 3
(Average). Next, we pared our universe
with respect to income generation. We
selected issues with current dividend

yields of at least 3.5%, 120 basis points
(1.2%) above the current median of
2.3% for all dividend-paying stocks
under Value Line’s review; projected
2015-2017 dividend yields were pegged
to be at least 2.5%. We then required that
equities with three- to five-year project-
ed price appreciation of less than 75%
to be cast aside (the current median is
60%). From this group, we selected is-
sues with a projected average annual
total return to 2015-2017 (price gains
plus dividends) of at least 19%, which
is quite favorable in light of the fact that
we may experience a period of lower

economic growth with a reduction in
available investment returns. Finally, to
be included in our list, a company had
to have a financial strength rating of no
lower than B, and a recent stock price of
at least $10 a share.

Investors seeking above-average cur-
rent income, along with worthwhile
three- to five-year total return potential,
may find these equities of interest.
Nonetheless, we would encourage sub-
scribers to consult each company’s most
recent review in Rating & Reports be-
fore making new commitments.

Ratings & 3-5 Year 3-5 Year
Reports Recent  Time- Current 3-5 Year Appreciation  Avg. Total
Page Ticker Company Price liness  Safety Yield Est. Yield Potential Return
2643 BX Blackstone Group LP 14.03 3 3 3.7% 3.4% 150% 29%
1045 DTEGY Deutsche Telekom ADR 12.56 3 2 7.0 5.2 80 21
2549 Fil Federated Investors 20.63 3 3 4.7 3.6 80 20
332 GLNG Golar LNG Ltd. 38.38 2 3 4.2 3.0 150 28
1991 LO Lorillard Inc. 116.51 2 2 5.3 3.7 85 21
1549 MFC Manulife Fin’l 12.11 3 3 4.3 2.6 150 28
1370 MCHP Microchip Technology 33.37 2 3 4.2 2.9 125 25
1510 PBCT People’s United Fin'l 12.12 3 3 5.3 3.0 105 23
1986 PHG Philips Electronics NV 23.55 3 3 4.2 2.8 90 20
1954 SWYy Safeway Inc. 16.07 3 3 4.7 2.6 150 28
1027 SJRB.TO Shaw Commun. ‘B’ 20.31 3 3 4.8 3.0 85 20
1764 Sl Siemens AG (ADS) 101.54 3 3 3.8 2.5 85 19
517 TOT Total ADR 50.59 3 1 5.9 4.4 80 20

©2012, 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, KSR bscribe call 1-800-833-0046.

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.



OCTOBER 12, 2012 VALUE LINE SELECTION & OPINION PAGE 1333
Selected Yields
3 Months Year 3 Months Year
Recent Ago Ago Recent Ago Ago
(10/3/12)  (7/03/12) (10/05/11) (10/3/12)  (7/03/12) (10/05/11)
TAXABLE
Market Rates Mortgage-Backed Securities
Discount Rate 0.75 0.75 0.75 GNMA 5.5% 0.77 1.39 1.54
Federal Funds 0.00-0.25 0.00-0.25  0.00-0.25 FHLMC 5.5% (Gold) 2.00 1.92 2.23
Prime Rate 3.25 3.25 3.25 FNMA 5.5% 1.69 1.84 2.13
30-day CP (A1/P1) 0.28 0.26 0.41 FNMA ARM 2.22 2.27 2.47
3-month LIBOR 0.35 0.46 0.38 Corporate Bonds
Bank CDs Financial (10-year) A 3.00 3.33 3.88
6-month 0.13 0.20 0.17 Industrial (25/30-year) A 3.78 3.99 4.29
1-year 0.16 0.32 0.21 Utility (25/30-year) A 3.84 3.93 4.21
5-year 0.86 1.09 1.18 Utility (25/30-year) Baa/BBB 4.16 4.37 4.65
U.S. Treasury Securities Foreign Bonds (10-Year)
3-month 0.09 0.08 0.01 Canada 1.74 1.71 2.14
6-month 0.13 0.15 0.02 Germany 1.47 1.45 1.84
1-year 0.16 0.20 0.09 Japan 0.77 0.82 0.97
5-year 0.62 0.70 0.95 United Kingdom 1.72 1.72 2.36
10-year 1.57 1.63 1.89 Preferred Stocks
10-year (inflation-protected)  -0.90 -0.51 0.08 Utility A 5.14 5.39 5.29
30-year 2.68 2.74 2.85 Financial BBB 6.51 6.53 6.51
30-year Zero 3.08 2.95 3.03 Financial Adjustable A 5.48 5.48 5.48
; ; TAX-EXEMPT
Treasury Security Yield Curve Bond Buyer Indexcs
6.00% 20-Bond Index (GOs) 3.67 3.95 3.93
25-Bond Index (Revs) 4.31 4.69 5.01
5.00% - General Obligation Bonds (GOs)
1-year Aaa 0.19 0.19 0.20
4.00% _| 1-year A 0.82 0.91 0.97
5-year Aaa 0.69 0.86 1.13
3.00% | 5-year A 1.62 1.91 2.18
’ 10-year Aaa 1.90 2.04 2.36
10-year A 3.01 3.13 3.47
2.00% — 25/30-year Aaa 3.30 3.55 3.88
25/30-year A 4.73 4.87 5.53
1.00% — — Current Revenue Bonds (Revs) (25/30-Year)
7 — Year-Ago Education AA 4.22 4.32 4.56
0.00% Electric AA 4.30 4.63 4.92
861235 10 30 Housing AA 4.67 4.75 5.55
Mos.  Years .
Hospital AA 4.42 4.57 4.92
Toll Road Aaa 4.23 4.40 4.58

Source: Bloomberg Finance L.P.

Federal Reserve Data

BANK RESERVES
(Two-Week Period; in Millions, Not Seasonally Adjusted)

Recent Levels

Average Levels Over the Last...

9/19/12 9/5/12 Change 12 Wks. 26 Wks. 52 Wks.
Excess Reserves 1425100 1450818 -25718 1462603 1471716 1498949
Borrowed Reserves 2007 2516 -509 3670 5115 7331
Net Free/Borrowed Reserves 1423093 1448302 -25209 1458934 1466600 1491618

MONEY SUPPLY
(One-Week Period; in Billions, Seasonally Adjusted)

Recent Levels

Ann’l Growth Rates Over the Last...

) 9/17/12 9/10/12 Change 3 Mos. 6 Mos. 12 Mos.
M1 (Currency+demand deposits) 2385.8 2373.4 12.4 25.8% 15.7%  12.7%
M2 (M1+savings+small time deposits) 10137.9 10124.1 13.8 8.5% 7.2% 7.1%

Source: United States Federal Reserve Bank
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Tracking the Economy
ISM - Manufacturing I ndex ISM - Nonmanufacturing I ndex
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Major Insider Transactions
PURCHASES
Latest
Full-Page Timeliness Shares Shares Price Recent
Report Rank Company Insider, Title Date Traded Held Range Price
711 3 Esterline Technologies J. Morris, Dir. 9/24/12 1,000 10,938 $57.99 58.74
1916 1 Hain Celestial Group R.C. Berke, Dir. 9/19/12 1,000 18,500 $68.02 65.40
1137 1 Home Depot R. Sargent, Dir. 9/21/12 1,667 3,467 $59.44 60.33
2375 3 Media General ‘A’ W. Robertson, Dir. 9/24/12 10,000 10,000 $5.16 5.07
2015 5 Rovi Corp. T. Carson, CEO 9/25/12 15,000 152,160 $15.00 14.29
2235 5 Wet Seal ‘A’ H. Kahn, Dir. 9/21/12 35,000 292,029 $3.22 3.18
2235 5 Wet Seal ‘A’ J. Duskin, Dir. 9/21/12 23,500 133,909 $3.19 3.18
SALES
Latest
Full-Page Timeliness Shares Shares Price Recent
Report Rank Company Insider, Title Date Traded Held Range Price
430 3 Alliance Data Sys. R.A. Minicucci, Dir. 9/21/12 30,000 121,278 $142.61 141.87
2126 3 AutoZone Inc. G.R. Mrkonic Jr., Dir. 9/24/12 6,000 3,698 $370.06 369.91
990 1 Drew Industries E.W. Rose, Dir. 9/21/12-9/24/12 130,657 737,194 $30.15-$30.36 30.80
2383 3 Lamar Advertising W. Reilly, Dir. 9/24/12 54,850 88,758 $37.02 37.40
1138 3 Lowe’s Cos. G.M. Keener Jr., Officer 9/20/12 62,453 76,590 $29.52 30.29
1640 2 On Assignment E.A. Sheridan, Dir. 9/21/12 1,639,832 2,095,433 $16.18 19.95
723 3 Raytheon Co. W.H. Swanson, Chair. 9/24/12 200,000 665,870 $57.83 54.75

*

+

Beneficial owner of more than 10% of common stock.
Includes only large transactions in U.S.-traded stocks; excludes shares held in the form of limited partnerships, excludes options & family trusts.

Major Insider Transactions are obtained from Vickers Stock Research Corporation.
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Market Monitor

13-week 50-week Last market top  Last market bottom
Valuations and Yields 10/3 9/26 range range _ (7-13-2007) (3-9-2009)
Median price-earnings ratio of VL stocks 15.3 15.3 14.2-153 13.4-15.8 19.7 10.3
P/E (using 12-mo. est’d EPS) of DJ Industrials 13.2 13.0 12.2-13.3 11.4-13.3 16.1 17.3
Median dividend yield of VL stocks 2.3% 2.3%  23-25% 2.1-25% 1.6% 4.0%
Div'd yld. (12-mo. est.) of DJ Industrials 2.7% 2.7% 27-2.8% 2.6-2.9% 2.2% 4.0%
Prime Rate 3.3% 3.3% 33-33% 33-33% 8.3% 3.3%
Fed Funds 0.2% 0.2% 0.1-0.2% 0.1-0.2% 5.3% 0.2%
91-day T-bill rate 0.1% 0.1% 0.1-0.1% 0.0-0.1% 5.0% 0.3%
AAA Corporate bond yield 3.4% 34%  3.2-3.6% 3.2-41% 5.8% 5.5%
30-year Treasury bond yield 2.7% 28%  25-29% 25-3.4% 5.1% 3.7%
Bond yield minus average earnings yield -3.1% -3.1% -3.8--29% -3.8--2.3% 0.7% -4.3%
Market Sentiment
Short interest/avg. daily volume (5 weeks) 19.2 20.0 17.8-23.0 13.1-23.0 8.1 8.6
CBOE put volume/call volume .87 .85 .74-1.00 .67 -1.31 91 93
VALUE LINE ASSET ALLOCATION MODEL INDUSTRY PRICE PERFORMANCE
(Based only on economic and financial factors) LAST SIX WEEKS ENDING 10/2/2012
Current (effective market open 4/2/12) Previous
7 Best Performing Industries
Common Stocks 60%-70% 65%-75% Homebuilding +16.1%
Precious Metals +15.0%
Cash and Treasury Issues 40%-30% 35%-25% . .
Medical Services +10.2%
Building Materials +8.5%
5% Newspaper +8.2%
- . o
ol INTEREST RATES Metals & Mining (Div.) +7.4%
: Furn/Home Furnishings +6.8%
Prime Rate 5
% : ey :""I :\ Federal Funds
-l 30-Year Treasury Bond 7 Worst Performing Industries
Previous Trucking -9.5%
% , Recent Week Semiconductor Equip. -8.2%
Prime Rate 33% 3.3%
0% ; e e J Fed Funds 0.2% 0.2% Coal -7.3%
0, 0,
Q4 2011 Q1 2012 Q2 2012 Q3 2012 Q4 2012 30-Yr. Treasury  2.7%  2.8% Semiconductor -6.2%
Electronics -6.2%
1367Index: 12/30/1988 = 100 Power -5.6%
| VALUE LINE UNIVERSIIEJreViOus Steel -5.2%
130 Recent Week . . .
L The corresEondmg change in the Value Line
A . . <
A Advances 927 488 Arithmetic Average* is +2.4%
1241 Declines 753 1198
L Issues Covered 1706 1705
| Market Value
e ‘ . . . | ($ Trillion) 19.728 19.804
Q4 2011 Q12012 Q22012 Q32012 Q42012 CHANGES IN FINANCIAL
STRENGTH RATINGS
800 )
Ratings &
Prior New Reports
600 VALUE LINE UNIVERSE Company Rating Rating Page
New Highs
400 New Lows Bristol-Myers Squibb A+ A++ 1601
. Georgia Gulf C++ B 1589
Previous
200 Recent Week PDL BioPharma ~ C++  C+ 1621
New Highs 281 Pfizer Inc. A+ A++ 1625
0™ 5a 2011 Q1 2012 Q2 2012 03 2012 04 2012 "
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Stock Market Averages

VALUE LINE ESTIMATED P/E, YIELD, APPRECIATION POTENTIAL
VERSUS DOW JONES INDUSTRIALS (JANUARY 2, 1996 - OCTOBER 2, 2012)
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1996 1998 2000 2002 2004 2006 2008 2010 2012
THE VALUE LINE GEOMETRIC AVERAGES Arithmetic* THE DOW JONES AVERAGES
rithmetic
Composite Industrials  Rails Utilities Composite Composite Industrials Transportation  Utilities
1676 stocks 1572 stocks 8 stocks 96 stocks 1676 stocks 65 stocks 30 stocks 20 stocks 15 stocks
9/27/2012 361.57 289.53 4951.06 260.26 3074.63 4458.56 13485.97 4941.20 473.88
9/28/2012 359.58 287.86 4900.21 259.67 3058.03 4441.70 13437.13 4892.62 475.75
10/1/2012 360.36 288.47 4931.30 258.67 3065.28 4454.37 13515.11 4899.73 474.11
10/2/2012 360.84 288.80 4939.27 259.96 3069.80 4453.92 13482.36 4908.44 475.95
10/3/2012 360.65 288.65 495498 259.73 3068.65 4475.05 13494.61 4966.10 478.82
%Change
last 4 weeks +2.5% +2.5% -0.1% +2.4% +2.8% +2.4% +3.4% +0.3% +2.7%

WEEKLY VALUE LINE GEOMETRIC AVERAGES* (OCTOBER 1, 2011 - OCTOBER 3, 2012)
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Dear Subscribers,

As part of our ongoing efforts to keep The
Value Line Investment Survey the
most valuable investment resource for our
subscribers, all updated Ranks are now
being released on the Value Line Web Site
at 8:00 A.M. Eastern Time on Mondays. You
can access all the Ranks each week at
www.valueline.com by entering your
user name and password. We look forward
to continuing to provide you with accurate
and timely investment research. Thank you.
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ECONOMIC AND STOCK MARKET COMMENTARY

The nation is not creating jobs at the
pace needed to materially bring down
the unemployment rate. That point was
driven home by payroll data issued on
September 7th, in which the government
reported that 96,000 jobs were added in
August, down from the 141,000 posi-
tions created in July. True, payrolls are
now in a long multi-month uptrend, but
the gains remain insufficient to push the
jobless rate below 8.1%—a level that
was reached in April and again last
month. Our sense is that we need
200,000 or so new hires per month to
markedly lower the jobless rate. We are
clearly nowhere near that level, and may
not get there—on a sustained basis—for
some months yet.

The dour jobs outlook has major ram-
ifications for housing, where potential
buyers—enticed by record low mortgage
rates and depressed selling prices—
would normally be flooding the market.
However, high joblessness, fears about
possible employment losses among those
still working, and toughened credit stan-
dards are making many reluctant to even
start a search, thereby putting a cap on
housing’s nascent recovery.

Elsewhere, things are starting to look
up—but at a slow and uneven pace.
For example, we are seeing gains in non-

manufacturing activity, the auto sector,
and personal income. Such improvement,
along with better trends in housing, sug-
gests that GDP growth will average 1.5%-
2.0% over the next 12 months—assuming
the “fiscal cliff ” of pending tax hikes and
spending cuts can be avoided via timely
action by Congress. The recent move by
the Federal Reserve Board to launch a
major new round of bond buying in an ef-
fort to further drive down long-term inter-
est rates reflects the lingering uneasiness
about the likely listless pace of GDP
growth and, in particular, the jobs market.

The summer rally in the stock market
arrived on schedule, and it has been a
formidable one, with the averages surging
to multi-year highs in September. Low in-
terest rates, a cooperative Fed, and some
apparent selective optimism on the domes-
tic economic front cheered on the bulls.

Conclusion: We think there is logic to the
market’s move higher. But we caution that
stocks are now more richly valued, making
them vulnerable to possible event risks—
especially with regard to the “fiscal cliff”
and to uncertain global events, both on the
economic front and more recently in the
always fractious Middle East. Please refer
to the inside back cover of Selection &
Opinion for our statistically-based Asset
Allocation Model’s current reading.

CLOSING STOCK MARKET AVERAGES AS OF PRESS TIME

%Change  %Change

9/5/2012 9/12/2012 1 week 12 months

Dow Jones Industrial Average 13047.48 13333.35 +2.2% +20.5%
Standard & Poor’s 500 1403.44 1436.56 +2.4% +23.6%
N.Y. Stock Exchange Composite 7992.01 8267.31 +3.4% +17.3%
NASDAQ Composite 3069.27 3114.31 +1.5% +24.8%
NASDAQ 100 2766.95 2791.68 +0.9% +27.4%
American Stock Exchange Index 2404.88 2420.49 +0.6% +10.5%
Value Line (Geometric) 351.89 363.75 +3.4% +15.8%
Value Line (Arithmetic) 2983.64 3087.21 +3.5% +23.2%
London (FT-SE 100) 5657.86 5782.08 +2.2% +12.7%
Tokyo (Nikkei) 8679.82 8959.96 +3.2% +5.0%
Russell 2000 821.23 845.12 +2.9% +24.3%
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Model Portfolios: Recent Developments

PORTFOLIO |

Portfolio | has performed well so far in
the September period. Nonetheless, we
are selling our holdings in Coinstar and
Dana Holding shares this week. Both
stocks have contributed nicely to the
portfolio’s performance since being
added in the third quarter of 2011. How-
ever, their respective Timeliness ranks
have dropped to 3 (Average), and they
can no longer be held. As it stands now,
we should realize respectable gains on
these shares’ final exit. The open posi-
tions will be taken by Cytec Industries
and Equifax, Inc. shares.

Cytec is in the specialty chemicals and
materials business. It is now in the pro-
cess of reconfiguring its operating
structure to achieve faster growth. On
point, the sale of its Coating Resins
group is on track to be completed by
yearend. The recent acquisition of Ume-
co plc and increased investment in its
Engineered Materials and Process Sep-
aration groups also figure into its strat-
egy for improvement. In the end, the
automotive and aerospace markets will
have increased importance for Cytec.

Meanwhile, consumer and financial in-
formation provider Equifax has per-
formed well in recent quarters.
Although the potential for reduced lend-
ing (mortgages) may hamper its growth
in the second half, the company has a
proven track record of managing
through soft spots such as these. The
stock should fitin nicely with Portfolio
I, while also adding a degree of stabili-
ty to the group.

PORTFOLIO 11

Kraft Foods’ roadshow ahead of the
planned separation of the international
snack business and the North American
grocery operations on October 1st was
not well received by investors. The gro-
cery group expects organic sales
growth to be only in line with the mar-
ket, and free cash flow will be less than
the target range due to an extra tax pay-
ment next year. Still, most of the disap-
pointment seems to have stemmed from

the snack side. Its 2013 sales were pro-
jected to be at the low end of long-term
goals, and earnings will likely be hurt
by currency valuations. On the day of
this presentation, the share price de-
cline erased all of the stock’s strong
August performance and then some.
Portfolio 11 is not selling its holding at
this lower level, however, in light of
expectations for consistent earnings
growth and a superior dividend payout
at Kraft Foods Group, the new name of
the grocery business.

More positive news for Portfolio Il was
the recent approval by the Food and
Drug Administration of the new multi-
ple sclerosis pill from Sanofi. The oral
therapy (the second in the U.S. market)
may not be quite as effective as other
treatments, but the side effects are
milder. Many sufferers in this multi-
billion-dollar-a-year market often don’t
take their drugs because of the nasty
side effects.

PORTFOLIO 1l

Portfolio I11 continues to push higher as
the third quarter draws to a close. Part of
this is due to the resiliency of the broad-
er stock market, but a bounce in some of
the group’s laggards, particularly for-
profit school chain ITT Educational
Services, has also been a plus. Our com-
modity plays, including National
Oilwell Varco, Mosaic, and U.S. Steel,
have been bid up by investors, as well.

National Oilwell shares have been a big
winner for us since we purchased them
back in April of 2007. In fact, we are
now up roughly 150% on our initial po-
sition in this well-run oilfield services
provider. We see no reason to take prof-
its at this time, however, given the tail-
winds from what will likely be a
multiyear rig replacement cycle. The
company is also poised to benefit, we
think, from increased drilling activity in
the Gulf of Mexico and new regions
across East Africa and Southeast Asia.
Large infrastructure investments in
Brazil, Korea, and Russia should pay off
over time, too.

Apple stock, meanwhile, is trading
near its all-time high after the tech gi-
ant unveiled the long-awaited iPhone
5. This latest smartphone offers nota-
ble improvements over earlier genera-
tions, such as a larger screen, a
longer-lasting battery, an updated op-
erating system, and a faster processor.
It ought to be a cash cow for the com-
pany in the coming quarters. We are
making no changes to Portfolio I11 this
week, though we continue to look for
quality issues with good long-term ap-
preciation potential.

PORTFOLIO IV

The U.S. stock market continues to
head higher as we move through
September, with the S&P 500 Index
reaching new 52-week high ground.
Portfolio 1V is holding up relatively
well, but has had some laggards this
quarter. Our utility stocks have
weighed on our performance over the
last few months. Also, our real estate
issues, W.P. Carey and Health Care
REIT have not done much to
help. Elsewhere, tobacco issues,
British American Tobacco and
Reynolds American have not partici-
pated in the rally either. Some of this
may be due to concerns about height-
ened restrictions on smoking.

Fortunately, we have benefited from
strength in a few issues. International
Paper remains our top performer for
the quarter so far, as investors are op-
timistic about a recent acquisition and
restructuring efforts. BT Group is do-
ing well despite problems in Europe, as
that stock recently gapped up to ahita
new 52 week high. Further, toy mak-
er Mattel, which should benefit from
new product rollouts, is also near new
high ground.

Our cash position has edged upward, to
over 3% of our portfolio’s value, and
we will likely be rebalancing our posi-
tions in an effort to bring this figure
down. Aside from this, we are not mak-
ing any significant changes to our
holdings this week.
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PORTFOLIO I: STOCKS WITH ABOVE-AVERAGE YEAR-AHEAD PRICE POTENTIAL
(primarily suitable for more aggressive investors)
Ratings &
Reports Recent Time- Financial
Page Ticker ~Company Price liness Safety P/E  Yield% Beta  Strength Industry Name
1172 BLL Ball Corp. 42.95 2 2 13.5 0.9 0.95 B++ Packaging & Container
159 CAT Caterpillar Inc. 88.60 1 3 8.8 2.3 1.30 A+ Heavy Truck & Equip
358 CBRL Cracker Barrel 65.45 1 3 14.0 2.4 1.00 B+ Restaurant
2435  CYT Cytec Inds. 66.94 1 3 22.0 0.7 1.45 B++ Chemical (Diversified)
1023 DTV DIRECTV 52.84 1 3 11.4 Nil 0.90 B+ Cable TV
435 EFX Equifax, Inc. 46.86 1 2 15.9 1.5 0.90 A Information Services
2220 FL Foot Locker 36.50 1 3 14.8 2.0 1.05 B++ Retail (Softlines)
2158 GCO Genesco Inc. 70.62 2 3 14.5 Nil 1.15 B+ Shoe
1014  HELE Helen of Troy Ltd. 32.69 2 3 8.7 Nil 1.10 B++ Toiletries/Cosmetics
734 KMT Kennametal Inc. 38.94 2 3 9.4 1.6 1.40 A Metal Fabricating
1336 NCR NCR Corp. 23.10 2 3 13.0 Nil 1.20 B+ Electronics
343 NSC Norfolk Southern 73.52 1 2 12.0 2.7 1.05 A Railroad
325 ODFL  Old Dominion Freight ~ 31.54 1 3 16.0 Nil 1.10 B+ Trucking
976  OCR Omnicare, Inc. 33.95 2 3 10.1 0.8 1.00 B++ Pharmacy Services
2587 ORCL  Oracle Corp. 32.32 2 1 12.4 0.9 0.95 A++ Computer Software
2113 PVH PVH Corp. 92.73 2 3 14.6 0.2 1.25 B+ Apparel
132 TMO Thermo Fisher Sci. 59.08 2 2 12.1 0.9 0.95 A Precision Instrument
729 TGl Triumph Group Inc. 59.23 1 3 10.2 0.3 1.10 B++ Aerospace/Defense
2120  VFC V.F. Corp. 155.75 1 2 14.9 1.8 0.90 A Apparel
1630  WPI Watson Pharmac. 82.81 1 2 13.5 Nil 0.75 B++ Drug

To qualify for purchase in the above portfolio, a stock must have a Timeliness Rank of 1 and a Financial Strength Rating of at least B+. If a stock’s Timeliness rank falls
below 2, it will be automatically removed. Stocks in the above portfolio are selected and monitored by Charles Clark, Associate Research Director.

PORTFOLIO II: STOCKS FOR INCOME AND POTENTIAL PRICE APPRECIATION
(primarily suitable for more conservative investors)
Ratings &
Reports Recent  Time- Financial
Page Ticker ~Company Price  liness Safety = P/E Yield% Beta  Strength Industry Name
1594  ABT Abbott Labs. 67.33 1 1 13.2 3.0 0.60 A++ Drug
2600 ADP Automatic Data Proc.  58.84 1 1 20.0 29 0.80 At++ IT Services
503 CVX Chevron Corp. 114.18 3 1 79 3.2 0.95 A++ Petroleum (Integrated)
1969 KO Coca-Cola 37.77 2 1 18.2 2.7 0.60 A++ Beverage
1189 CL Colgate-Palmolive 102.82 3 1 189 2.6 0.60 A++ Household Products
2395 COP ConocoPhillips 56.37 NR 1 8.6 4.7 NMF A++ Petroleum (Producing)
1587 DD Du Pont 51.05 3 1 1.6 3.4 1.15 A++ Chemical (Basic)
332 GLNG  Golar LNG Ltd. 38.44 2 3 153 4.2 1.60 B Maritime
1752 HON Honeywell Int'l 59.79 2 1 129 25 1.15 A++ Diversified Co.
1360 INTC Intel Corp. 23.34 3 1 10.0 3.9 1.00 A++ Semiconductor
1924  KFT Kraft Foods 39.77 NR 1 155 2.9 0.65 A+ Food Processing
718 LMT Lockheed Martin 92.24 3 1 1.6 4.7 0.80 A++ Aerospace/Defense
407 RSG Republic Services 28.22 3 3 14.1 3.3 0.90 B+ Environmental
1626 SNY Sanofi ADR 43.18 3 1 18.4 4.2 0.80 A+ Drug
1731 SNA Snap-on Inc. 72.21 2 2 14.0 1.9 1.10 A+ Machinery
1767 MMM 3M Company 91.17 3 1 13.7 26 0.80 A++ Diversified Co.
345 UNP Union Pacific 124.19 1 2 14.5 1.9 1.15 A Railroad
316 UPS United Parcel Serv. 73.54 3 1 15.6 3.1 0.85 A Air Transport
942 VZ Verizon Communic. 44.24 1 1 17.3 4.7 0.70 A++ Telecom. Services
2153  WMT  Wal-Mart Stores 74.06 2 1 149 2.1 0.60 A++ Retail Store

To qualify for purchase in the above portfolio, a stock must have a yield that is in the top half of the Value Line universe, a Timeliness Rank of at least 3 (unranked
stocks may be selected occasionally), and a Safety Rank of 3 or better. If a stock's Timeliness Rank falls below 3, that stock will be automatically removed.
(Occasionally a stock will be unranked (NR), usually because of a short trading history or a major corporate reorganization.) Stocks are selected and monitored by
Craig Sirois, Editorial Analyst.
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PORTFOLIO l1I: STOCKS WITH LONG-TERM PRICE GROWTH POTENTIAL
(primarily suitable for investors with a 3- to 5-year horizon)
Ratings & 3- to 5-yr
Reports Recent  Time- Appreciation

Page Ticker Company Price  liness Safety P/E  Yield% Beta Potential Industry Name
1546  AFL Aflac Inc. 48.62 3 3 8.4 2.7 1.20 45 - 115% Insurance (Life)
1397 AAPL  Apple Inc. 660.59 3 2 14.4 1.6 1.00 65 - 125  Computers/Peripherals
974 CVS CVS Caremark Corp. 46.05 2 1 13.3 1.4 0.80 50 - 95  Pharmacy Services
355 CBOU Caribou Coffee 14.09 3 4 30.0 Nil 0.95 15 - 75 Restaurant

1602 CELG  Celgene Corp. 73.62 3 2 14.3 Nil 0.75 35 - 90  Drug

2327 DIS Disney (Walt) 51.56 2 1 16.3 1.2 1.05 15 - 45  Entertainment

927 DY Dycom Inds. 14.37 2 3 13.7 Nil 1.40 110 - 215  Telecom. Services
2625 GOOG Google, Inc. 692.19 3 2 18.9 Nil 0.90 35 - 80 Internet
2106  GES Guess Inc. 26.93 4 3 1.7 3.0 1.25 125 - 235 Apparel
2307 HOG  Harley-Davidson 45.03 3 3 15.0 1.4 1.50 35 - 100  Recreation

1920 HRL Hormel Foods 29.07 3 1 14.4 2.2 0.65 40 - 70  Food Processing
2002 ESI ITT Educational 38.03 4 3 4.5 Nil 0.70 175 - 320  Educational Services
1001 MGA  Magna Int'| ‘A’ 45.87 1 3 8.5 2.4 1.20 75 - 160 Auto Parts

1590 MOS  Mosaic Company 60.33 3 3 12.7 1.7 1.55 40 - 115  Chemical (Basic)
2418 NOV  National Oilwell Varco  83.13 2 3 13.7 0.6 1.55 40 - 110  Oilfield Svcs/Equip.
1978 PEP PepsiCo, Inc. 71.58 3 1 18.4 3.1 0.60 55 - 90 Beverage

966 QCOM Qualcomm Inc. 61.85 3 2 18.7 1.6 0.85 35 - 85  Telecom. Equipment
1007 TEN Tenneco Inc. 32.00 2 4 9.0 Nil 2.35 70 - 195 Auto Parts

753 X U.S. Steel Corp. 21.61 4 3 1.3 0.9 1.75 180 - 295  Steel

814 UNH  UnitedHealth Group 52.80 2 2 10.5 1.6 1.00 80 - 135  Medical Services

To qualify for purchase in the above portfolio, a stock must have worthwhile and longer-term appreciation potential. Among the factors considered for selection are
a stock’s Timeliness and Safety Rank and its 3- to 5-year appreciation potential. (Occasionally a stock will be unranked (NR), usually because of a short trading
history or a major corporate reorganization.) Stocks in the above portfolio are selected and monitored by Justin Hellman, Editorial Analyst.

PORTFOLIO 1V: STOCKS WITH ABOVE-AVERAGE DIVIDEND YIELDS
(primarily suitable for investors interested in current income)
Ratings &
Reports Recent Time- Financial

Page Ticker Company Price liness Safety P/E  Yield% Beta  Strength Industry Name

922 T AT&T Inc. 37.62 1 1 14.8 4.8 0.75 At+ Telecom. Services
1594 ABT Abbott Labs. 67.33 1 1 13.2 3.0 0.60 A++ Drug

903 LNT  Alliant Energy 44.64 2 2 14.9 4.1 0.70 A Electric Util. (Central)
1041 BT BT Group ADR 36.26 2 3 9.5 4.0 1.00 B+ Telecom. Utility
1990 BTI Brit. Amer Tobac. ADR  101.81 3 2 15.3 4.1 0.70 B++ Tobacco

140 ED Consol. Edison 60.31 2 1 15.6 4.0 0.60 A+ Electric Utility (East)
1587 DD Du Pont 51.05 3 1 11.6 3.4 1.15 A++ Chemical (Basic)
1526 HCN Health Care REIT 58.45 3 3 50.0 5.3 0.85 B+ R.E.LT.

1917 HNZ  Heinz (H.).) 56.09 2 1 15.8 3.7 0.65 A+ Food Processing
1162 IP Int’l Paper 34.48 3 3 12.9 3.0 1.40 B+ Paper/Forest Products
542 LG Laclede Group 42.02 3 2 15.8 4.0 0.60 B++ Natural Gas Utility

2312 MAT Mattel, Inc. 35.54 1 2 14.3 3.5 0.85 A Recreation
366 MCD  McDonald’s Corp. 91.20 3 1 16.5 3.1 0.60 A++ Restaurant
720 NOC  Northrop Grumman 67.42 3 1 9.7 3.3 0.85 A++ Aerospace/Defense
916 OGE  OGE Energy 54.32 3 2 15.7 3.0 0.75 A Electric Util. (Central)
1993  RAI Reynolds American 44.03 1 2 15.1 5.4 0.55 B+ Tobacco
513 RDSA Royal Dutch Shell ‘A’ 71.73 3 1 9.6 4.8 1.05 A++ Petroleum (Integrated)
151 SO Southern Co. 45.42 2 1 16.9 4.4 0.55 A Electric Utility (East)
1037 WPC  W.P. Carey & Co. LLC 43.53 3 3 16.5 5.2 0.90 B+ Property Management
412 WM Waste Management 34.15 3 2 15.3 4.2 0.80 A Environmental

To qualify for purchase in the above portfolio, a stock must have a yield that is at least 1% above the median for the Value Line universe, a Timeliness Rank of at least
3, and a Financial Strength Rating of at least B+. If a stock’s Timeliness Rank falls below 4, that stock will be automatically removed. Stocks are selected and
monitored by Adam Rosner, Editorial Analyst.
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Option Strategies: Verizon Communications

onservative investors usually

limit the risk they are willing to

take when considering invest-
ments. Although lower-risk stocks tend
to be associated with lower total returns,
there are relatively straight forward
methods of enhancing these issues’ pro-
spective performance using options that
have attractive reward/risk parameters.
Accordingly, we would like to offer
readers of Selection & Opinion some
ideas relating to the sale of options on
stocks of companies that have excellent
Financial Strength ratings, sound near-
term earnings growth prospects, and
have appealing, current valuations
and/or dividend yields.

Overview

This week, we take a look at Verizon
Communications (VZ; $44.24), one of
the world’s leading providers of com-
munications, information, and en-
tertainment products with revenues
running at $115 billion per annum. In-
deed, based on almost 95 million retail
customers and associated revenues
(65% of the total in the June quarter), its
55%-owned subsidiary, Verizon
Wireless, is the largest provider of wire-
less voice and data services in the
United States. Verizon Wireless was
formed in 2000 through a combination
of the parent company’s wireless oper-
ations and those of Vbdafone Group Plc
(VOD) in this country.

In 2010, this division launched its fourth
generation (4G) Long-Term Evolution
(LTE) mobile broadband network,
which provides higher data throughput
performance and improved efficiencies
than third-generation (3G) systems.
Verizon has deployed 4G LTE in about
200 markets covering more than 200
million people throughout the country,
and is on track to cover virtually its en-
tire current 3G network footprint by
mid-2013.

Meanwhile, the far less dynamic Wire-
line segment’s services include local
and long distance voice, broadband vid-
eo and data, and Internet Protocol (IP)

network. They are offered both in the
United States and in over 150 other
countries.

Thanks to rising revenues, and more
importantly, enhanced operating mar-
gins at\erizon Wireless, share earnings
of $0.64 in the June quarter were 12%,
above the year-earlier period. We look
for the final tally in 2012 to be about
$2.50 a share, which would be a gain of
around 15%, and our current estimate
for 2013 is $2.75. Given the progress at
the Wireless segment, the latter target
may well prove conservative. That is, it
should continue to benefit from in-
creased smartphone penetration and
Internet device adoption and, in turn,
solid sequential monthly gains in retail
additions and average fees per custom-
er. In addition, helped by efficiencies
associated with the 4G network and ex-
cellent churn metrics, Wireless’ operat-
ing margin in the latest quarter was
about two percentage points higher than
in the June, 2011 interim.

At the Wireline division, increased rev-
enues derived from domestic retail ac-
counts, due mainly to the uptrend in the
adoption of Verizon’s comprehensive
FiOS service, have been more than off-
set by declines in global enterprise and
wholesale billings, particularly in
Europe, inrecent quarters. But margins
should soon benefit from an ongoing
shift in revenue mix that is being bol-
stered by the discontinuation of numer-
ous lower-margined offerings.

Based on our share-net estimate for
2012, the P/E ratio is 17.7, in line with
V/Z’s historical norm. The stock is cur-
rently ranked 1 (Highest) for Timeli-
ness, and is one of the selections
included in Model Portfolio I1: Stocks
for Income and Potential Appreciation
appearing in these pages. The current
dividend yield of 4.7% is quite attractive
relative to those of other high-quality
securities. Net of this year’s capital bud-
get of $16 billion and expected dividend
payments, cash flow should be about
$1.4 billion, which augurs well for fur-

ther enhancement of the balance sheet.
Another consideration for the following
investment suggestion is that following
astrong uptrend between mid-April and
mid-June, the stock has generally been
trading between $42 and $46 a share.

Option Strategies

The foregoing factors, along with the
scheduled payment of the next dividend
($0.515 ashare; up 3% sequentially) on
November 1st, indicates that the sales
of either a November 2012 covered call
with a strike price of $45 or the Novem-
ber 2012 cash-covered put with a strike
price of $42 are quite attractive.

At press time, the bid price of the call
was $0.66 (equivalent to $66 per call).
In this case, the call entitles the buyer to
purchase the stock at $45 per share.
Since the sale of a covered call implies
that the seller owns 100 shares per call
sold, the potential profit, on an annual-
ized basis, of 13% would increase to
around 20% if VZ were at or above $45
a share on the November 17th expira-
tion date.

Meanwhile, the sale of the cash-covered
put at the $0.66 bid price ($66 per put)
is the more conservative strategy, given
the lower breakeven point ($41.34,
which is 6.7% below the current price).
The potential annualized yield isaround
10%. The seller of a cash-covered put
would have cash assets (e.g., money
market funds) in a brokerage account. In
amargin account, the prospective yield,
assuming the likely scenario of VZ trad-
ing above $42 at the expiration date,
would be greatly enhanced. We note that
at $42 ashare, the stock’s dividend yield
would be almost 5%, and the aforemen-
tioned P/E ratio would be below 17. The
put obligates the purchaser to either buy
the stock or close out the position if the
share price is below the strike price by
the expiration date.

David R. Cohen
Senior Analyst

At the time of this article’s writing, the author did
not have positions in any of the company’s mentioned.
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Major Institutional Stock Transactions

Investment managers that control
accounts of over $100 million are re-
quired to file quarterly reports with the
Securities and Exchange Commission
(SEC) detailing their holdings. The ac-
companying tables present data on ma-
jor purchases and sales by such investors
during the second quarter of 2012.

Using information compiled by Vickers
Stock Research Corp., we have listed
the companies in descending order of
the net change in the market value.
(Only stocks covered in The Value Line
Investment Survey appear here.) We also
show the number of holders; the per-
centage of shares held; and the quarter-
ly change in the percentage of shares
outstanding owned by institutions at the
end of June.

When compared with the March quar-
ter, large money managers’ interest in
financial services stocks in the June
period was noticeably reduced. Indeed,
the purchase decisions made in the sec-
ond quarter spanned a broad range of
companies. Meanwhile, sales in the
June period had a common theme, as
money managers lightened their expo-
sure to many of the stocks comprising
the Dow Jones Industrials.

Before following in these footsteps, we
advise subscribers to consult company
and supplementary reports before com-
mitting funds.

(a) Listed in descending order of net change in mar-
ket value of institutional holdings from 3/31/12 to
6/30/12. Excludes stocks not covered by The Value
Line Investment Survey. Under SEC regulations, in-
stitutional investors are allowed to delay disclosure
of holdings in stocks that they are still accumulat-
ing. Accordingly, the figures for institutional hold-
ings reported here, which are based on SEC filings,
may differ in some cases from actual data for the
period shown. (b) As a percentage of shares outstand-
ing on 6/30/12. (c) Change from 3/31/12 to 6/30/12
as a percentage of shares outstanding on 3/31/12.
(d) Unranked due to short trading history.

Source: Vickers Stock Research Corp.

PURCHASES DURING THE SECOND QUARTER®

Number of
Ratings & Institutional % Increase
Reports  Ticker Time- Holders % Shs.  In Shs.
Page Symbol Company liness Safety (6/30/12) Held ® Held ©
2540 BLK BlackRock, Inc. 3 3 610 74.6% 12.2%
2536 AIG Amer. Int'l Group (d 5 523 29.3 6.4
2625 GOOG Google, Inc. 3 2 1374 81.4 1.5
2627 LNKD  LinkedIn (d) 3 301 67.6 18.1
761 BRKB  Berkshire Hathaway ‘B’ 3 1 1179 61.3 2.0
439 IHS IHS Inc. 2 3 242 84.8 22.6
1562 GG Goldcorp Inc. 4 3 400 63.7 4.8
2196 WTW  Weight Watchers 4 3 148 104.0 47.3
1379 TSM Taiwan Semic. ADR 3 3 388 21.0 1.7
1596 ALXN  Alexion Pharmac. 3 3 412 96.3 6.2
956 FFIV F5 Networks 3 3 454 105.2 15.0
609 PPL.TO Pembina Pipeline Corp. 3 3 175 27.7 14.8
2520 BPOP  Popular Inc. 4 4 146 67.6 60.7
1964 BUD AB InBev ADR 1 1 310 5.6 0.7
102 DDAIF  Daimler AG 4 3 24 1.9 1.9
142 DUK Duke Energy 3 2 887 53.8 1.9
1561 ABX Barrick Gold 4 3 541 65.1 2.2
1581 AGU Agrium, Inc. 1 3 299 65.3 4.8
527 ECA Encana Corp. 4 3 388 65.2 4.5
2225 LULU  lululemon athletica 3 3 291 101.3 10.6
600 PVR PVR Partners, L.P. 3 3 144 68.5 30.8
SALES DURING THE SECOND QUARTER®
Number of
Ratings & Institutional % Decrease
Reports  Ticker Time- Holders % Shs.  In Shs.
Page Symbol Company liness Safety (6/30/12) Held ® Held ©
1397 AAPL  Apple Inc. 3 2 1812 62.3% 3.8%
504 XOM  Exxon Mobil Corp. 3 1 1698 43.8 4.5
1406 IBM Int’l Business Mach. 2 1 1611 52.6 6.0
503 CVX Chevron Corp. 3 1 1562 57.2 5.5
922 T AT&T Inc. 1 1 1425 50.6 4.7
1769 UTx United Technologies 3 1 1165 69.5 1.7
2515 JPM JPMorgan Chase 3 3 1465 67.3 5.6
2585 MSFT  Microsoft Corp. 3 1 1799 61.9 3.0
1992 PM Philip Morris Int'l 3 2 1257 65.1 4.8
1969 KO Coca-Cola 2 1 1409 58.2 3.9
975 ESRX Express Scripts 2 2 892 78.9 14.9
2529 WFC  Wells Fargo 2 3 1336 72.2 3.8
1625 PFE Pfizer, Inc. 3 1 1529 66.1 3.9
2153 WMT  Wal-Mart Stores 2 1 1273 27.7 2.8
159 CAT Caterpillar Inc. 1 3 1093 52.2 1.3
1196 PG Procter & Gamble 3 1 1533 51.8 3.7
718 LMT Lockheed Martin 3 1 668 69.0 20.7
1750 GE Gen'l Electric 2 3 1558 49.9 2.6
2587 ORCL  Oracle Corp. 2 1 1278 56.5 3.8
221 JNJ Johnson & Johnson 3 1 1710 59.8 2.9
366 MCD  McDonald’s Corp. 3 1 1298 59.5 5.8
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Growth Stocks with Moderate Risk

This list is designed for investors seek-
ing stocks with worthwhile long-term
appreciation potential and low-
to-moderate risk.

We began by screening for companies
whose share earnings have compound-
ed at a minimum 10% annual rate over
the past five years and which are expect-
ed to at least maintain a 10% annual
growth rate over the next 3 to 5 years.

Next, we pared the list to stocks with
price appreciation potential of 60% or
more over the next three to five years,
measured from the mid-point of each
issue’s target price range. By way of
comparison, the current projected me-
dian appreciation for the entire Value
Line universe isalso 60%. To control for
risk, we required that all stocks select-
ed have a Safety rank of at least 3
(Average). Going one step further, we

also set better-than-average hurdles for
the two measures that determine the
Safety rank. We required that each com-
pany have a Financial Strength rating of
B+ or better and a score of 85 or more
on the Price Stability Index, the range of
which runs from 5to 100. These factors
should help select those companies with
lower-than-average risk profiles. Final-
ly, to guard against near-term underper-
formance, we required a Timeliness
rank of at least 3 (Average).

Given these relatively stringent criteria,
itisn’t surprising that there were not too
many issues in our universe that made the
final cut. In fact, selecting growth stocks
with the combination of worthwhile
appreciation potential and low-
to-moderate risk remains adifficult task,
especially given uncertainties regarding
in the prospects for global economic
growth. Thus, the stocks listed below

comprise an elite group. Meanwhile,
many growth stocks, including some
with better historical and prospective
appreciation potential, were eliminated
due to their less-than-stellar marks for
Financial Strength or their volatile share
price movements. e note, however, that
the equities included below are likely to
provide investors with worthwhile re-
turns over the next 3 to 5 years, reflect-
ing each issue’s prospects for price
appreciation during that time frame.

This is a short list, with an emphasis to-
wards companies operating in the health-
care and technology-based industries.
Those wanting to hold less-risky stocks
with good prospects may consider most
of the choices listed below. As always, we
strongly urge investors to consult the in-
dividual analyses in Part 3, Ratings &
Reports, before committing to any of the
issues that appear in this screen.

Annual E.P.S.
Growth
Ratings & 3-5 Year Price  Financial
Reports Time- Apprec.  Last Next  Stability Strength
Page  Ticker = Company liness  Safety Potential 5 Years 5 Years Index Rating  Industry
206 ABC AmerisourceBergen 3 2 100% 17.0%  10.0% 100 B++ Med Supp Non-Invasive
974  CVS CVS Caremark Corp. 2 1 75 15.0 11.0 90 A Pharmacy Services
1800  CHKP  Check Point Software 3 1 70 13.5 13.0 85 A+ E-Commerce
1746 DHR Danaher Corp. 3 2 100 10.5 15.5 90 B++ Diversified Co.
1023 DTV DIRECTV 1 3 150 44.0 23.5 85 B+ Cable TV
2582 INTU Intuit Inc. 3 1 65 16.0 13.0 90 A+ Computer Software
807 LH Laboratory Corp. 2 1 70 14.0 10.5 100 A Medical Services
2585  MSFT Microsoft Corp. 3 1 80 14.5 11.0 90 A++ Computer Software
374 THI Tim Hortons 3 2 60 12.0 14.0 95 A Restaurant
198 VAR Varian Medical Sys. 2 1 85 16.0 11.0 85 A+ Med Supp Invasive
1383 XLNX Xilinx Inc. 3 2 65 13.0 10.0 85 A Semiconductor
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Equity Funds Average Performance

TOTAL RETURN*
Percent Change through August, 2012

Five Year
Year-to-Date Three Month Six Month One Year (Annualized)
Performance Objective
Aggressive Growth 8.8 4.8 — 8.7 -0.2
Growth 11.2 6.4 0.6 12.1 0.5
Growth/Income 11.1 7.4 2.2 14.1 0.2
Income 9.4 6.9 2.3 12.5 0.8
Balanced 8.4 5.4 1.6 9.1 2.2
International
European Equity 9.6 1.1 -2.4 2.2 -5.0
Foreign Equity 7.3 8.0 -4.9 -1.9 -3.8
Global Equity 9.2 7.2 -1.7 5.4 -1.2
Pacific Equity 4.7 3.6 -8.0 -7.9 -5.1
Sector
Energy/Natural Res -2.1 8.6 -11.8 -9.5 -2.9
Financial Services 15.9 8.0 2.4 12.9 -7.5
Health 16.1 7.4 7.4 19.0 5.3
Precious Metals -6.7 10.0 -15.1 -24.9 6.5
Real Estate 17.5 8.4 8.2 15.3 0.7
Technology 13.1 6.9 -1.3 11.2 2.2
Utilities 8.6 7.1 5.2 1.2 0.3
Other
Convertible 6.9 4.8 -1.1 5.4 2.3
Flexible 7.2 4.7 0.9 6.2 1.6
Specialty 6.4 6.2 -1.6 2.8 -1.6
Small Company 9.5 5.9 -0.9 10.8 1.1
S&P 500 13.5 7.9 4.1 18.0 1.3
Source: The Value Line Fund Advisor
* Dividends plus capital appreciation. Dividends are reinvested as of the ex-dividend date.
The returns are arithmetic averages based on the performances of all funds within each category.
Fixed-Income Funds Average Performance
TOTAL REINVESTMENT*
Percent Change through August, 2012
Five Year
Year-to-Date Three Month Six Month One Year (Annualized)
U.S. Government and Agency Bond
U.S. Gov't 3.1 1.1 2.2 4.4 4.7
GNMA 3.4 1.5 2.4 4.6 4.8
Corporate Bond
High Quality 4.9 2.1 3.0 5.7 4.5
High Yield 8.6 4.2 3.7 10.7 4.8
International 6.9 4.7 2.8 3.8 6.4
Municipal Bond
California Tax Exempt 6.4 1.6 3.2 10.0 4.7
New York State Tax Exempt 5.5 1.6 2.9 8.7 5.0
National Tax Exempt 5.6 1.6 2.9 7.8 4.3

Source: The Value Line Fund Advisor
* The cumulative rate of investment growth, including the reinvestment of dividend income and capital gains distributions as of the ex-dividend date. The investment
objective averages are arithmetic averages calculated on the basis of the total reinvested rates of return produced by all funds within each investment objective category.
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Selected Yields

3 Months Year 3 Months Year
Recent Ago Ago Recent Ago Ago
(9/12/12)  (6/13/12)  (9/14/11) (9/12/12)  (6/13/12) (9/14/11)
TAXABLE
Market Rates Mortgage-Backed Securities
Discount Rate 0.75 0.75 0.75 GNMA 5.5% 0.81 1.28 1.13
Federal Funds 0.00-0.25 0.00-0.25  0.00-0.25 FHLMC 5.5% (Gold) 1.94 1.89 1.97
Prime Rate 3.25 3.25 3.25 FNMA 5.5% 1.70 1.91 1.88
30-day CP (A1/P1) 0.27 0.32 0.38 FNMA ARM 2.25 2.29 2.50
3-month LIBOR 0.39 0.47 0.35 Corporate Bonds
Bank CDs Financial (10-year) A 3.19 3.34 3.72
6-month 0.13 0.21 0.17 Industrial (25/30-year) A 3.83 3.99 4.60
1-year 0.18 0.32 0.21 Utility (25/30-year) A 3.97 3.91 4.48
5-year 0.94 1.11 1.29 Utility (25/30-year) Baa/BBB 4.33 4.33 5.07
U.S. Treasury Securities Foreign Bonds (10-Year)
3-month 0.09 0.09 0.01 Canada 1.90 1.77 2.20
6-month 0.12 0.15 0.03 Germany 1.62 1.49 1.88
1-year 0.16 0.17 0.08 Japan 0.81 0.86 1.00
5-year 0.65 0.70 0.88 United Kingdom 1.83 1.75 2.44
10-year 1.73 1.59 1.98 Preferred Stocks
10-year (inflation-protected) ~ -0.63 -0.54 0.06 Utility A 5.22 5.37 5.25
30-year 2.90 2.71 3.27 Financial BBB 6.10 6.52 6.38
30-year Zero 3.14 2.92 3.58 Financial Adjustable A 5.46 5.46 5.46
; ; TAX-EXEMPT
Treasury Security Yield Curve Bond Buyer Indexcs
6.00% 20-Bond Index (GOs) 3.73 3.92 4.05
25-Bond Index (Revs) 4.43 4.80 5.07
5.00% - General Obligation Bonds (GOs)
1-year Aaa 0.18 0.19 0.20
4.00% _| 1-year A 0.84 0.86 0.98
5-year Aaa 0.78 0.85 0.93
3.00% | 5-year A 1.81 1.84 1.96
’ 10-year Aaa 1.99 2.07 2.17
/ 10-year A 3.14 3.08 3.65
2.00% 25/30-year Aaa 3.34 3.55 3.88
25/30-year A 4.79 4.86 5.62
oo / — Current Esrjir:ilifoiogtt (e @5/50ea0 4.25 4.37 4.62
— — Year-Ago : : :
0.00% == Electric AA 4.41 4.68 4.97
Sl L2080 10 30 Housing AA 4.74 4.74 5.60
0s.  Years .
Hospital AA 4.46 4.58 4.97
Toll Road Aaa 4.28 4.41 4.69

Source: Bloomberg Finance L.P.

Federal Reserve Data

Excess Reserves
Borrowed Reserves

Net Free/Borrowed Reserves

M1 (Currency+demand deposits)

(Two-Week Period; in Millions, Not Seasonally Adjusted)

M2 (M1+savings+small time deposits)

Source: United States Federal Reserve Bank

1369

BANK RESERVES

Recent Levels

9/5/12 8/22/12 Change
1450818 1480850 -30032
2516 3527 -1011
1448302 1477323 -29021

MONEY SUPPLY

(One-Week Period; in Billions, Seasonally Adjusted)

Recent Levels

8/27/12 8/20/12 Change
2320.9 2316.0 4.9
10070.4 10044.1 26.3

Average Levels Over the Last...

12 Wks.
1471978

4162
1467816

26 Wks. 52 Wks.
1480418 1504263

5512 7690
1474906 1496573

Ann’l Growth Rates Over the Last...

3 Mos.
13.9%
7.0%
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Tracking the Economy
Merchandise Trade Deficit ISM - Manufacturing Index
3-Month Average (In Billions) (Seasonally Adjusted)
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Source: Bureau of the Census Source: Institute for Supply Management
Nonagricultural Employment ISM - Nonmanufacturing Index
(In Millions - Seasonally Adjusted) (Seasonally Adjusted)
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Source: Bureau of Labor Statistics Source: Institute for Supply Management
. . . T
Major Insider Transactions
PURCHASES
Latest
Full-Page Timeliness Shares Shares Price Recent
Report Rank Company Insider, Title Date Traded Held Range Price
757 3 Alleghany Corp. J. Brandon, V.P. 8/31/12 500 20,160 $336.13 347.70
1387 5 Applied Materials G.H. Parker, Dir. 8/30/12 50,000 170,089 $11.53 11.65
1303 1 Belden Inc. L.C. Balk, Dir. 8/31/12 3,000 71,972 $34.15 38.40
1967 2 Brown-Forman ‘B’ D. Stubbs, Dir. 8/31/12 3,350 481,952 $65.20 65.52
402 4 Calgon Carbon W.R. Newlin, Dir. 9/4/12 8,864 211,278 $13.50 14.50
1948 2 Green Mtn. Coffee J.A. Del Vecchio, Dir. 8/30/12 20,000 260,719 $24.06 32.16
136 3 Woodward, Inc. P. Donovan, Dir. 9/4/12-9/5/12 5,500 15,000 $34.09-$34.95 36.51
SALES
Latest
Full-Page Timeliness Shares Shares Price Recent
Report Rank Company Insider, Title Date Traded Held Range Price
2617 2 Amazon.com J.P. Bezos, Chair. 8/30/12 16,783 87,963,414 $250.00 255.67
2205 1 ANN Inc. J.J. Burke Jr., Dir. 8/30/12 100,000 26,726 $35.69 37.90
1519 2 Camden Property Trust D.K. Oden, Pres. 8/30/12-8/31/12 69,927 327,518 $69.48-$70.00 68.40
1519 2 Camden Property Trust R.J. Campo, Chair. 8/30/12-8/31/12 69,927 315,087 $69.48-$70.00 68.40
1M 4 Masco Corp. R.A. Manoogian, Chair. 9/4/12 500,000 5,898,282 $14.08 14.41
2585 3 Microsoft Corp. B. Turner, COO 9/4/12 126,913 557,299 $30.52 30.79
2234 3 Urban Outfitters S.A. Belair, Dir. 9/4/12 200,000 2,500,000 $37.78 38.90

*  Beneficial owner of more than 10% of common stock.
T Includes only large transactions in U.S.-traded stocks; excludes shares held in the form of limited partnerships, excludes options & family trusts.

Major Insider Transactions are obtained from Vickers Stock Research Corporation.
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Market Monitor

13-week 50-week Last market top  Last market bottom
Valuations and Yields 9/12 9/5 range range  (7-13-2007) (3-9-2009)
Median price-earnings ratio of VL stocks 15.2 14.9 14.1-152 129-15.8 19.7 10.3
P/E (using 12-mo. est’d EPS) of DJ Industrials 13.1 12.8 12.2-13.1 11.4-13.1 16.1 17.3
Median dividend yield of VL stocks 2.3% 2.3%  23-25% 2.1-25% 1.6% 4.0%
Div'd yld. (12-mo. est.) of DJ Industrials 2.7% 2.8% 2.7-2.8% 2.6-3.0% 2.2% 4.0%
Prime Rate 3.3% 3.3% 33-33% 3.3-3.3% 8.3% 3.3%
Fed Funds 0.2% 0.1% 0.1-0.2% 0.1-0.2% 5.3% 0.2%
91-day T-bill rate 0.1% 0.1% 0.1-0.1% 0.0-0.1% 5.0% 0.3%
AAA Corporate bond yield 3.5% 34%  3.2-37% 3.2-41% 5.8% 5.5%
30-year Treasury bond yield 2.9% 28%  25-29% 25-3.4% 5.1% 3.7%
Bond yield minus average earnings yield -3.1% -3.3% -3.8--3.1% -4.0--2.3% 0.7% -4.3%
Market Sentiment
Short interest/avg. daily volume (5 weeks) 23.0 22.8 16.8-23.0 13.0-23.0 8.1 8.6
CBOE put volume/call volume .78 .95 .78-1.04 .67 -1.31 91 93
VALUE LINE ASSET ALLOCATION MODEL INDUSTRY PRICE PERFORMANCE
(Based only on economic and financial factors) LAST SIX WEEKS ENDING 9/11/2012
Current (effective market open 4/2/12) Previous . .
7 Best Performing Industries
o oo I Homebuilding +23.0%
Common Stocks 60%-70% 65%-75% Precious Metals +16.7%
Cash and Treasury Issues 40%-30% 35%-25% Building Materials +15.9%
Entertainment Tech +15.2%
Medical Services +13.6%
% Metals & Mining (Div.) +12.7%
Retail (Hardlines) +12.6%
4% INTEREST RATES
30/ Prime Rate 7 Worst Performing Industries
Am
Federal Funds Electric Utility (East) -4.8%
206 30-Year Treasury Bond Trucking 4.1%
” . tP::/ViOIl(IS Electric Util. (Central) -2.6%
(Ul ecen eel . a1
Prime Rate 33% 3.3% Electric Utility (West) -1.9%
0% ; ; ===+ Fed Funds 0.2% 0.1% Pipeline MLPs -1.5%
0, 0,
Q3 2011 Q4 2011 Q1 2012 Q2 2012 Q3 2012 30-Yr. Treasury 2.9% 2.8% Natural Gas Uti“ty -0.5%
Cable TV -0.3%
136 M Gex: 1273071088 = 100 Th ding ch i1 the Value Li
r e corresponding change in the Value Line
- VALUE LINE UNIVERSE’revious Aritﬂmetic Average* is +7.0%
130WVW Recent Week
r Advances 1336 924
124 Declines 354 747 CHANGES IN FINANCIAL
S Issues Covered 1702 1699 STRENGTH RATINGS
| Market Value
($ Trillion) 19.729 19.304 )
M8 3 300 T Qd 201l QL 2012 G2 2042 ’ Ratings &
Q Q Q Q Q3 2012 Prior New Reports
Company Rating Rating Page
800
Acme Packet B+ B 946
600 VALUE LINE UNIVERSE Alcatel-Lucent (ADR)C++  C+ 948
New Highs CenterPoint Energy B+ B++ 907
400 New Lows China Auto. Sys. B+ C++ 985
. Inter Parfums, Inc.  B++ B+ 1015
Previous .
200 Recent Week Nokia Corp. (ADR) B+ B 964
New Highs 299 208 Standard Motor Pds. B B+ 1004
New Lows 1537 WABCO Hldgs. B+  B++ 1010
0703 2011 ' Q4 2011 Q1 2012 Q2 2012 O3 2012
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Stock Market Averages

VALUE LINE ESTIMATED P/E, YIELD, APPRECIATION POTENTIAL
VERSUS DOW JONES INDUSTRIALS (JANUARY 2, 1996 - SEPTEMBER 11, 2012)
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1996 1998 2000 2002 2004 2006 2008 2010 2012
THE VALUE LINE GEOMETRIC AVERAGES . . THE DOW JONES AVERAGES
Arithmetic*
Composite Industrials  Rails Utilities Composite Composite Industrials Transportation  Utilities
1671 stocks 1567 stocks 8 stocks 96 stocks 1671 stocks 65 stocks 30 stocks 20 stocks 15 stocks
9/6/2012 359.17 287.68 5081.02 256.88 3045.95 4446.19 13292.00 5044.63 472.53
9/7/2012 361.94 290.08 5098.22 256.69 3070.11 445417 13306.64 5072.20 471.86
9/10/2012 360.62 288.97 5106.60 256.46 3059.33 4449.94 13254.29 5098.61 471.23
9/11/2012 362.18 290.30 5160.72 256.35 3072.90 4468.19 13323.36 5133.50 469.91
9/12/2012 363.75 291.63 5199.47 256.35 3087.21 4475.96 13333.35 5174.18 467.89
%Change
last 4 weeks +4.0% +4.3% +2.0% -0.9% +4.3% +0.3% +1.3% +0.6% -2.8%

WEEKLY VALUE LINE GEOMETRIC AVERAGES* (JULY 1, 2011 - SEPTEMBER 12, 2012)
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Officers, directors, employees and affiliates of Value Line, Inc. (“VLI”), the parent company of Value Line Publishing LLC (“VLP”) and EULAV Asset Management (“EULAV”), may hold stocks that are reviewed or
recommended in this publication. EULAV also manages investment companies and other accounts that use the rankings and recommendations in this publication as part of their investment strategies. These
accounts, as well as the officers, directors, employees and affiliates of VLI, may dispose of a security notwithstanding the fact that The Value Line Investment Survey (the “Survey”) ranks the issuer favorably;
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september 21,2012 ELECTRIC UTILITY (CENTRAL) INDUSTRY
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All of the major electric utilities located in the
central region of the United States are reviewed in
this Issue; eastern electrics, in Issue 1; and the
remaining utilities, in Issue 11.

A court overturned a rule from the Environmen-
tal Protection Agency that was supposed to have
taken effect in 2012. This doesn’'t mean that elec-
tric utilities are off the hook for environmental
upgrades, however.

Regardless of any EPA rules, coal-fired genera-
tion has declined this year due to low gas prices.

Investors in dividend-paying stocks, such as
utilities, are facing a tax increase next year, unless
Congress acts.

Most equities in this Industry are expensively
priced, compared to historical standards for utili-
ties.

An Update On EPA Rules

In 2011, the U.S. Environmental Protection Agency
issued a rule concerning cross-state air pollution. The
new regulation was supposed to have taken effect in
early 2012. The rule created much consternation from
owners of coal-fired units due to the short time frame for
compliance, and litigation ensued. The rule was put on
hold by one court order, then struck down by another.
This was welcome news for most electric utilities with
coal-fired generation, some of which would have had to
curtail the usage of coal-fired plants had this rule gone
into effect as scheduled originally. EPA will have a
chance to revise this rule.

However, utilities with coal-fired facilities are still
facing stricter limits on mercury emissions, which will
take effect in 2015. This will be costly for many compa-
nies, although some (such as FirstEnergy and American
Electric Power) have found ways to lessen their expected
expenditures. In fact, some utilities have closed or plan
to close some coal-fired plants. The costs of compliance
aren’'t the only reason for the closings. Low prices for
wholesale power have made complying with the new rule
uneconomical for some utilities.

A Shift From Coal To Gas
Electric utilities’ plants are dispatched based on their

INDUSTRY TIMELINESS: 32 (of 98)

variable production costs. Nuclear units are first in the
merit order, usually followed by coal, then gas. However,
with natural gas prices so low, some electric companies
have shifted some of their production from coal to gas.
According to the U.S. Energy Information Administra-
tion, in 2010 (the latest data available), coal was used to
generate 45% of the nation’s electricity, and natural gas’
share was 24%. Based on information provided by vari-
ous utilities, these figures will be quite different in 2012,
although coal will still exceed gas.

This does not create a windfall for utilities. Most, if not
all, of the lower fuel costs are passed on to customers.
Even so, this is indirectly beneficial for utilities that are
seeking base rate increases. It is easier for a utility to
convince the regulators to raise its base electric rates if
lower fuel costs will offset part of the rate hike.

The Dividend Tax Rate

In 2003, Congress (with the support of the Bush
Administration) lowered the tax rate on dividend income
to a maximum of 15%. The law was set to expire at the
end of 2010, but was extended for two years. Unless
Congress acts, the law will expire at the end of 2012, and
dividend income will be taxed as ordinary income begin-
ning in 2013. Many utilities, the Edison Electric Insti-
tute (a trade group for investor-owned electric utilities),
and the American Gas Association are lobbying Congress
to avoid this situation. Investors might well have to wait
until after Election Day for this matter to be resolved.

Conclusion

With interest rates so low, electric utility stocks have
gotten much attention from investors due to their high
dividend yields. The average yield of equities in this
industry is above 4%.

Electric utility issues usually trade at a below-market
price-earnings ratio, unless earnings are depressed.
(ITC Holdings is an exception.) However, several utili-
ties are now trading at a price-earnings ratio that is
above the market’s. This is an indication of how expen-
sively priced many of these equities have become. An-
other indication of their high valuation is the fact that
many of them are trading within their 2015-2017 Target
Price Range.

Paul E. Debbas, CFA

Composite Statistics: Electric Utility Industry
2008 | 2009 | 2010 | 2011 | 2012 | 2013 15-17
340.1 | 301.9| 3112 3192 290 305 | Revenues ($hill) 350
272 26.9 29.3 303 27.0 29.0 | Net Profit ($bill) 36.0
33.3% | 32.3% | 34.1% | 32.4% | 33.5% | 34.0% | Income Tax Rate 34.0%
7.8% 91% | 88%| 7.7% | 7.0%  7.0% | AFUDC % to Net Profit 6.0%
53.4% | 52.9% | 52.6% | 52.1% | 51.0% | 51.0% | Long-Term Debt Ratio 50.5%
45.6% | 46.2% | 46.6% | 47.1% | 48.5% | 48.5% | Common Equity Ratio 49.0%
500.6 | 536.2 | 568.8 | 601.0 570 595 | Total Capital ($bill) 680
5382 | 5806 | 6252 | 6889 665 700 | Net Plant ($bill) 800
7.0% 6.5% | 6.6% | 65%| 6.0% 6.0% | Returnon Total Cap'l 6.5%
11.7% | 10.7% | 10.9% | 10.5% | 9.5% | 9.5% | Return on Shr. Equity 10.5%
11.8% | 10.8% | 10.9% | 10.6% | 9.5% | 10.0% | Return on Com Equity 10.5%
51% | 43% | 46% | 41%| 35%| 3.5%  Retainedto Com Eq 4.0%
57% 61% | 59% 60% | 67% | 64% | All Div'ds to Net Prof 61%
15.0 125 12.8 13.8 ) Avg Ann’l P/E Ratio 135
Bold figures are . .

.90 83 81 87 Valug Line Relative P/E Ratio .90
6.0% | 48% | 46%| 44% estimates | Ayg Ann'l Div'd Yield 4.3%

Electric Utility
RELATIVE STRENGTH (Ratio of Industry to Value Line Comp.)
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New Regulatory Finance

The average growth rate estimate from all the analysts that follow the company
measures the consensus expectation of the investment community for that
company. In most cases, it is necessary to use earnings forecasts rather than
dividend forecasts due to the extreme scarcity of dividend forecasts compared
to the widespread availability of earnings forecasts. Given the paucity and
variability of dividend forecasts, using the latter would produce unreliable
DCEF results. In any event, the use of the DCF model prospectively assumes
constant growth in both earnings and dividends. Moreover, as discussed below,
there is an abundance of empirical research that shows the validity and superior-
ity of earnings forecasts relative to historical estimates when estimating the
cost of capital.

The uniformity of growth projections is a test of whether they are typical of
the market as a whole. If, for example, 10 out of 15 analysts forecast growth
in the 7%-9% range, the probability is high that their analysis reflects a
degree of consensus in the market as a whole. As a side note, the lack of
uniformity in growth projections is a reasonable indicator of higher risk.
"Chapter 3 alluded to divergence of opinion amongst analysts as a valid risk indi-
cator..

Because of the dominance of institutional investors and their influence on
individual investors, analysts’ forecasts of long-run growth rates provide a
sound basis for estimating required returns. Financial analysts exert a strong
influence on the expectations of many investors who do not possess the
resources to make their own forecasts, that is, they are a cause of g. The
accuracy of these forecasts in the sense of whether they turn out to be correct
is not at issue here, as long as they reflect widely held expectations. As long
as the forecasts are typical and/or influential in that they are consistent with
current stock price levels, they are relevant. The use of analysts’ forecasts in
the DCF model is sometimes denounced on the grounds that it is difficult to
forecast earnings and dividends for only one year, let alone for longer time
periods. This objection is unfounded, however, because it is present investor
expectations that are being priced; it is the consensus forecast that is embedded
in price and therefore in required return, and not the future as it will turn out
to be.

Empirical Literature on Earﬁings Forecasts

Published studies in the academic literature demonstrate that growth forecasts
made by security analysts represent an appropriate source of DCF growth
rates, are reasonable indicators of investor expectations and are more accurate
than forecasts based on historical growth. These studies show that investors
rely on analysts’ forecasts to a greater extent than on historic data only.

Academic research confirms the superiority of analysts’ earnings forecasts
over univariate time-series forecasts that rely on history. This latter category
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so that the current value can be widely off the mark as a measure
of the expected future value.

5.4  Other Measures of Growth

The measure of expected growth in the dividend established in
the previous two sections, the intrinsic growth rate, is not the only
possible measure of the variable. Another plausible measure is some
average of the past rates of growth in the dividend. Under our
model of security valuation, dividend, earnings, and price per share
all are expected to grow at the same rate. Hence, the rates of growth
in the dividend, earnings, and price also are candidates for estimates
of the expected rate of growth in the dividend.

Let us consider first the rate of growth in earnings per share.
The earnings per share during T adjusted for stock splits and stock
dividends to make interperiod comparisons valid is

AYPS(T) = AFC(T)/.5 [ANS(T) + ANS(T - 1)], (5.4.1)

where ANS(T) is the number of shares outstanding at the end of
T adjusted for stock splits and dividends. The rate of growth in
earnings per share during T is

YGR(T) = [AYPS(T) — AYPS(T - 1)]/AYPS(T - 1). (5.4.2)

For reasons to be given shortly, the smoothed rate of growth in
earnings is superior to the current rate as a forecast of the expected
rate. The smoothed rate of earnings growth is obtained from

Ln[1 + YGRS(T)] = ALn[1 + YGR(T})}
+ (1 - A)yLn[1 + YGRStT— 1)], (5.4.3)

with A = .15 and YGRS(1953) = .04.

The primary reason for a difference between YGR and GRTH
is a change in the rate of return on the common equity. To illustrate,
assume a firm that has been earning a return on common of .10
and retaining one-half of its income to finance its investment. The
rate of growth under both measures will be .05. If the firm’s rate
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of return on common rises from .10 to .11, the retention growth
rate will rise from .05 to (.5){.11) = .055. However, the earnings
growth rate will rise from .05 to .155.% Furthermore, the earnings
growth rate in subsequent periods will be .055 if the return on
commonremains.11. This example suggests that the intrinsic growth
rate is superior to the earnings growth rate as a measure of expected
growth. Investors nonetheless may look to past data on earnings
growth for information on expected future growth, and it is the
growth investors expect that should be used to measure share yield.

A number of considerations suggest that investors may, in fact,
use earnings growth as a measure of expected future growth. First,
the intrinsic growth rate includes stock financing growth as well
as retention growth. The former is difficult for us to measure and
may be even more difficult for investors. Consequently, investors
may use past earnings growth to forecast the future since it incorpo-
rates in one statistic growth from all sources. Second, we saw that
inflation will result in a rise in the allowed rate of return on equity
for a regulated company. If this response to inflation takes place
with a lag, that is, the regulatory agency raises RRC over time,
earnings growth will reflect the forecast rate of growth better than
intrinsic growth. Finally, it appears that security analysts use past
growth in earnings more than any other variable to forecast future
growth,

Given that earnings growth is used by investors to forecast future
growth, the smoothed value of the variable YGRS is superior to
the current value. The previous illustration revealed that YGR
overreacts to changes in the allowed rate of return and therefore
is subject to large random fluctuations. The data on YGR confirm
this conclusion.

The use of dividend growth as a forecast of future growth is
subject to the same limitations as earnings if the firm pays a constant
fraction of its earnings in dividends. That is, under this assumption
the dividend growth rate in any period is the same as the earnings
growth rate. Firms tend to change their dividend rate from one

5Let the book value per share at the start of T be BVS(T - 1) = $50.00. With
RRC(T) = .10, AYP(T) = $5.00. and with RETR{T} = .5, BVS(T) = 831350 [
RRC(T + 1) = .10, AYP(T + 1) = $5.25, and YGR(T + 1) = RTGR(T - 1) =
.05. However, if RRC(T + 1) = .11, RTGR(T + 1) = {.11)(.5) = .055. while AYP(T
+ 1) = $5.775, and YGR(T + 1) = ($5.775 - $5.00)/$5.00 = .155.
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Heard off the street: Study finds analysts' forecasts have been too sunny

Sunday, March 30, 2008
By Len Boselovic, Pitisburgh Post-Gazete

Wall Street analysts may have had the last laugh now that their bete noir, former New York Attorney General and Gov. Eliot
Spitzer, got his comeuppance over assignations with gilt-edged call girls.

Mr. Spitzer's performance as a crusading reformer was arguably responsible for major Wall Street firms agreeing to pay $1.5
billion in 2003 to settle allegations that they strong-armed their analysts into touting questionable stocks in order to win
investment banking business from the companies the analysts were supposed to be analyzing objectively.

The uncaped crusader may have lost his credibility, but Mr. Spitzer's claims about the shortcomings of analysts have not. They
are cemented m a new study by J. Randall Woolridge, a finance professor at Penn State's Smeal College of Business.

Mr. Woolridge's previous contribution to a more informed understanding of analyst behavior was research that concluded that
investors who followed analyst recommendations would have slightly underperformed the Standard & Poor's 500, even though
investing in stocks touted by analysts involved slightly more risk than investing in the broad market index.

This time around, Mr. Woolridge, aided by Penn State Harrisburg assistant finance professor Patrick Cusatis, compared
analyst earnings growth forecasts for the companies they covered with what actually happened. After all, expectations of
earnings growth are what drives the stock market. The better analysts forecasts are, the more investors can profit by acting on
them quickly.

You won't be surprised by what the Penn State profs discovered.

They examined analyst forecasts at more than 1,200 companies from 1984 through 2006. They found that although analysts
predicted long-term earnings per share growth of 14.7 percent at the companies they followed, the actual earnings growth that
occurred was only 9.1 percent. By comparison, camings of the S&P 500 over five-year periods grew an average of 7 percent
from 1960 through 2006.

As should be expected, analysts fell closer to the mark when they looked only one year out, but their forecasts were
unjustifiably cheerful nonetheless. They predicted average earnings per share growth of 13.8 percent vs. the 9.8 percent that
actually occurred.

"Analysts' earnings growth rate estimates are consistently overly optimistic,” Mr. Woolridge said. "These are very bright
people. They have M.B. A s from the best schools. They get paid very well. But they only see the upside."

And they seldom see the downside. While an average of about 30 percent of the companies studied had negative carnings
growth in any given year, analysts predicted shrinking profits for only less than 1 percent of the companies.

"Their models are always forecasting posttive growth," Mr. Woolridge said. "They never see the downturns. History tells us
things go up, things go down."

The study indicates the positive bias of analysts has persisted even after their $1.5 billion settlement with the Securities and
Exchange Commission. The agreement required Wall Street firms to separate their investment banking arms from their
research departments in an effort to help analysts produce less biased and more realistic reports on the companies they follow.

Mr. Woolridge and Mr. Cusatis found that the gap between the growth analysts predict and the growth that actually happens
has narrowed since the settlement, but remains significant.

There are several explanations for the persistent optimism of analysts. Some of their behavior stems from carcer concerns or

conflicts of interest. Mr. Woolridge believes that one of the reasons why analysts are seldom gloomy is that they are rewarded
financially to the extent that their optimistic assessments generate brokerage and underwriting business for their firms.

8/11/2009 9:04 AM
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Anyone who has ever listened to a quarterly earnings conference call can attest to the fact that analysts are more likely to
congratulate a CEQ despite a miserable performance than they are to ask tough questions.

"People who are doomsayers don't last very long in this business,” Mr. Woolridge said. "That's not what people want to hear."

Secondly, analysis only follow stocks they recommend and do not generate forecasts for companies they are not fond of, he
Says.

"If analysts systematically believe that they follow companies that are superior to others, they will be reluctant to issue negative
carnings forecasts,” Mr. Woolridge said.

Finally, analysts lose their objectivity because they get too close to the companies they follow, Mr. Woolridge says. They realize
that if their forecasts are negative, "companics won't talk to them," he said.

Given what his rescarch reveals about the accuracy of analyst forecasts and the value of their recommendations, Mr. Woolridge
remains somewhat puzzled that so many continue to put great weight in what they have to say.

You could say the same about meteorologists, only, unlike analysts, they are more likely to forecast the storm of the century than
warm and sunny weather.

Len Boselovic can be reached at lboselovic@post-gazette.com or 412-263-1941.
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The Market Risk Premium:
Expectational Estimates Using
Analysts’ Forecasts

Robert S. Harris and Felicia C. Marston

Using expectational data from financial analysts, we estimate a market risk premium for US stocks.
Using the S&P 500 as a proxy for the market portfolio, the average market risk premium is found to be
7.14% above yields on long-term US government bonds over the period 1982-1998. This risk premium
varies over time; much of this variation can be explained by either the level of interest rates or readily
available forward-looking proxies for risk. The market visk premium appears to move inversely with
governmen! inferest rates suggesting that required returns on stocks are morve stable than interest

rates themselves, [JEL: G31, GI12]

MThe notion of a market risk premium (the spread
between investor required returns on safe and average
risk assets) has long played a central role in finance. It
is a key factor in asset allocation decisions to determine
the portfolio mix of debt and equity instruments,
Moreover, the market risk premium plays a critical role
in the Capital Asset Pricing Model (CAPM), the most
widely used means of estimating equity hurdle rates by
practitioners. In recent years, the practical significance
of estimating such a market premium has increased as
firms, financial analysts, and investors employ financial
frameworks to analyze corporate and investment
performance. For instance, the increased use of
Economic Value Added (EVA") to assess corporate
performance has provided a new impetus for estimating
capital costs.

The most prevalent approach to estimating the market
risk premium relies on some average of the historical
spread between returns on stocks and bonds.' This

Robert S. Harris is the C. Stewart Sheppard Prolessor of Business
Administration and Felicia C. Marston is an Associate Professor
at the University of Virginia, Charlottesville, VA 22906.

The authors thank Erik Benrud, an anonymous reviewer, and
seminar participants at the University of Virginia, the
University of Connecticut and at the SEC for comments.
Thanks to Darden Sponsors, TVA, the Walker Family Fund,
and Mclntire Associates for support of this rescarch and to
IBES. Inc. for supplying data.

choice has some appealing characteristics but is
subject to many arbitrary assumptions such as the
relevant period for taking an average. Compounding
the difficulty of using historical returns is the well
noted fact that standard models of consumer choice
would predict much lower spreads between equity and
debt returns than have occurred in US markets—the
so called equity risk premium puzzle (see Welch, 2000
and Siegel and Thaler, 1997). In addition. theory calls
for a forward-looking risk premium that could well
change over time.

This paper takes an alternate approach by using
expectational data to estimate the market risk premium.
The approach has two major advantages for
practitioners. First, it provides an independent
estimate that can be compared to historical averages.
At a minimum, this can help in understanding likely
ranges for risk premia. Second, expectational data allow
investigation of changes in risk premia over time. Such
time variations in risk premia serve as important signals
from investors that should affect a host of financial
decisions. This paper provides new tests of whether
changes in risk premia over time are linked to forward-
looking measures of risk. Specifically, we look at the

‘Bruner, Eades, Harris, and Higgins (1998) provide survey
evidence on both textbook advice and practitioner methods
for estimating capital costs. As testament to the market for
cost of capital estimates, Ibbotson Associates (1998) publishes
a “Cost of Capital Quarterly.”
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relationship between the risk premium and four ex-
ante measures of risk: the spread between yields on
corporate and government bonds, consumer sentiment
about future economic conditions, the average level
of dispersion across analysts as they forecast
corporate earnings, and the implied volatility on the
S&P3500 Index derived from options data.

Section | provides background on the estimation of
equity required returns and a brief discussion of
current practice in estimating the market risk premium.
In Section I1, models and data are discussed. Following
a comparison of the results to historical returns in
Section I11, we examine the time-series characteristics
of the estimated market premium in Section 1V, Finally,
conclusions are offered in Section V.

|. Background

The notion of a “market” required rate of return is a
convenient and widely used construct. Such a rate (k)
is the minimum level of expected return necessary to
compensate investors for bearing the average risk of
equity investments and receiving dollars in the future
rather than in the present. In general, &£ will depend on
returns available on alternative investments (e.g..
bonds). To isolate the effects of risk, it is useful to
work in terms of a market risk premium (rp), defined as

rp=k—i, (1)
where 7/ = required return for a zero risk investment.

Lacking a superior alternative, investigators often
use averages of historical realizations to estimate a
market risk premium. Bruner, Eades, Harris, and Higgins
(1998) provide recent survey results on best practices
by corporations and financial advisors. While almost
all respondents used some average of past data in
estimating a market risk premium, a wide range of
approaches emerged. “While most of our 27 sample
companies appear to use a 60+ year historical period
to estimate returns, one cited a window of less than
ten years, two cited windows of about ten years, one
began averaging with 1960, and another with 1952 data™
(p- 22). Some used arithmetic averages, and some used
geometric. This historical approach requires the
assumptions that past realizations are a good surrogate
for future expectations and, as typically applied, that
the risk premium is constant over time. Carleton and
Lakonishok (1985) demonstrate empirically some of the
problems with such historical premia when they are
disaggregated for different time periods or groups of
firms. Siegel (1999) cites additional problems of using
historical returns and argues that equity premium
estimates from past data are likely too high. As Bruner
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et al. (1998) point out, few respondents cited use of
expectational data to supplement or replace historical
returns in estimating the market premium.

Survey evidence also shows substantial variation
in empirical estimates, When respondents gave a
precise estimate of the market premium, they cited
figures from 4% to over 7% (Bruner et al., 1998). A
quote from a survey respondent highlights the range
in practice. “In 1993, we polled various investment
banks and academic studies on the issue as to the
appropriate rate and got anywhere between 2 and 8%,
but most were between 6% and 7.4%.” (Bruner et al.,
1998). An informal sampling of current practice also
reveals large differences in assumptions about an
appropriate market premium. For instance, in a 1999
application of EVA analysis, Goldman Sachs
Investment Research specifies a market risk premium
of “3% from 1994-1997 and 3.5% from 1998-1999E for
the S&P Industrials™ (Goldman Sachs, 1999). At the
same time, an April 1999 phone call to Stern Stewart
revealed that their own application of EVA typically
employed a market risk premium of 6%. In its application
of the CAPM., Ibbotson Associates (1998) uses a market
risk premium of 7.8%. Not surprisingly, academics do not
agree on the risk premium either. Welch (2000) surveyed
leading financial economists at major universities. For a
30-year horizon, he found a mean risk premium of 7.1%
but a range from 1.5% to 15% with an interquartile range
of 2.4% (based on 226 responses).

To provide additional insight on estimates of the
market premium, we use publicly available
expectational data. This expectational approach
employs the dividend growth model (hereafter referred
to as the discounted cash flow (DCF) model) in which
a consensus measure of financial analysts’ forecasts
(FAF) of earnings is used as a proxy for investor
expectations. Earlier work has used FAF in DCF models®
but generally has covered a span of only a few years
due to data availability.

Il. Models and Data

The simplest and most commonly used version of
the DCF model is employed to estimate shareholders’
required rate of return, k. as shown in Equation (2):

‘See Malkiel (1982), Brigham, Vinson, and Shome (1985),
Harris (1986), and Harris and Marston (1992). The DCF
approach with analysts® forecasts has been used frequently in
regulatory settings. Ibbotson Associates (1998) use a variant
of the DCF model with forward-looking growth rates; however,
they do this as a separate technique and not as part of the
CAPM. For their CAPM estimates, they use historical averages
for the market risk premium.




k=~l—)i+g, (2)

0

where D = dividend per share expected to be received
at time one, P, = current price per share (time 0), and g
= expected growth rate in dividends per share.’® A
primary difficulty in using the DCF model is obtaining
an estimate of g, since it should reflect market
expectations of future performance. This paper uses
published FAF of long-run growth in earnings as a
proxy for g. Equation (2) can be applied for an
individual stock or any portfolio of companies. We
focus primarily on its application to estimate a market
premium as proxied by the S&P500.

FAF comes from IBES Inc. The mean value of
individual analysts” forecasts of five-year growth rate
in EPS is used as the estimate of g in the DCF model.
The five-year horizon is the longest horizon over which
such forecasts are available from IBES and often is the
longest horizon used by analysts. IBES requests
“normalized” five-year growth rates from analysts in
order to remove short-term distortions that might stem
from using an unusually high or low earnings year as
a base. Growth rates are available on a monthly basis.

Dividend and other firm-specific information come
from COMPUSTAT. D, is estimated as the current
indicated annual dividend times (/+g). Interest rates
(both government and corporate) are from Federal
Reserve Bulletins and Moodyv s Bond Record. Exhibit 1
describes key variables used in the study. Data are
used for all stocks in the Standard and Poor’s 500
stock (S&P500) index followed by IBES. Since five-
year growth rates are first available from IBES beginning
in 1982, the analysis covers the period from January
1982-December 1998.

The approach used is generally the same approach
as used in Harris and Marston (1992). For each month,

'Our methods follow Harris (1986) and Harris and Marston
(1992) who discuss earlier research and the approach employed
here, including comparisons of single versus multistage growth
models. Since analysts’ forecast growth in carnings per share,
their projections should incorporate the anticipated effects of
share repurchase programs. Dividends per share would grow at
the same rate as EPS as long as companies manage a constant
ratio of dividends to earnings on a per share basis. Based on
S&P500 figures (see the Standard and Poor’s website for their
procedures), the ratio of DPS to EPS was .51 during the period
1982-89 and .52 for the period 1990-98. Lamdin (2001)
discusses some issues if share repurchases destroy the
equivalence of EPS and DPS growth rates. Theoretically, 7 is a
risk-free rate, though its empirical proxy is only a “least risk”
alternative that is itself subject to risk. For instance. Asness
(2000) shows that over the 1946-1998 period, bond volatility
(in monthly realized returns) has increased relative to stock
volatility, which would be consistent with a drop in the equity
market premium,
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a market required rate of return is calculated using
each dividend-paying stock in the S&P500 index for
which data are available. As additional screens for
reliability of data, in a given month we eliminate a firm
if there are fewer than three analysts” forecasts or if
the standard deviation around the mean forecast
exceeds 20%. Combined, these two screens eliminate
fewer than 20 stocks a month. Later we report on the
sensitivity of the results to various screens. The DCF
model in Equation (2) is applied to each stock and the
results weighted by market value of equity to produce
the market-required return. The risk premium is
constructed by subtracting the interest rate on
government bonds.

We weighted 1998 results by year-end 1997 market
values since the monthly data on market value did not
extend through this period. Since data on firm-specific
dividend yields were not available for the last four
months of 1998 at the time of this study, the market
dividend yield for these months was estimated using
the dividend yield reported in the Wall Street Journal
scaled by the average ratio of this figure to the
dividend yield for our sample as calculated in the first
eight months of 1998, Adjustments were then made
using growth rates from IBES to calculate the market
required return. We also estimated results using an
average dividend yield for the month that employed
the average of the price at the end of the current and
prior months. These average dividend yield measures
led to similar regression coefficients as those reported
later in the paper.

For short-term horizons (quarterly and annual), past
research (Brown, 1993) finds that on average analysts’
forecasts are overly optimistic compared to
realizations. However, recent research on quarterly
horizons (Brown, 1997) suggests that analysts’
forecasts for S&P500 firms do not have an optimistic
bias for the period 1993-1996. There is very little
research on the properties of five-year growth
forecasts, as opposed to shorter horizon predictions.
Boebel (1991) and Boebel, Harris, and Gultekin (1993)
examine possible bias in analysts’ five-year growth
rates. These studies find evidence of optimism in IBES
growth forecasts. In the most thorough study to date,
Boebel (1991) reports that this bias seems to be getting
smaller over time. His forecast data do not extend into
the 1990s.

Analysts® optimism, if any. is not necessarily a
problem for the analysis in this paper. If investors share
analysts’ views, our procedures will still yield
unbiased estimates of required returns and risk premia.
In light of the possible bias, however, we interpret the
estimates as “upper bounds™ for the market premium.

This study also uses four very different sources to
create ex ante measures of equity risk at the market
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Exhibit 1. Variable Definitions

yield to maturity on long-term corporate bonds (Moody's average across bond rating categories)

k = Equity required rate return.

Py = Price per share.

Dy = Expected dividend per share measured as current indicated annual
dividend from COMPUSTAT multiplied by (1 + g).

g = Average financial analysts” forecast of five-year growth rate in earnings
per share (from IBES).

i = Yield to maturity on long-term US government obligations (source:
Federal Reserve. 30-year constant maturity series).

2 = Equity risk premium calculated as rp = &k — .

BSPREAD = spread between yields on corporate and government bonds, BSPREAD =
minus .

CON = Monthly consumer confidence index reported by the Conference Board
(divided by 100).

DISP = Dispersion of analysts” forecasts at the market level.

VOL = Volatility for the S+P500 index as implied by options data.

level. The first proxy comes from the bond market and
is calculated as the spread between corporate and
government bond yields (BSPREAD). The rationale is
that increases in this spread signal investors’
perceptions of increased riskiness of corporate activity
that would be translated to both debt and equity
owners. The second measure, CON, is the consumer
confidence index reported by the Conference Board at
the end of the month. While the reported index tends
to be around 100, we rescale CON as the actual index
divided by 100. We also examined use of CON as of
the end of the prior month; however, in regression
analysis, this lagged measure generally was not
statistically significant in explaining the level of the
market risk premium.' The third measure, DISP,
measures the dispersion of analysts® forecasts. Such
analyst disagreement should be positively related to
perceived risk since higher levels of uncertainty would
likely generate a wider distribution of earnings
forecasts for a given firm. DISP is calculated as the
average of firm-specific standard deviations for each
stock in the S&P500 covered by IBES. The firm-specific
standard deviation is calculated based on the
dispersion of individual analysts’ growth forecasts

‘We examined two other proxies for Consumer Confidence.
The Conference Board’s Consumer Expectations Index yielded
essentially the same results as those reported. The University
of Michigan’s Consumer Sentiment Indices tended to be less
significantly linked to the market risk premium, though
coefficients were still negative.

around the mean of individual forecasts for that
company in that month. DISP also was estimated using
a value-weighted measure of analyst dispersion for
the firms in our sample. The results reported use the
equally weighted version but similar patterns were
obtained with both constructions.” Our final measure,
VOL, is the implied volatility on the S&P500 index. As
of the beginning of the month, a dividend-adjusted
Black Scholes Formula is used to estimate the implied
volatility in the S&P500 index option contract, which
expires on the third Friday of the month. The call
premium, exercise price, and the level of the S&P500
index are taken from the Wall Street Journal, and
treasury yields come from the Federal Reserve,
Dividend yield comes from DRI. The option contract
that is closest to being at the money is used.

lll. Estimates of the Market Premium

Exhibit 2 reports both required returns and risk
premia by year (averages of monthly data). The
estimated risk premia are positive, consistent with
equity owners demanding additional rewards over and
above returns on debt securities. The average
expectational risk premium (1982 to 1998) over

*For the regressions reported in Exhibit 6, the value-
weighted dispersion measure actually exhibited more
explanatory power. For regressions using the Prais-Winsten
method (see footnote 7), the coefficient on DISP was not
significant in 2 of the 4 cases.
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Exhibit 2. Bond Market Yields, Equity Required Return, and Equity Risk Premium, 1982-1998

Values are averages of monthly figures in percent. 7 is the yield to maturity on long-term government bonds, & is the required return
on the S&P500 estimated as a value weighted average using a discounted cash flow model with analysts™ growth forecasts. The risk
premium #p = k — i. The average of analysts’ growth forecasts is g. Div vield is expected dividend per share divided

by price per share.

Year Div. Yield g k i mp=k-i
1982 6.89 : 1_?..73 19.62 - 12.76 | _ 6.86
1983 5.24 12.60 17.86 I1.18 6.67
1984 535 12.02 1757 12.39 5.18
1985 4.97 11.45 16.42 10.79 563
1986 4.08 11.05 15.13 7.80 7.34
1987 3.64 11.01 14.65 8.58 6.07
1988 427 11.00 E3:27 8.96 6.31
1989 3.95 11.08 15.03 8.45 6.58
1990 4.03 11.69 15.72 8.61 7.1
1991 3.64 11.99 15.63 8.14 7.50
1992 3.35 12.13 15.47 7.67 7.81
1993 3.15 11.63 14.78 6.60 8.18
1994 319 11.47 14.66 7.37 729
1995 3.04 11.51 14.55 6.88 7.67
1996 2.60 11.89 14.49 6.70 7.79
1997 2.18 12.60 14.78 6.60 8.17
1998 1.80 12.95 14.75 5.58 9.17
Average 3.86 11.81 15.67 8.53 7.14

government bonds is 7.14%, slightly higher than the
6.47% average for 1982 to 1991 reported by Harris and
Marston (1992). For comparison purposes, Exhibit 3
contains historical returns and risk premia. The average
expectational risk premium reported in Exhibit 2 is
approximately equal to the arithmetic (7.5%) long-term
differential between returns on stocks and long-term
government bonds.”

“Interestingly. for the 1982-1996 period the arithmetic spread
hetween large company stocks and long-term government
bonds was only 3.3% per year. The downward trend in interest
rates resulted in average annual returns of 14.1% on long-
term government bonds over this horizon. Some (e.g.,
Ibbotson, 1997) argue that only the income (not total) return
on bonds should be subtracted in calculating risk premia.

Exhibit 2 shows the estimated risk premium changes
over time, suggesting changes in the market’s
perception of the incremental risk of investing in equity
rather than debt securities. Scanning the last column
of Exhibit 2, the risk premium is higher in the 1990s
than earlier and especially so in late 1997 and 1998.
Our DCF results provide no evidence to support the
notion of a declining risk premium in the 1990s as a
driver of the strong run up in equity prices.

A striking feature in Exhibit 2 is the relative stability
of the estimates of k. After dropping (along with
interest rates) in the early and mid-1980s, the average
annual value of k has remained within a 75 basis point
range around 15% for over a decade. Morcover, this
stability arises despite some variability in the
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Exhibit 3. Average Historical Returns on Bonds, Stocks, Bills, and Inflation in the US, 1926-1998

Historical Retum Realizations
Common Stock (Large Company)
Long-term Government Bonds

Treasury Bills

Inflation Rate

Saurce: Ibbotson Associates, Inc.. 1999 Stacks. Bonds. Bills and Inflation, 1999 Yearbook.

underlying dividend yield and growth components of

k as Exhibit 2 illustrates. The results suggest that £ is
more stable than government interest rates. Such
relative stability of & translates into parallel changes
in the market risk premium. In a subsequent section,
we examine whether changes in our market risk premium
estimates appear linked to interest rate conditions and
a number of proxies for risk.

We explored the sensitivity of the results to our
screening procedures in selecting companies. The
reported results screen out all non-dividend paying
stocks on the premise that use of the DCF model is
inappropriate in such cases. The dividend screen
eliminates an average of 55 companies per month. In a
given month, we also screen out firms with fewer than
three analysts™ forecasts, or if the standard deviation
around the mean forecast exceeds 20%. When the
analysis is repeated without any of the three screens,
the average risk premium over the sample period
increased by only 40 basis points, from 7.14% to 7.54%.
The beta of the sample firms also was estimated and
the sample average was one, suggesting that the
screens do not systematically remove low or high-risk
firms. (Specifically, using firms in the screened sample
as of December 1997 (the last date for which we had
CRSP return data), we used ordinary least squares
regressions to estimate beta for each stock using the
prior 60 months of data and the CRSP return (SPRTRN)
as the market index. The value-weighted average of the
individual betas was 1.00.)

The results reported here use firms in the S&P500 as
reported by COMPUSTAT in September 1998. This
could create a survivorship bias, especially in the earlier
months of the sample. We compared our current results
to those obtained in Harris and Marston (1992) for
which there was data to update the S&P500
composition each month. For the overlapping period,
January 1982-May 1991, the two procedures yield the
same average market risk premium, 6.47%. This
suggests that the firms departing from or entering the
S&P500 index do so for a number of reasons with no
discernable effect on the overall estimated S&P500
market risk premium.

Geometric Mean Arithmetic Mean
B lE 13.2%
53 51
38 3.8
3l 32

IV. Changes in the Market Risk
Premium Over Time

With changes in the economy and financial markets,
equity investments may be perceived to change in risk.
For instance, investor sentiment about future business
conditions likely affects attitudes about the riskiness
of equity investments compared to investments in the
bond markets. Moreover, since bonds are risky
investments themselves, equity risk premia (relative
to bonds) could change due to changes in perceived
riskiness of bonds, even if' equities displayed no shifts
in risk.

In earlier work covering the 1982-1991 period, Harris
and Marston (1992) reported regression results
indicating that the market premium decreased with the
level of government interest rates and increased with
the spread between corporate and government bond
yields (BSPREAD). This bond yield spread was
interpreted as a time series proxy for equity risk. In
this paper. we introduce three additional ex ante
measures of risk shown in Exhibit 1: CON, DISP, and
VOL. The three measures come from three independent
sets of data and are supplied by different agents in the
economy (consumers, equity analysts, and investors
(via option and share price data)). Exhibit 4 provides
summary data on all four of these risk measures.

Exhibit 5 replicates and updates earlier analysis by
Harris and Marston (1992).7 The results confirm the
earlier patterns. For the entire sample period, Panel A
shows that risk premia are negatively related to interest
rates. This negative relationship is also true for both

"OLS regressions with levels of variables generally showed
severe autocorrelation. As a resull, we used the Prais-Winsten
method (on levels of variables) and also OLS regressions on
first differences of variables. Since both methods yielded similar
results and the latter had more stable coefficients across
specilications, we report only the results using first differences.
Tests using Durbin-Watson statistics from regressions in
Exhibits 5 and 6 do not accept the hypothesis of autocorrelated
errors (tests at .01 significance level, see Johnston, 1984).
We also estimated the first difference model without an intercept
and obtained estimates almost identical to those reported.
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Exhibit 4. Descriptive Statistics on Ex Ante Risk Measures

Entries are based on monthly data. BSPREAD is the spread between yields on long-term corporate and government bonds. CON
is the consumer confidence index. DISP measures the dispersion of analysts” forecasts of earnings growth. VOL is the volatility on

the S&P3500 index implied by options data. Variables are expressed in decimal form, (e.g., 12% = .12).

Panel A. Variables [lrt: Mr;nrhiy Levels

Mean ~ Standard Deviation Minimum Maximum
BSPREAD 0123 0040 0070 0254
CON 9504 2242 473 1.382
DISP 0349 0070 0285 0687
VOL 1599 0697 0765 6085
- T Papél B, Variablésate Monthly Chonges : o
I Mean  Standard Deviation Minimum Maximum
BSPREAD -.00001 0011 -.0034 0036
CON 0030 0549 -.2300 2170
DISP -.00002 0024 -.0160 0154
VOL -.0008 0592 -.2156 4081
- 7’1:}1:%! C. Carrelation Coefficients ﬁ);' M;mzly Changes B -
) - BSPREAD . CQN ~ DISP VOL
BSPREAD 1.00 - 16** 054 22%
CON - 1 6FF 1.00 065 -.09
DISP 054 065 1.00 027
VOL 22% -.09 027 1.00

**Significantly different from zero at the .05 level.
*Significantly different from zero at the .01 level.

the 1980s and 1990s as displayed in Panels B and C.
For the entire 1982 to 1998 period, the addition of the
yield spread risk proxy to the regressions lowers the
magnitude of the coefficient on government bond
yields, as can be seen by comparing Equations (1) and
(2) of Panel A. Furthermore, the coefficient of the yield
spread (0.488) is itself significantly positive. This
pattern suggests that a reduction in the risk differential
between investment in government bonds and in
corporate bonds is translated into a lower equity
market risk premium.

In major respects, the results in Exhibit 5 parallel
earlier findings. The market risk premium changes over
time and appears inversely related to government
interest rates but is positively related to the bond yield
spread, which proxies for the incremental risk of

investing in equities as opposed to government bonds.
One striking feature 1s the large negative coefficients
on government bond yields. The coefficients indicate
the equity risk premium declines by over 70 basis
points for a 100 basis point increase in government
interest rates.® This inverse relationship suggests

*The Exhibit 5 coefficients on i are significantly different
from —I. 0 suggesting that equity required returns do respond
to interest rate changes. However, the large negative
coefficients imply only minor adjustments of required returns
to interest rate changes since the risk premium declines. In
carlier work (Harris and Marston, 1992) the coefficient was
significantly negative but not as large in absolute value. In that
earlier work, we reported results using the Prais-Winsten
estimators. When we use that estimation technique and recreate
the second regression in Exhibit 5, the coefficient for 7 is -.584 (r
= - 12.23) for the entire sample period 1982-1998.
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Exhibit 5. Changes in the Market Equity Risk Premium Over Time

The exhibit reports regression coefficients (-values). Regression estimates use all variables expressed as monthly changes to
correct for autocorrelation. The dependent variable is the market equity risk premium for the S&P500 index. BSPREAD is the
spread between yields on long-term corporate and government bonds. The yield to maturity on long-term government bonds is
denoted as i. For purposes of the regression, variables are expressed in decimal form, (e.g., 12% = .12).

Time Period 7

Intercept i BS=PREAD R?
A. 1982-1998 -.0002 -.869 b
(-1.49) (-16.54)
-.0002 -.749 488 .59
(-1.11) (-11.37) (2.94)
B. 19805 -.0005 -.887 .56
(-1.62) (-10.97)
-.0004 -.759 508 57
(-1.24) (-7.42) (1.99)
C. 19905 -.0000 -.840 .64
(-0.09) (-13.78)
-.0000 -.757 347 .65
(0.01) (-9.85) (1.76)

Exhibit 6. Changes in the Market Equity Risk Premium Over Time and Selected Measures of Risk

The exhibit reports regression coefficients (-values). Regression estimates use all variables expressed as monthly changes
to correct for autocorrelation. The dependent variable is the market equity risk premium for the S&P500 index. BSPREAD
is the spread between yields on long-term corporate and government bonds. The yield to maturity on long-term government
bonds is denoted as i. CON is the consumer confidence index. DISP measures the dispersion of analysts’ forecasts of
earnings growth. VOL is the volatility on the S&P500 index implied by options data. For purposes of the regression,
variables are expressed in decimal form, (e.g., 12% = .12).

Time Period Intercept i BSPREAD CON DISP VOL Adj. R
A. 1982-1998
(n 0.0002 -0.014 0.05
(.97) (-3.50)
(2) -0.0001 -0.737 0.453 -0.007 0.60
(-.96) (-11.31) (2.76) (-2.48)
(3) 0.0002 0.224 0.02
(.79) (2.38)
4) -0.0001 -0.733 0.433 -0.007 0.185 0.62
(-.93) (-11.49) (2.69) (-2.77) (3.13)
B. May 1956-1998 (5) 0.0000 -0.818 0.420 -0.005 0.378 0.68
(.06) (-11.21) (2.52) (-2.23) (3.77)
(6) 0.0001 0.011 0.05
(.53) (2.89)
(7 0.0000 -0.831 0.326 -0.005 0.372 0.006 0.69
(.02) (-11.52) (1.95) (-2.12) (3.77) (2.66)
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much greater stability in equity required returns than
is often assumed. For instance, standard application
of the CAPM suggests a one-to-one change in equity
returns and government bond yields.

Exhibit 6 introduces three additional proxies for risk
and explores whether these variables, either
individually or collectively, are correlated with the
market premium. Since the estimates of implied volatility
start in May 1986, the exhibit shows results for both
the entire sample period and for the period during which
we can introduce all variables. Entered individually
each of the three variables is significantly linked to
the risk premium with the coefficient having the
expected sign. For instance, in regression (1) the
coefficient on CON is -.014, which is significantly
different from zero (1= -3.50). The negative coefficient
signals that higher consumer confidence is linked to a
lower market premium. The positive coefficients on
VOL and DISP indicate the equity risk premium
increases with both market volatility and disagreement
among analysts. The effects of the three variables appear
largely unaffected by adding other variables. For
instance, in regression (4) the coefficients on CON and
DISP both remain significant and are similar in magnitude
to the coefficients in single variable regressions.”

Even in the presence of the new risk variables,
Exhibit 6 shows that the market risk premium is affected
by interest rate conditions. The large negative
coefficient on government bond rates implies large
reductions in the equity premium as interest rates rise.
One feature of our data may contribute to the observed
negative relationship between the market risk premium
and the level of interest rates. Specifically, if analysts
are slow to report updates in their growth forecasts,
changes in the estimated & would not adjust fully with
changes in the interest rate even if the true risk premium
were constant. To address the impact of “stickiness”
in the measurement of &, we tformed “quarterly”
measures of the risk premium that treat £ as an average
over the quarter. Specifically, we take the value of k at
the end of a quarter and subtract from it the average
value of i for the months ending when k is measured,
For instance, to form the risk premium for March 1998,

“Realized equity returns are difficult to predict out of sample
(see Goyal and Welch, 1999). Our approach is different in
that we look at expectational risk premia which are much
more stable. For instance, when we estimale regression

coefficients (using the specification shown in regression 7 of

Exhibit 6) and apply them out of sample we obtain
“predictions™ of expectational risk premia that are
significantly more accurate (better than the .01 level) than a
no change forecast. We use a “rolling regression™ approach
using data through December 1991 to get coellicients to predict
the risk premium in January 1992. We repeat the procedure

moving forward a month and dropping the oldest month of

data from the regression. Details are available from the authors.
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the average value of i for January, February, and March
is subtracted from the March value of k. This approach
assumes that, in March, £ still reflects values of g that
have not been updated from the prior two months.
The quarterly measure of risk premium then is paired
with the average values of the other variables for the
quarter. For instance, the March 1998 “quarterly” risk
premium would be paired with averaged values of
BSPREAD over the January through March period. To
avoid overlapping observations for the independent
variables, we use only every third month (March, June,
September, December) in the sample.

As reported in Exhibit 7, sensitivity analysis using
“quarterly™ observations suggests that delays in
updating may be responsible for a portion, but not all,
of the observed negative relationship between the
market premium and interest rates. For example, when
quarterly observations are used, the coefficient on i in
regression (2) of Exhibit 7 is -.527, well below the earlier
estimates but still significantly negative."

As an additional test, movements in the bond risk
premium (BSPREAD) are examined. Since BSPREAD is
constructed directly from bond yield data, it does not
have the potential for reporting lags that may affect
analysts’ growth forecasts. Regression 3 in Exhibit 7
shows BSPREAD is negatively linked to government
rates and significantly so."" While the equity premium
need not move in the same pattern as the corporate
bond premium, the negative coefficient on BSPREAD
suggests that our earlier results are not due solely to
“stickiness™ in measurements of market required returns.

The results in Exhibit 7 suggest that the inverse
relationship between interest rates and the market risk
premium may not be as pronounced as suggested in
carlier exhibits. Still, there appears to be a significant
negative link between the equity risk premium and
government interest rates. The quarterly results in
Exhibit 7 would suggest about a 50 basis point change
in risk premium for each 100 basis point movement in
interest rates,

Overall, the ex ante estimates of the market risk
premium are significantly linked to ex ante proxies for
risk. Such a link suggests that investors modify their
required returns in response to perceived changes in
the environment. The findings provide some comfort
that our risk premium estimates are capturing, at least

USensitivity analysis for the 1982-1989 and 1990-1998
subperiods vields results similar to those reported.

""We thank Bob Conroy for suggesting use of BSPREAD.
Regression 3 in Exhibit 7 appears to have autocorrelated
errors: the Durbin-Watson (DW) statistic rejects the hypothesis
ol no autocorrelation. However, in subperiod analysis, the
DW statistic for the 1990-98 period is consistent with no
autocorrelation and the coefficient on / is essentially the same
(-.24, 1 = -8.05) as reported in Exhibit 7.
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Exhibit 7. Regressions Using Alternate Measures of Risk Premia to Analyze Potential Effects of
Reporting Lags in Analysts’ Forecasts

The exhibit reports regression coefficients (r-values). Regression estimates use all variables expressed as changes (monthly
or quarterly) to correct for autocorrelation. BSPREAD is the spread between yields on long-term corporate and government
bonds. rp is the risk premium on the S&P500 index. The yield to maturity on long-term government bonds is denoted as

i. For purposes of the regression, variables are expressed in decimal form, (e.g., 12% = .12).

Dependent Variable Intercept

(1) Equity Risk Premium (rp) -.0002
Monthly Observations 1110
{same as Table V)

(2)  Equity Risk Premium (1p) -.0002
“Quarterly” nonoverlapping (-.49)
observations to account for
lags in analyst reporting

-.0001

(3) Corporate Bond Spread (BSPREAD) (-1.90)

Monthly Observations

in part, underlying changes in the economic
environment. Moreover, each of the risk measures
appears to contain relevant information for investors.
The market risk premium is negatively related to the
level of consumer confidence and positively linked to
interest rate spreads between corporate and
government debt, disagreement among analysts in their
forecasts of earnings growth, and the implied volatility
of equity returns as revealed in options data.

V. Conclusions

Shareholder required rates of return and risk premia
should be based on theories about investors’
expectations for the future. In practice, however, risk
premia are typically estimated using averages of
historical returns. This paper applies an alternate
approach to estimating risk premia that employs
publicly available expectational data. The resultant
average market equity risk premium over government
bonds is comparable in magnitude to long-term
differences (1926 to 1998) in historical returns between
stocks and bonds. As a result, our evidence does not
resolve the equity premium puzzle: rather, the results
suggest investors still expect to receive large spreads
to invest in equity versus debt instruments.

There is strong evidence. however, that the market
risk premium changes over time. Moreover, these
changes appear linked to the level of interest rates as
well as ex ante proxies for risk drawn from interest rate
spreads in the bond market, consumer confidence in
future economic conditions, disagreement among
financial analysts in their forecasts and the volatility

i BSPREAD Adj. i
-749 488 59
(-11.37) (2.94)
-527 550 60
(-6.18) (2.20)
-247 38
(-11.29)

of equity returns implied by options data. The significant
economic links between the market premium and a wide
array of risk variables suggests that the notion of a
constant risk premium over time is not an adequate
explanation of pricing in equity versus debt markets.

These results have implications for practice. First,
at least on average, the estimates suggest a market
premium roughly comparable to long-term historical
spreads in returns between stocks and bonds. Our
conjecture is that, if anything, the estimates are on the
high side and thus establish an upper bound on the
market premium. Second, the results suggest that use
of a constant risk premium will not fully capture
changes in investor return requirements. As a specific
example, our findings indicate that common application
of models such as the CAPM will overstate changes
in shareholder return requirements when government
interest rates change. Rather than a one-for-one
change with interest rates implied by use of constant
risk premium, the results indicate that equity required
returns for average risk stocks likely change by half
(or less) of the change in interest rates. However, the
picture is considerably more complicated as shown by
the linkages between the risk premium and other
attributes of risk.

Ultimately, our research does not resolve the answer
to the question “What is the right market risk
premium?” Perhaps more importantly, our work
suggests that the answer is conditional on a number
of features in the economy—not an absolute. We hope
that future research will harness ex ante data to provide
additional guidance to best practice in using a market
premium to improve financial decisions.
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"incorporates all information relating to equity valuation

contained in alternative proxies"; however, their studies indicate

that forecasts do not contain all relevant information and thus

should not be relied upon exclusively. Conroy and Harris (1987)

found that analysts’ forecasts were better predictors than historic

growth over the very short term, but the advantage declined

steadily over time. They conclude that combinations of analysts’

forecasts and historic growth provide the best forecasting results.

Avera and Fairchild (1982) and Newbolt, Zumwalt, and Kannan {(1987)

reached similar conclusions.

3. Whose Projections Are Best?

Finally, a number of studies have commented on the relative

accuracy of various analysts’ forecasts. Brown and Rozeff (1978)

found that Value Line was superior to other forecasts. Chatfield,

Hein and Moyer (1990, 438) found, further "Value Line to be more

accurate than alternative forecasting methods" and that "investors

place the greatest weight on the forecasts provided by Value Line".

Finally, Collins and Hopwood (1980) concluded that Value Line

predictions are more accurate than competing models as they produce

fewer and smaller extreme errors. In contrast, Avera and Fairchild

(1982) contend that Value Line forecasts are not an acceptable

surrogate for the growth component in the DCF model.
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U.S. Utilities Ratings Analysis Now Portrayed In
The S&P Corporate Ratings M

The electric, gas, and water utility ratings ranking lists published today by Standard & Poor's 1.8, Utilities &
Infrastructure Ratings practice are categorized under the business risk/financial risk matrix used by the Corporate

Ratings group. This is designed to present our rating conclusions in a clear and standardized manner across all
corporate sectors. Incorporating utility ratings into a shared framework to communicate the fundamental credit
analysis of a company furthers the goals of transparency and comparability in the ratings process. Table 1 shows the
matrix.

Table 1

Financial Risk Profile

Business Risk Profile Minimal Modest intermediate Agyressive Highly leveraged

Excellent AAA AA A BEB BB
Strong AA A A BAB- BB-
Satisfactory A BBB+  BBB BB+ B+
Weak BER BRB- BB+ BB- B
Vulnerable BB B+ B+ B B-

The utilities rating methodology remains unchanged, and the use of the corporate risk matrix has not resulted in any
changes to ratings or outlooks. The same five factors that we analyzed to produce a business risk score in the
familiar 10-point scale are used in determining whether a utility possesses an "Excellent,” "Strong," "Satisfactory,"
"Weak," or "Vulnerable" business risk profile:

~ e Regulation,

o Markets,

e Operations,

¢ Competitiveness, and
¢ Management.

Regulated utilities and holding companies that are utility-focused virtually always fall in the upper range
("Excellent” or "Strong") of business risk profiles. The defining characteristics of most utilities--a legally defined
service territory generally free of significant competition, the provision of an essential or near-essential service, and
the presence of regulators that have an abiding interest in supporting a healthy utility financial profile--underpin the
business risk profiles of the electric, gas, and water utilities.

As the matrix concisely illustrates, the business risk profile loosely determines the level of financial risk appropriate
for any given rating. Financial risk is analyzed both qualitatively and quantitatively, mainly with financial ratios and
other metrics that are calculated after various analytical adjustments ate performed on financial statements prepared
under GAAP. Financial risk is assessed for utilities using, in part, the indicative ratio ranges in table 2.

Standard & Poor’s RatingsDireet | November 30, 2007 2
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U.S. Utdlities Ratings Analysis Now Portrayed In The S&P Corporate Ratings Matrix

Table 2

{Fuliy adjusted, historically demonstrated, and expected to consistently continue}

Cash flow Deht leverage
{FFO/debt} {%) {FFO/interest} (x)  (Total deb¥/capital) (%)
Modest 40 - 80 40-60 25-40
Intermediate 25-45 3.0-45 35-50
Aggressive 10-30 20-35 45-60
Highly leveraged Below 15 250rless Over 50

The indicative ranges for utilities differ somewhat from the guidelines used for their unregulated counterparts
because of several factors that distinguish the financial policy and profile of regulated entities. Utilities tend to
finance with long-maturity capital and fixed rates. Financial performance is typically more uniform over time,
avoiding the volatility of unregulated industrial entities. Also, utilities fare comparatively well in many of the
less-quantitative aspects of financial risk. Financial flexibility is generally quite robust, given good access to capital,
ample short-term liquidity, and the like. Utilities that exhibit such favorable credit characteristics will often see
ratings based on the more accommodative end of the indicative ratio ranges, especially when the company's business
risk profile is solidly within its category. Conversely, a utility that follows an atypical financial policy or manages its
balance sheet less conservatively, or falls along the lower end of its business risk designation, would have to
demonstrate an ability to achieve financial metrics along the more stringent end of the ratio ranges to reach a given
rating.

Note that even after we assign a company a business risk and financial risk, the committee does not arrive by rote at
a rating based on the matrix. The matrix is a guide--it is not intended to convey precision in the ratings process or
reduce the decision to plotting intersections on a graph. Many small positives and negatives that affect credit quality
can lead a committee to a different conclusion than what is indicated in the matrix. Most outcomes will fall within
one notch on either side of the indicated rating. Larger exceptions for utilities would typically involve the influence
of related unregulated entities or extraordinary disruptions in the regulatory environment.

‘We will use the matrix, the ranking list, and individual company reports to communicate the relative position of a
company within its business risk peer group and the other factors that produce the ratings.
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Chapter 2

Introduction to the Cost of Capital

Defining the Cost of Capital

Ibbotson® Stocks, Bonds, Bills, and Inflation® {SBBI®} his-
torical data cari be used, along with other inputs. to make
forecasts of the future, including estimates of the cost of
capital. A cost of ‘capital estimate seeks to discern the
expected return, or forecast mean return, on an investment
in a security, firm, project, or division.

The cost of capital (sometimes called the expected or
required rate of return or the discount rate) can be viewed
from three different perspectives. On the asset side of
a firm's balance sheet, it is the rate that should be used
to discount to a present value the future expected cash
flows. On the liability side, it is the economic cost to
the firm of attracting and retaining capita! in a competi-
tive environment, in which investors (capital providers)

carefully analyze and compare all return-generating oppor-
tunittes. On the investor’s side, it is the return one expects
and requires from an investment in a firm's debt or
equity. While each of these perspectives might view the
cost of capital differently, they are all dealing with the
same number.

The cost of capital is always an expectational or for-

ward-looking concept. While the past performance of an
investment and other historical information can be good
guides and are often used to estimate the required rate of
return on capital, the expectations of future events are the
only factors that actually determine the cost of capital. An
investor contributes capital to a firm with the expectation
that the business’s future performance will provide a fair
return on the investment. If past performance were the
criterion most important to investors, no one would invest
in start-up ventures. It should also be noted that the cost
of capital is a function of the investment, not the investor.

The cost of capital is an opportunity cost. Some people
consider the phrase “opportunity cost of capital” to be

The Ibbotson® SBBI* Data Series

Approximate

$BBI Data Series Series Construction Index Components Maturity
1. Large S&P 500 Composite with Total Return N/A
Company dividends reinvested. Income Return
Stocks ] (S&P 500. 1957~Present; Caprtal Appreciation
' S&P 90, 1926-1956) Return -
2. |bbotson Fifth capralization quintile of stocks - Total Return N/A
Small ) on the NYSE for 1926—-1981.
Company Pertormance of the DFA U'S. 9-10
Stocks Smatl Company Portfolio January
1982-March 2001
Performance of the OFA U.S. Micro
Cap Portfolio April 2001-Present.
i 3. Long-Term Citigroup ' ' Total Return » 20 Years
i Corporate Long-Term High Grade
Bonds . Corporate Bond Index
- 4. Long-Term A One-Bond Partfolio Total Return ' 20 Years
i Government Income Return
i Bonds Capital Appreciation
& Return Yield
,' 5. Intermediate- A One-Bond Portfalio " Total Return 5 Years
. Term Income Return
Government Capital Appreciation
Bonds Return Yield
6. U.S. Treasury Bills A One-Bill Portfolic Total Return 30 Days
7. Consumer Price CPi—Al} Urban Consumers, Inflation Rate N/A
Index not seasonatly adjusted
§: The series presented here are total returns and, where applicablg or available, capital appreciation returns and income returns. A description of the Center for Research in

Secunty Prices small stock data is found in Chapter 7, Fum Size and Return
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compared to an index of the long-term government hond
capital appreciation. In general, as yields rose, the capital
appreciation index fell, and vice versa. Had an investor held
the long-term bond to maturity, he would have realized
the yield on the bond as the total return. However, in a
constant maturity portfalio, such as those used to measure
bond returns in this publication, bonds are sold before
maturity (at a capital loss if the market yield has risen since
the time of purchase). This negative retumn is associated
with the risk of unanticipated yield changes

Graph 5-1: Long-term Government Bond Yields versus Capital
Appreciation Index

Index {3} Yield (%)
1.6 16.0

0.2 2.0

1925 1942 1959 1976 1993 2010
Year-end «—  Capital Appreciation Yield

Data irom 19252010

For example, if bond vyields rise unexpectedly, inves-
tors can receive a higher coupon payment from
a newly issued bond than from the purchase of an
outstanding bond with the former lower-coupon
payment. The outstanding lower-coupon bond will thus fail
to attract buyers, and its price will decrease, causing its
yield to increase correspondingly, as its coupon payment
remains the same. The newly priced outstanding bond
will subseguently attract purchasers who will benefit from
the shift in price and yield; however, those investors who
already held the bond will suffer a capital loss due to the
fall in price.

Anticipated changes in yields are assessed by the market
and figured into the price of a bond. Future changes in
yields that are not anticipated will cause the price of the
bond to adjust accordingly. Price changes in bonds due to
unanticipated changes in yields introduce price risk into
the total return. Therefore, the total return on the bond
series does not represent the riskless rate of return.The
income return better represents the unbiased estimate of
the purely riskless rate of return, since an investor can hold
a bond to maturity and be entitled to the income return with
no capital loss.

Arithmetic versus Geometric Means

The equity risk premium data presented in this book are
arithmetic average risk premia as opposed to geometric
average risk premia. The arithmetic average equity risk pre-
mium can be demonstrated to be most appropriate when
discounting future cash flows. For use as the expected
equity risk premium in either the CAPM or the building
block appfoach, the arithmetic mean or the simple differ-
ence of the arithmetic means of stock market returns and
riskless rates is the relevant number. This is because both
the CAPM and the building block approach are additive
models, in which the cost of capital is the sum of its parts.
The geometric average iS more appropriate for report-
ing past performance, since it represents the compound
average returm.

The argument for using the arithmetic average is quite
straightforward. In looking at projected cash flows, the
equity risk premium that should be employed is the equity
risk premium that is expected to actually be incurred over
the future time periods. Graph 5-2 shows the realized
equity risk premium for each year based on the returns of
the S&P 500 and the income return on long-term govern-
ment bonds. {The actual, observed difference between the
return on the stock market and the riskless rate is known
as the realized equity risk premium.} There is considerable
volatility in the year-by-year statistics. At times the reafized
equity' risk premium is even negative.
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common equity to obtain the final cost of equity ﬁnancing.1 This incre-
mental return is referred to as the “flotation cost allowance,” and is the
sum total of direct flotation expenses, market pressure, and market break.

To demonstrate the need for adjusting the market-determined return on
equity for flotation costs, consider the following simple example. Share-
holders invest $100 of capital on which they expect to earn a return of 10%,
or $10, but the company nets $95 because of issuance costs. It is obvious
that the company will have to earn more than 10% on its net book
investment (rate base) of $95 to provide investors with a $10 return on the
money actually invested. To provide the same earnings of $10 on a reduced
capital base of $95 clearly requires a return higher than the shareholder
expected return of 10%, namely $10/$95 = 10.53%. This is because only the
net proceeds from an equity issue are used to add to the rate base on which
the investor earns.

6.2 Magnitude of Flotation Costs

The flotation cost allowance requires an estimated adjustment to the
return on equity of approximately 5% to 10%, depending on the size and
risk of the issue. A more precise figure can be obtained by surveying
empirical studies on utility security offerings.

According to empirical studies by Borum and Malley (1986) and Logue and
Jarrow (1978), underwriting costs and expenses average 4% - 5.5% of gross
proceeds for utility stock offerings in the U.S. Eckbo and Masulis (1987)
found an average flotation cost of 4.1756% for utility common stock offerings,
and found that flotation costs increased progressively for smaller size issues.

As far as the market pressure effect is concerned, empirical studies clearly
show that the market pressure effect is real, tangible, and measurable.
Appendix 6-A describes one method of measuring the market pressure
effect. Logue and Jarrow (1978) found that the absolute magnitude of the
relative price decline due to market pressure was less than 1.5%. Bowyer
and Yawitz (1980) examined 278 public utility stock issues and found an
average market pressure of 0.72%. In a classic and monumental study
published in the Journal of Financial Economics, which reviewed the
aggregate empirical evidence on market pressure from several studies,
Smith (1986) found a market pressure effect of 3.14% for industrial stock

1 An alternate way of stating this requirement is that the utility’s stock must be
maintained at some minimum market-to-book ratio in such a way that the
proceeds from new stock issues will not decline below book value per share.
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issues and 0.75% for utility common stock issues. Other studies of market
pressure are reported in Logue (1973), Pettway (1984), and Reilly and
Hatfield (1969). In Pettway’s study, the market pressure effect for a sample
of 368 public utility equity sales was in the range of 2% to 3%. Eckbo and
Masulis (1987) found that the relative price decline due to market pressure
in the days surrounding the announcement amounted to slightly more than
1.5%.

The Eckbo and Masulis study also confirmed that the percentage flotation
cost allowance is higher for small issues than for large issues in view of the
high fixed cost component of total costs involved in the process of security
underwriting. Although total costs of issuing securities vary according to
size of the issue and the degree of risk, there are certain expenses that are
fixed, regardless of issue size. These include legal fees and prospectus
preparation. With respect to the balance, or underwriting costs, there is
greater risk assumed with smaller issues.

In summary, based on empirical studies of U.S. utility security offerings, total
flotation costs including market pressure conservatively amount to 5% of
gross proceeds for U.S. security offerings. This is consistent with the fact that
several utilities raise a substantial portion of their external equity every year
through an automatic dividend reinvestment plan and offer a 5% discount,
suggesting that the savings from abstaining from a public issue of common
stock are at least 5%. The flotation cost allowance of 5% is likely to be
conservative, since no explicit allowance for market break is incorporated. If
negative events should occur during the time period from announcement of
a public issue to actual pricing, the price could fall below book value unless
a sufficient margin is maintained. Moreover, the 1% allowance for market,
pressure is probably conservative for large stock issues.

6.3 Application of the Flotation Cost
Adjustment

This section formally demonstrates: (1) how and why it is necessary to
apply a flotation cost allowance to the dividend yield component of the
DCF model in order to obtain the fair return on equity capital; (2) why the
flotation adjustment is permanently required to avoid confiscation even if
no further stock issues are contemplated; and (3) why flotation costs are
only recovered if the rate of return is applied to total equity, including
retained earnings, in all future years.

An analogy with bond issues, as discussed in Brigham, Aberwald, and
Gapenski (1985), is useful here in order to understand the treatment of
issue costs in the case of common stock issues. In the case of bonds,
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The latter expression is identical to that obtained from the standard DCF
model adjusted for underpricing in Equation 6-4.

The more practical version of the extended DCF model cast in terms of G,
the growth rate in total book equity, also collapses to an identical expression:

r=G+(M/B) (K-G) (6-8)

To avoid dilution, v=0, which in turn implies G = g= br. Equation 6-8
reduces to Equation 6-7 under the condition that M/B= 1/(1-f):

r=g+(1/(1-f) (K-g)
=g+ (1/(1-f})) D1/P

=D,/P(1-fy+g

6.4 Flotation Cost Controversies

Several important controversies have surfaced regarding the underpricing
allowance. The first is the contention that an underpricing allowance is
inappropriate if the utility is a subsidiary whose equity capital is obtained
from its parent. This objection is unfounded since the parent-subsidiary
relationship does not eliminate the costs of a new issue, but merely
transfers them to the parent. It would be unfair and discriminatory to
subject parent shareholders to dilution while individual shareholders are
absolved from such dilution. Fair treatment must consider that if the
utility subsidiary had gone to the capital marketplace directly, flotation
costs would have been incurred. -

A second controversy is whether a flotation cost allowance should be
allowed because a company can always obtain equity from sources other
than a public issue of common stock, such as a rights issue for example.
There are several sources of equity capital available to a firm, including:
public common stock issues, conversions of convertible preferred stock,
dividend reinvestment plans, employees’ savings plans, warrants, and
stock dividend programs. Each carries its own set of administrative costs
and flotation cost components; including discounts, commissions, corpo-
rate expenses, offering spread, and market pressure.

Equity capital raised through a public issue is typically more expensive
than alternate sources of equity. Rights issues, when available, are less
expensive, but direct costs would still be incurred. Of course, a rights issue
assumes that a willing underwriter and a willing market could be found
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for such offerings in the first place, an unlikely event in public capital
markets for small unproven companies. Internal sources of equity, includ-
ing dividend reinvestment and/or employee stock option plans, are also
typically less expensive, unless a discount on the purchase price is inher-
ent in the plan, in which case they are often equivalent to a public issue.
Direct costs are also incurred in an employee stock savings plan and/or a
shareholder dividend reinvestment plan.

The flotation cost aliowance is still warranted, however, because it is a
composite factor that reflects the historical mix of all these sources of
equity. The flotation cost allowance factor is a build-up of historical flota-
tion cost adjustments associated and traceable to each component of
equity source, and more specifically, is a weighted average cost factor
designed to capture the average cost of various equity vintages and types
of equity capital raised by the company. It is impractical and prohibitive to
start from the inception of a company and source all present equity. A
practical solution is to rely on the results of the empirical studies dis-
cussed earlier that quantify the average flotation cost factor of a large
sample of utility stock offerings.

Richter (1982) demonstrated that the flotation cost allowance applicable to
all the company’s book equity is a weighted average of the current allowances
required for each past financing, and suggested some practical means of
circumventing the problem of vintaging each equity source. Richter essen-
tially suggested sourcing book equity by broad categories of equity, such as
dividend reinvestment plan equity, stock option equity, and public issue
equity, and calculating a weighted average underpricing factor.

A third controversy centers around the argument that the omission of
flotation cost is justified on the grounds that, in an efficient market, the stock
price already reflects any accretion or dilution resulting from new issuances
of securities and that a flotation cost adjustment results in a double counting
effect. The simple fact of the matter is that whatever stock price is set by the
market, the company issuing stock will always net an amount less than the
stock price due to the presence of intermediation and flotation costs. As a
result, the company must earn slightly more on its reduced rate base in order
to produce a return equal to that required by shareholders.

It has also been argued that a flotation cost allowance is inequitable since
it results in a windfall gain to shareholders. This argument is erroneous.
As stated previously, the company’s common equity account is credited by
an amount less than the market value of the issue, so that the company
must earn slightly more on its reduced rate base in order to produce a
return equal to that required by shareholders.
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e suggestion that the flotation cost allowance is unwarranted because
investors factor this shortcoming in the stock price implies that it is appro-
sriate to use a deficient model because such a deficiency is reflected in stock
ces. In other words, it is appropriate to use a deficient model because
ivestors are aware of this. Such circular reasoning could be used to justify
ny regulatory policy. For example, under this reasoning, it would be appro-
iate to authorize a return on equity of 1% because investors reflect this fact
in the stock price. This is clearly illogical and erroneous. Any regulatory
olicy, as irrational as it may be, can be justified using this argument.

nother controversy is whether the underpricing allowance should still be
ipplied when the utility is not contemplating an imminent common stock
sgue. Some argue that flotation costs are real and should be recognized in
alculating the fair return on equity, but only at the time when the
xpenses are incurred. In other words, the flotation cost allowance should
t continue indefinitely, but should be made in the year in which the sale
securities occurs, with no need for continuing compensation in future
ears. This argument implies that the company has already been compen-
ated for these costs and/or the initial contributed capital was obtained
reely, devoid of any flotation costs, which is an unlikely assumption, and
ertainly not applicable to most utilities. If the flotation costs of past stock
ues have been fully recovered, the argument has merit. If that assump-
ion is not met, the argument is without merit. The flotation cost
justment cannot be strictly forward-loocking unless all past flotation

costs associated with past issues have been recovered.

A related controversy is whether or not the retained earnings component
f equity requires a flotation cost adjustment. There is no flotation cost
llowance made to retained earnings because it is implicitly embedded
and recognized in the flotation cost adjustment formula. The conventional
gtation cost adjustment formula deals with the fact that flotation costs
incurred only when new stock is sold, and not when earnings are
ained. This is done by applying the flotation adjustment only to the
vidend yield of the DCF formula and not to the growth component. The
ger the fraction of earnings retained, the higher the growth rate, the
er the dividend yield component, and the smaller the flotation cost
djustment. In other words, larger retained earnings result in lower
tation costs adjustments as the costs are postponed into the future.

me have argued that underwriters’ discounts are not out-of-pocket
senses and thus should not be included in rates. On the basis of this
sument, one might be foolish enough to believe that depreciation of
itility plant should not be included in rates on the same grounds that
lepreciation is not an out-of-pocket expense. Obviously, the argument is
without merit.
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Lastly, some suggest that the flotation cost allowance should be based on
a company'’s own actual flotation cost experience rather than on empirical
studies that pertain to a large sample of stock offerings. To base a flotation
cost allowance on a one-company sample, although company specific,
would not provide a sufficiently reliable statistical and economic basis to
infer a utility’s appropriate flotation cost allowance. While it is conceptu-
ally correct to rely on the particular company circumstances in
quantifying the flotation cost allowance, it is not a practical alternative. As
discussed earlier, the flotation cost allowance i1s a weighted average cost
factor designed to capture the average cost of various equity vintages and
types of equity capital raised by the company.

As an additional practical matter, the market pressure effect is difficult to
measure accurately for a specific issue. This is because one must disentan-
gle the downward effect on stock price resulting from the increased supply
of ,stock from the effect of general movement in the stock market. One
must also measure the actual stock price following a common stock issue
in relation to a hypothetical benchmark price without the issue over some
arbitrary time period. This can be performed more reliably and more
rigorously using a sample of utility stock offerings.

Alternative Flotation Cost Adjustment Formulas

Arzac and Marcus (1981) developed an alternative approach to accounting
for flotation costs in regulatory hearings. To avoid dilution of the initial
shareholders’ equity, the allowed rate of return should equal:

R=—" (6-9)

where h= external equity financing ratg as a percentage of earnings, and
the other symbols are as before.

Patterson (1983A and 1983B) formally compared the properties of the
Arzac and Marcus adjustment with those of the conventional adjustment,
and showed that the former is equivalent to expensing issue costs in each
period when a stock issue occurs. In other words, if Equation 6-9 is
consistently applied, the utility is reimbursed for its flotation costs in each
year as they are incurred. Patterson also showed that the present value of
flotation cost adjustments received by the utility is the same for both the
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Business Valuation

One required element of the income approach to company
valuation is the discount rate. Under the income approach,
cash flows are projected into the future and discounted
back to present value using a discount rate reflective of the
risk inherent in those cash flows. The income approach is
expressed in the following formula:

CF;-
PV, = 1 -+

{1+kg)

CF, CF,

_2_+ -+
{T+kg)

' v

(k)

where:
PV = the present value of the expected cash fiows for company s,
CF, = the dividend or cash flow expected to be received at the
end of period i, and
ks = the cost of capital for company s

|

The discount rate is synonymous with the cost of capital.

While determining the appropriate future cash flow stream
is an essential element of the income approach, deter-
mining the appropriate discount rate is equally important.
Under the income approach, small changes in the discount
rate can have a large impact on the ultimate value that
is derived.

Table 2-2 is a simple valuation example that illustrates
the impact of small changes in the discount rate. In
the example, the entity being valued produces cash flows
of $1,000 each year in years one through four, and $10,000
in year five.. The lower portion of the table shows -the
values derived from this cash flow stream using different
discount rates.

Tahle 2-2: Valuing Future Cash Flows with Different Discount Rates

Progected Cash Floves 1§

Yeart  Year2 Year3 Yeard  Yearh
N 1000 1000 1,000 1,000 10,000
Present Vahie of Cash Figws {8 ‘
DBiscount Rate {%) Year 1 Year2 Year3 Yeard  Year§ Total
10 909 826 751 683 6209 93719
i 901 812 73 659 5935 9037
12 893 797 N2 636 5674 8712
13 885 783 693 613 5428 8402
14 877 768 675 592 5194 8107
15 870 756 658 572 4972 1.821

Whether this entity is worth $9,379 using a discount
rate of 10 percent or $7.827 using a discount rate of
15 percent may seem trivial. If these values were in thou-
sands or millions of dollars, however, the differences would
be significant.

The preceding example focused on values produced from
discount rates that are 500 basts points apart. While this
may seem extreme, basic assumptions in the determina-
tion of the cost of capital can lead to discount rates that
are widely divergent. Understanding the assumptions that
underlie the discount rate is as important as understanding
the assumptions that underlie the cash flows.

Regulatory Proceedings

Even in this era of deregulation, most utilities are regulated
to some extent by local government bodies. An appointed
commission ensures that the utility, because of its alleged
monopolistic power, does not take advantage of its custom-
ers and that its investors receive a fair rate of return on their
invested capital. One of the mast important functions of the
commission is to determine an appropriate {often called the

“atlowed"”) rate of return. The procedures for setting rates

of return for regulated utilities often specify or suggest
that the required rate is that which would allow the firm to
attract and retain debt and equity capital over the long term.

Although the cost of capital estimation techniques set forth
later in this booklar_e"'applicable to rate setting, certain
adjustments may be necessary. One such adjustment is for
flotation costs (amounts that must be paid to underwriters
by the issuer to attract and retain capital). In addition, cer-
tain regulatory environments may require that shareholders
not eam more than the allowed rate of return. If a share-
holder does earn more, future rates for the utilities services
may be reduced by the regulating body. If the allowed rate
of return falls below the cost of capital, regulators may
allow a rate increase in order to compensate the investor
so that they will on average over time earn the market-
required rate of return. Yet other regulatory conditions may
require that the allowed rate of return be different from the
cost of capital.
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issuer Ranking:
U.S. Regulated Utilities, Strongest To Weakest

The following list ranks all the rated companies in the U.S. regulated electric, gas, and water utility sectors from
strongest to weakest based on rating and outlook. We further rank companies with the same rating and outlook by
our opinion of credit quality based primarily on business risks for investment-grade companies and primarily on
financial risks for speculative-grade companies.

Ratings are displayed as long-term rating/outlook or CreditWatch/short-term rating. A double dash (-} indicates no
rating. Issuer credit ratings are identical for local and foreign currency unless noted with the "LC" and "FC"
designations.

For the related industry report cards, see "Industry Report Card: U.S. Regulated Electric Utilities Remains Stable,"
published on March 28, 2012 and "Industry Report Card: U.S. Regulated Gas And Water Utilities’ Credit Quality
Should Remain Steady in 2012," published on April 12, 2012.

Corporate credit rating® Business profile Financial profile Liquidity

Madison Gas & Fectric Co. AA-/Stable/A-1+ Excellent Intermediate Adequate
Midwest Independent Transmission System Operator Inc. A+/Stable/-- Exceflent Intermediate Adequate
American Transmission Co. A+/Stable/A-1 Excellent Intermediate Adequate
Agua Pennsylvania Inc. A+/Stable/- Excellent Intgrmediate Adequate
Washington Gas Light Co. A+/Stable/A-1 Excellent Intermediate Adequate
WGL Holdings Inc. A+/Stable/A-1 Excellent Intermediate Adequate
The Baton Rouge Water Works Co. A+/Stable/- Excellent Intermediate Strong

American States Water Co. Ad+/Stable/-- Exceltent intermediate Strong

Golden State Water Co. At/Stable/- Excelient Intermediate Strong

Northwest Natural Gas Co. A+/Stable/A-1 Excellent Intermediate Adequate
California Water Service Co. A+fNegative/— Excellent Intermediate Strong

California Independent System Operator Corp. A/Stable/- Excellent Intermediate Adaquate
San Diego Gas & Electric Co. A/Stable/A-1 Excellent Intermediate Adequate
Southern California Gas Co. A/Stable/A-1 Excellent Intermediate Adequate
Piedmont Natural Sas Co. Ing. A/Stable/A-1 Excellent intermediate Adequate
Questar Gas Co. A/Stable/~- Excelient intermediate Adequate
Alabama Power Co. A/Stable/A-1 Excellent Intermediate Adeguate
Georgia Pawer Co. A/Stable/A-1 Excellent Intermediate Adequate
Mississippi Power Ca. A/Stable/A-1 Exceilent Intermediate Adequate
Gulf Power Ca. AfStable/A-1 Excellent Intermediate Adequate
San Jose Water Co. A/Stable/-- Excellent Intermediate Adequate
New .Jersey Natural Gas Co. A/Stable/A-1 Exceltent Intermediate Adequate
l.aclede Gas Co. A/Stable/A-1 Excellent Intermediate Strong

The Laclede Group Inc. A/Stabla/~ Excellent Intermediate Strang

The Brocklyn Union Gas Co. A/Stabla/~ Excellent Intermediate Adequate
KeySpan Gas East Cosp. A/Stable/-- Excellent Intermediate Adequate
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Southern Co. A/fStable/A-1 Excellent Intermadiate Adequate
Questar Corp. A/Stable/A-1 Excellent Intermediate Adequate
Connecticut Water Service Ine. AfNegative/-- Excellent Significant Adequate
The Connacticut Water Co. A/Negative/-- Excellent Significant Adequate
Central Hudson Gas & Eiectric Corp. A/Watch Neg/-- Excellent Significant Strong
NSTAR Gas Co. A-/Stable/-- Excellent Significant Adequate
Yankee Gas Services Co. A-/Stable/- Excellent Significant Adequate
NSTAR Electric Co. A-/Stabla/A-2 Excellent Significant Adequate
Western Massachusetts Electric Co. A-/Stable/-- Excellent Significant Adequate
Connscticut Light & Power Co. A-/Stable/- Excetlent Significant Adequate
Public Service Co. of New Hampshire A-/Stable/-- Excellent Significant Adeguate
Consolidated Edison Co. of New York Inc. A-/Stable/A-2 Excellent Significant Adequate
Orange and Rockland Litilities lnc. A-/Stable/A-2 Excellent Significant Adequate
Wisconsin Gas LLC A-/Stable/A-2 Excellent Significant Adequate
The Yark Water Co. A-/Stable/~ Excelient Significant Adequate
Middlesex Water Co. A-/8table/- Excellent Significant Adenuate
United Water New Jersey Inc. A-/Stable/- Excellent Significant Adequate
United Waterworks Inc. A-/Stable/-- Excellent Significant Adeguate
Indiana Gas Co. Inc. A-/Stable/-- Excellent Significant Adequate
Boston Gas Co. A-/Stable/- - Excellent Significant Adequate
Colenial Gas Ce. A-/Stable/— Exceltent Significant Adequate
Vectren Utility Holdings Inc. A-/Stable/A-2 Excellent Significant Adequate A
Southerr Indiana Gas & Electric Co. A-/Stable/— Excellent Significant Adequate I
Virginia Electric & Power Co. A-/Stable/A-2 Excellent Significant Adequate
Duke Energy Carotinas LLC A-/Stable/A-2 Excellent Significant Adequate
Florida Power & Light Co. A-/Stable/A-2 Excellent Intermediate Adequate
Massachusetts Elestric Co. A-/Stable/A-2 Excellent Significant Adeguate
Narragansett Electric Co. A-/Stable/-- Excellent Significant Adequate
New England Power Co. A-/Stable/A-2 Excellent Significant Adequate
Niagara Mohawk Power Corp. A-/Stable/A-2 Excellent Significant Adequate
Duke Energy Indiana Inc. A-/Stable/A-2 Excellent Significant Adequate
Northern States Power Wisconsin A-/Stable/A-2 Excaltent Significant Adequate
Public Service Co. of Colorado A-/Stable/A-2 Excellent Significant Adsquate
Northern States Power Co. A-/Stable/A-2 Excellent Significant Adequate
Southwestern Public Service Co. A-/Stable/A-2 Excellent Significant Adequate
Wisconsin Power & Light Co. A-/Stable/A-2 Excellent Significant Adequate
Wisconsin Electric Power Co. A-/Stable/A-2 Excellent Significant Adequate
The Peaples Gas Light & Coke Co. A-/Stable/A-2 Excellent Significant Adequate
North Shore Gas Co. A-/Stable/- Excellent Significant Adeguate
Peoples Energy Corp. A-/Stable/- Excellent Significant Adequate
Wisconsin Public Service Corp. A-/Stable/A-Z Excellent Significant Adequate
MidAmerican Energy Co. A-/Stable/A-2 Excellent Significant Adequate
PacifiCarp A-/Stable/A-2 Excellent Significant Adequate
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Duke Energy Kentucky Inc. A-/Stable/- Excellent Significant Adaequate
Northeast Utilities A-/Stable/~ Excellent Significant Adequate
NSTARLLC A-/Stable/A-2 Excellent Significant Adequate
Consolidated Edison {nc. A-/Stable/A-2 Excellent Significant Adequate
Naticnal Grid USA A-/Stable/A-2 Exceltent Significant Adequate
Nationa! Grid Haldings Inc. A-/Stable/A-2 Excellent Significant Adegquate
KeySpan Cozp. A-/StablefA-2 Excellent Significant Adequate
Wisconsin Energy Corp. A-/StablefA-2 Excellent Significant Adeguate
Xcel Energy Inc. A-/StablefA-2 Excellent Significant Adequaie
Duke Energy Corp. A-/Stable/A-2 Excellent Significant Adequaie
Integrys Enargy Group Inc. A-/Stable/A-2 Excellent Significant Adequate
Dominion Resources Inc. A-/Stable/A-2 Excellent Significant Adequate
Vectren Corp. A-/Stable/-- Excallent Significant Adequate _
Duke Energy Ohio Inc. A-/Stable/A-2 Strong Significant Adequate . i
Nexttra Energy Int. A-/Stabie/- Strong Intermediate Adeguate
Flarida Power Corp. d/b/a Progress Energy Florida Inc. BBB+/Watch Pos/A-2 Excellent Significant Adequate
Carolina Power & Light Co. d/b/a Prograss Energy Carolinas Inc,  BBB+/Watch Pos/A-2 Excellent Significant Adequate
Progress Energy Inc. BBB+/Watch Pos/A-2 Excellent Significant Adequate
Atlanta Gas Light Co. BBB+/Stable/-- Excellent Significant Adequate
Nicor Gas Co. BBB+/Stable/A-2 Excellent Significant Adequate
Atmos Energy Corp. BBB+/Stable/A-2 Exceltent Significant Adaquate
Tampa Electric Co. BBB+/Stable/A-2 Excellent Significant Adequate
Internatignal Transmission Ca. BBB+/Stable/- Excellent Aggressive Adequate
ITC Midwest ELC BBB+/Stable/-- Excellent Aggressive Adeguate
Michigan Electric Transmission Co. BBB+/Stable/- Excellent Aggressive Adeguate
{TC Great Plains LLC BBB+/Stable/- Exceilent Aggressive Adequate
Pennsylvania-American Water Co. BBB+/Stable/- Excellent Aggressive Adequate
New Jarsey-American Water Co. BBB+/Stabie/~ Excallent Aggressive Adequate
American Water Works Co. Inc. BBB+/Stable/A-2 Excelient Aggressive Adequate
American Water Capital Corp. BBB+/Stahle/A-2 Excellent Aggressive Adequate
CenterPoint Energy Houston Electric LLC BBB+/Stable/- Excellent Aggressive Adequate
Cascade Natural Gas Corp. BBB+/Stable/-- Excellent Intermediate Adequate
Montana-Daikota Utilities Co. BBR+/Stable/-- Excellent Intermediate Adequate
Southwest Gas Corp. BBB+/Stable/-- Excellent Aggressive Adequate
Interstate Power & Light Co. BBB+/Stable/A-2 Excellent Significant Adequate
Public Service Co. of North Carofina Inc. BBB+/Stable/A-2 Excellent Aggressive Adequate
South Carolina Electric & Gas Co. BBB+/Stable/A-2 Excellent Aggressive Adequate
Oncor Electric Delivery Co. LLC BBB+/Stable/~ Excellent Aggressive Adequate
Oklahoma Gas & Electric Co. BBB+/Stable/A-2 Excellent Significant Adequate
Southern California Fdison Co, BBB+/Siahle/A-2 Excellent Significant Strong
Potomac Etectric Power Co. BBB+/Stable/A-2 Excellent Significant Adequate
Delmarva Power & Light Co. BBB+/Stable/A-2 Excellent Significant Adequate
Atlantic City Electric Co. BBB+/Stable/A-2 Excellent Significant Adequate
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Baltimors Gas & Liectric Co. BBB+/Siable/A-2 Excetlent Significant Adeguate
Central Maine Power Co. BBB+/Stable/A-2 Exceilent Aggressive Adequate
New York State Electric & Gas Corp. BBB+/Stable/A-2 Excellent Significant Adequate
ITC Heldings Corp. BBB+/Stable/— Excellent Aggressive Adeguate
AGL Resources Inc. BBB+/Stahle/A-2 Excellent Significant Adeguate
MidAmerican Energy Holdings Co. BBB+/Stable/-- Excellent Agoressive Adequate
TECQ Energy Inc. BBB+/Stable/- Excellent Significant Adequate
SCANA Corp. BBB+/Stable/A-2 Excellent Aggressive Adequate
Alliant Energy Corp. BBRB+/Stable/A-2 Excellent Significant Adequate
CenterPoint Energy Resources Corp. BBB+/Stable/A-2 Excellent Aggressive Adequate
CenterPoint Energy Inc. BBB+/Stable/A-2 Excellent Aggressive Adequate
PEPCO Holdings Inc. BBB+/Stable/A-2 Excellent Stgnificant Adequate
South Jersey Gas Co. BBB+/Stable/A-2 Strong Stgnificant Adequate
Michigan Consotidated Gas Co. BBB+/Stable/A-2 Strong Significant Adequate
Detroit Edison Co. BBB+/Stable/A-2 Streng Significant Adequate
Sempra Energy BBB+/Stable/A-2 Streng Intermadiate Adequate
DTE Energy Co. BRB+/Stable/A-2 Strong Significant Adequate
South Jersey Industries Inc. BBB+/Stable/- Strong Significant Adeguate
0GE Energy Corp. BBB+/Stable/A-2 Strong Significant Adequate
ALLETE Inc. BBB+/Stable/A-2 Strong Significant Adeguate
Public Service Electric & Gas Co. BBB/Positive/A-2 Excellent Significant Adequate
Asizona Public Service Co. BBB/Positive/A-2 Excellent Aggressive Adeguate
Pinnacle West Capital Corp. BBB/Positive/A-2 Excellent Aggressive Adequate
Rachester Gas & Electric Corp. BBB/Pasitive/- Excellent Aggressive Adequate
PECO Energy Co. BBB/Stahle/A-2 Excellent Significant Adeguate
Commonwealth Edison Co. BBB/Stable/A-2 Excellent Significant Adequate
PPL Electric Utilities Carp. BBB/Stable/A-2 Excellent Aggressive Adequate
AEP Texas Central Co. BBRB/Stable/— Excellent Agaressive Adequate
AEP Texas North Co. BBB/Stable/~ Excellent Aggressive Adequats
Woestar Erergy Inc. BBB/Stable/A-Z Excellent Aggressive Adequate
Kansas Gas & Electric Co. BBB/Stable/- Excellent Aggressive Adequate
Connecticut Natural Gas Corp. BBB/Stable/-- Excellent Aggressive Adequate
Southern Connecticut Gas Co. BBB/Stable/-- Excellent Aggressive Adequate
The United llluminating Co. BBB/Stablg/-- Excellent Aggressive Adequate
COhio Power Co. BBB/Stable/-- Excellent Agpressive Adequate
Kentucky Utilities Co. BBB/Stable/A-7 Excellent Aggressive Adequate
Louisville Gas & Electric Co. BBB/Stable/A-2 Excellent Aggressive Adequate
LG&E and KU Energy LLC BBB/Stable/~- Excellent Aggressive Adequate
Appalachian Power Co. BBB/Stable/-- Excellent Aggressive Adequate
NorthWestern Corp. BBB/Stable/A-2 Excellent Aggressive Strong

Green Mountain Power Corp. BBB/Stable/-- Excellent Aggressive Adequate
Kentucky Power Co. BBB/Stable/-- Excellent Aggressive Adequate
Public Service Co. of Oklahoma BBB/Stable/-- Excellent Aggressive Adequate
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Southwestern Electric Power Co. BBB/Stable/-- Excellent Aggressive Adequate
Kansas City Power & Light Co. BRB/Stahla/A-Z Excellent Aggressive Adequate
KCPRL Greater Misseuri Operations Co. BBR/Stable/A-2 Excellent Aggressive Adequate
Great Plains Energy Inc. BBB/Stable/A-Z Excellent Aggressive Adequate
Cleco Power LLC BBB/Stable/-- Excellent Aggressive Strong

Avista Corp. BBB/Stable/A-2 Excellent Aggressive Strang

Portland General Elsctric Co. BBB/Stable/A-2 Excellent Aggressive Adequate
Puget Sound Energy Inc. BBB/Stable/A-2 Excellent Aggressive Strong

Idaho Pawer Co. BBB/Stable/A-2 Excellent Aggressive Strong

El Paso Electric Co. BBB/Stabla/~ Exceilent Aggressive Adequate
PRI Corp, BBB/Stable/-- Exceilent Aaggressive Adequate
UL Hofdings Corp. BBB/Stable/-- Excellent Aggressive Adequate
American Electric Power Co. Inc. BBB/Stable/A-2 Excellent Aggressive Adequate
{Claco Corp. BBB/Stable/-- Excellent Aggressive Strong

[DACORP Inc. BBB/Stable/A-2 Excellent Aggressive Strong

Pacific Gas & Electric Co. BBB/Stable/A-2 Strong Significant Adequate
PG&E Corp. BBB/Stable/~- Strong Significant Adequate
Indiana Michigan Power Co. BBB/Stable/- Strong ~ Aggressive Adequate
Entergy Guif States Louisiana LG BBB/Nsgative/-- Fxcellent Significant Adequate
Entergy Eouisiana LLC BBB/Negative/-- Excellent Significant Adequate
Entergy Mississippi Ine. BBB/Negative/— Excellent Significant Adequate
Entergy Arkansas Inc. BBB/Negative/- Excellent Significant Adaquate
Entergy Texas Inc. BBB/Negative/- Excellent Significant Adequate
Entergy New Orleans Inc. BRB/Negative/— Excellent Significant Adsquate
System Energy Resources Inc. BBB/Negative/— Excellent Significant Adequate
Entergy Corp. BBB/Negative/-- Strong Significant Adequate
SEMCO Energy Inc. BBB-/Watch Pos/-- Excellent Significant Adequate
rans-Allegheny Interstate Line Co. BBB-/Stable/-- Excellent Aggressive Adeguate
PNG Cos. LLE BBB-/Stable/-- Excellent Aggressive Adequate
Bay State Gas Co. BBB-/Stable/- Excellent Aggrassive Adequate
Amaran lllingis Co. BBB-/Stable/A-3 Excetlent Significant Adequate
Ameren Missouri BBB-/Stable/A-3 Excellent Significant Adequate
Wast Pann Power Co. BBB-/Stable/-- Excellent Aggressive Adequate
Pennsylvania Power Co. BBB-/Stable/-- Excellent Aggressive Adequate
Pennsylvania Electric Co. BBB-/Stable/-- Excellent Aggressive Adequate
Metropolitan Edison Ca. BBB-/Stable/- Excellent Aggressive Adequate
Jersey Central Power & Light Co. BBB-/Stable/- Excellent Aggressive Adequate
Ohio Edison Ca. BBB-/Stable/A-3 Exceltent Aggressive Adeauate
Claveland Electric [Huminating Co. BBB-/Stable/-- Excellent Aggressive Adeqguate
Toiedo Edison Co. BBB-/Stable/- Excellent Aggressive Adeguate
Potomac Edisen Co. BBB-/Stabie/- Excellent Aggressive Adequate
Monongaheta Power Co. BBB-/Stable/- Excellent Aggressive Adeguate
Duquesne Light Co. BBB-/Stabie/-- Excelient Aggressive Adeguate
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Northern Indiana Public Service Ce. BBB-/Stable/~ Excellent Aggressive Adequate
Consumers Enargy Co. BBB-/Stable/— Excellent Aggressive Adequate
Black Hills Power Inc. BBB-/Stable/- Exceltent Aggressive Adequate
Otter Tail Power Co. B3B-/Stable/- Exceltent Significant Strong

Empire District Electric Co. BRB-/Stabla/A-3 Excellent Aggressive Adequaie
Texas-New Mexico Power Co. BBB-/Stable/- Excellent Agaressive Strong

Pubtic Service Co. of New Mexico BBB-/Stable/- Excellant Aggressive Strong

Dayton Power & Light Co. BBB-/Stable/- Excellent Aggressive Adequate
Indianapolis Power & Light Co. BBB-/Stable/-- Excellent Highly leveraged  Adequate
CMS Energy Corp. BBB-/Stahla/A-3 Excellent Aggressive Adequate
NiSource Inc. BBB-/Stable/A-3 Excellent Aggraessive Adequate
Duguesne Light Holdings nc. BBB-/Stable/- Bxcellent Aggressive Adequate
PNM Resources Inc. BBB-/Stable/- Excellent Aggressive Strong

IPALCO Enterprises Inc. BBB-/Stable/- Excellent Highly leveraged  Adequate
DPL Ing. BBB-/Stablse/- Exceltent Aggressive Adequate
Hawaiian Electric Co. Inc. BBB-/Stable/A-3 Strong Agaressive Adequate
Edison International BBB-/Stable/-- Strang Aggressive Strong

Ameren Corp. BBB-/Stable/A-3 Strong Significant Adequate
FirstEnergy Corp. BBB-/Stable/-- Strong Aggressive Adequate
Black Hilis Corp. BBB-/Stable/-- Strong Aggressive Adeguate
Hawaiian Electric Industries inc. BBB-/Stabie/A-3 Strong Aggressive Adequate
(Ohio Valley Elgetric Corp. BBB-/Stabie/-- Strong Aggressive Adequate
QOtier Tail Corp. BBB-/Stable/-- Satisfactory Significant Strong

SourceGas LLC BB+/Stable/— Excellent Highly leveraged  Adequate
Nevada Power Co. BB+/Stable/- Excellent Highly leveraged  Adequate
Sierra Pacific Power Co. BB+/Stable/-- Excellent Highly leveraged  Adequate
NV Energy Inc. BB+/Stable/- Excellent Highly leveraged  Adeguate
Puget Energy Inc. BB+/Stabla/- Exceflent Aggressive Strong

Tucsan Electric Power Co. BB+/Stable/B-2 Strong Aggressive Adaguate

*Ratings as of April 20, 2012.
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Chapter 19: Double Leverage

19.2 Critique of Double Leverage

Adherents to the double leverage calculation argue that the true cost of capital
to a utility subsidiary is the weighted cost of its own debt and the weighted
cost of the parent’s debt and equity funding. Moreover, unless the subsidiary’s
equity is assigned the parent’s weighted cost of capital, parent shareholders
! will reap abnormally high returns. Although persuasive on the surface, these
arguments conceal serious conceptual and practical problems. Moreover, the
validity of double leverage rests on highly questionable assumptions.

| The flaws associated with the double leverage approach have been discussed
thoroughly in the academic literature. Pettway and Jordan (1983) and Beranek
and Miles (1988) point out the flaws in the double leverage argument, particu-
larly the excess return argument, and also demonstrate that the stand-alone
method is a superior procedure. Rozeff (1983) discusses the ratepayer cross-
subsidies of one subsidiary by another when employing double leverage.
Lerner (1973) concludes that the returns granted an equity investor must be
based on the risks to which the investor’s capital is exposed and not on the
investor’s source of funds.

Theoretical Issues

The double leverage approach contradicts the core of the cost of capital
concept. Financial theory clearly establishes that the cost of equity is the risk-
adjusted opportunity cost to the investors and not the cost of the specific
capital sources employed by investors. The true cost of capital depends on
the use to which the capital is put and not on its source. The Hope and Bluefield
doctrines have made clear that the relevant considerations in calculating a
company’s cost of capital are the alternatives available to investors and the
returns and risks associated with those alternatives. The specific source of
funding and the cost of those funds to the investor are irrelevant considerations.

Carrying the double leverage standard to its logical conclusion leads to even
more unreasonable prescriptions. If the common shares of the subsidiary were
held by both the parent and by individual investors, the equity contributed
\ by the parent would have one cost under the double leverage computation
B while the equity contributed by the public would have another. This is clearly
illogical. Or, does double leverage require tracing the source of funds used
by each individual investor so that its cost can be computed by applying
double leverage to each individual investor? Of course not! Equity is equity,
irrespective of its source, and the cost of that equity is governed by its use,
by the risk to which it is exposed.

T RN

To illustrate, let us say that an individual investor borrows money at the bank
at an after-tax cost of 8% and invests the funds in a speculative oil exploration
venture. Clearly, the required return on the oil venture investment is not the
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8% cost but rather the return forgone in speculative projects of similar risk,
say 20%. Yet, under the double leverage approach, the individual’s fair return
on this risky venture would be 8%, which is the cost of the capital source,
and not 20%, which is the required return on investments of similar risk.
Double leverage implies that for all investors who inherited stock or received
stock as a gift, the allowed return on equity would be zero, since the cost of
the stock to the investors is zero. It also implies that if, tomorrow morning,
a subsidiary were sold to a company with a higher cost of capital than the
parent, the subsidiary’s cost of equity would suddenly become higher on the
next morning as a result of the change in ownership. If we assumed that the
double leverage concept were appropriate, we would also have to assume that
the day following a divestiture or spinoff, the cost of equity of the newly
divested or spunoff company suddenly rises by a substantial amount. This is
logically absurd, as it is the use of capital that governs its cost, and not its source.

For example, if a subsidiary with a double leverage cost of equity of 12%
were sold to another company with a higher cost of capital of, for example,
15%, would regulation alter the return accordingly just because of the change
in ownership? If so, the same utility with the same assets and providing the
same service under the new management would have a higher cost of service
to ratepayers because of the transfer of ownership. Clearly, if a utility subsidiary
were allowed an equity return equal to the parent’s weighted cost of capital
while the same utility were allowed a fair, presumably higher, return were it
not part of a holding company complex, an irresistible incentive to dissolve
the holding company structure would exist in favor of the one-company
operating utility format. The attendant benefits of scale economies and diversi-
fication would then be lost to the ratepayers.

The cost of capital is governed by the risk to which the capital is exposed
and not by the cost of those funds or whether they were obtained from
bondholders or common shareholders. The identity of the subsidiary’s share-
holders should have no bearing on its cost of equity because it is the risk to
which the subsidiary’s equity is exposed that governs its cost of money, not
whether it is borrowed from bondholders or sold to common shareholders for
issued shares. Had the parent company not been in the picture, and had the
subsidiary’s stock been widely held by the public, the subsidiary would be
entitled to a return that would fully cover the cost of both its debt and equity.

Just as individual investors require different returns from different assets in
managing their personal affairs, why should regulation cause parent companies
making investment decisions on behalf of their shareholders to act any differ-
ently? A parent company normally invests money in many operating compa-
nies of varying sizes and varying risks. These operating subsidiaries pay
different rates for the use of investor capital, such as long-term debt capital,
because investors recognize the differences in capital structure, risk, and
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prospects between the subsidiaries. Yet, the double leverage calculation would
assign the same return to each activity, based on the parent’s cost of capital.
Investors recognize that different subsidiaries are exposed to different risks,
as evidenced by the different bond ratings and cost rates of operating subsidiar-
ies. The same argument carries over to common equity. If the cost rate for
debt is different because the risk is different, the cost rate for common equity
is also different, and the double leverage adjustment should not obscure
this fact.

The double leverage concept is also at odds with the opportunity cost concept
of economics. According to this principle of economics, the cost of any
resource is the cost of an alternative forgone. The cost of investing funds in
an operating utility subsidiary is the return forgone on investments of similar
risk. If the fair risk-adjusted return assigned by the market on utility investments
is 15%, and the regulator assigns a return less than 15% because of a double
leverage calculation, there is no incentive or defensible reason for a parent
holding company to invest in that utility.

Fairness and Capital Attraction

The double leverage approach is highly discriminatory, and violates the doc-
trine of fairness. If a utility is not part of a holding company structure, the
cost of equity is computed using one method, say the CAPM method, while
otherwise the cost of equity is computed using the double leverage adjustment.
Estimating equity costs by one procedure for publicly held utilities and by
another for utilities owned by a holding company is inconsistent with financial
theory and discriminates against the holding company form of ownership.
Two utilities identical in all respects but their ownership format should have
the same set of rates. Yet, this would not be the case under the double leverage
adjustment.

The capital attraction standard may also be impaired under the double leverage
calculation. This is because a utility subsidiary must compete on its own in
the market for debt capital, and therefore must earn an appropriate return on
equity to support its credit rating. Imputing the parent’s weighted cost to the
utility’s equity capital may result in inadequate equity returns and less favorable
coverage, hence impairing the utility subsidiary’s ability to attract debt capital
under favorable terms.

Questionable Assumptions

Several assumptions underlying the double leverage standard are highly ques-
tionable. One assumption, to which the previous numerical illustrations have
_ already alluded, is the traceability of the subsidiary’s equity capital to its
~ parent. None of the subsidiary’s retained earnings can be traced to the capital
raised by the parent. Some analysts salvage the double leverage approach by
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assigning one cost rate to retained earnings and another to the common equity
capital raised by the parent, with the curious result that equity has two cost
rates. The traceability issue goes further. If a parent company issues bonds or
preferred stock to acquire an operating subsidiary, the traceability assumption is
broken. Corporate reorganizations and mergers further invalidate the traceabil-
ity assumption.

By virtue of using the parent’s weighted cost as the equity cost rate for the
subsidiary, another questionable assumption is that the parent capital is invested
in subsidiaries that all have the same risks. Lastly, the double leverage proce-
dure makes the unlikely assumption that the parent holding company invests
its funds in each subsidiary proportionately to each subsidiary’s debt-equity
ratio, which is unreasonable.

Double Leverage: A Tautology

The double leverage approach is a tautology. It is not the parent’s weighted
average cost of capital (WACC) that determines the subsidiary’s cost of equity
because the parent’s WACC is itself a weighted average of equity costs of
all subsidiaries. Double leverage adherents confuse the direction of cause and
effect. The equity cost of subsidiaries must be found on a stand-alone basis.

The last nail in the double leverage coffin goes like this. If capital market
equilibrium is to hold, the cash flows to the parent company’s bondholders
and stockholders must equal the cash flows from the parent’s equity in each
subsidiary. Letting K denote the cost of capital, the subscripts p and s denote
the parent and subsidiary, D and E the dollar amounts of debt and equity,
and the subscripts ‘d’ and ‘e’ denote debt and equity, we can therefore say:

KDy + KopEp = O, KusEs (19-1)
s

The various unknowns, including the parent return on equity, can be found
in terms of all the other given variables. What the above equation makes clear
is that the parent cost of equity is determined by the subsidiary’s cost of
equity, and that parent capital costs cannot determine the subsidiary’s capital
costs. This can be seen even more clearly by dividing the above equation by
total parent value V to obtain:

KDV + KypE/V = D KesEo/V (19-2)
s

The left side of the equation is the usual expression for the parent’s WACC,
and the right side is the weighted average of equity costs of all subsidiar-
ies. However,
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S E =V (19-3)

so that the parent’s WACC is itself a weighted average of equity costs of all
subsidiaries. The fundamental logical fault of double leverage is to arbitrarily
equate the equity cost of each subsidiary to the left side of the above equation.
The inescapable conclusion is that the subsidiary cost of equity must be found
on a stand-alone basis, because the parent’s WACC is itself a weighted average
of subsidiary equity costs. ‘

In summary, the double leverage adjustment has serious conceptual and practi-
cal limitations and violates basic notions of finance, economics, and fairness.
The assumptions which underlie its use are questionable, if not unrealistic.
The approach should not be used in regulatory proceedings.
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Conclusions

The double leverage approach has serious conceptual and practical limitations
and is not consistent with basic financial theory and the notion of fairness.
The assumptions and logic underlying the method are questionable. The double
leverage argument violates the core notion that an investment’s required return
depends on its particular risks. The Double Leverage approach has no place
in regulatory practice and should be discarded.
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ACTUAL ESTIMATED
2007 2008 2009 2010 201 2012 2013 2014 2015 2016

GROSS DOMESTIC PRODUCT AND TS COMPONENTS
(2005 CHAIN WEIGHTED $) BILLIONS OF DOLLARS
Final Sales 13178 13201 12853 13029 13282 13529 13804 14191 14602 15040
Total Consumption 9263 9212 9038 9221 9421 9602 9814 10050 10291 10548
Nonresidential Fixed Investment 1550 1538 1263 1319 1436 1540 1631 1745 1850 1943

Structures 438 466 367 309 323 344 353 374 399 426

Equipment & Software 107 1059 890 1019 126 1213 1306 1398 1495 1600
Residential Fixed Investment 584 444 346 331 326 365 407 480 552 618
Exports 1554 1649 1494 1663 1774 1848 1930 2027 2148 2298
Imports 2203 2144 1853 2085 2188 2259 2338 2443 2553 2656
Federal Government 906 971 1030 1076 1055 1029 995 965 946 936
State & Local Governments 1528 1528 1514 1487 1454 1426 1413 1417 1426 1440
Gross Domestic Product 14029 14292 13939 14527 15088 15646 16249 16971 17777 18676
Real GDP (2005 Chain Weighted $) 13206 13162 12703 13088 13315 13579 13844 14231 14658 15142
PRICES AND WAGES-ANNUAL RATES OF CHANGE
GDP Deflator 2.9 2.2 1.1 1.2 2.1 1.9 1.8 1.5 1.6 1.7
CPI-Al Urban Consumers 2.9 38 0.3 1.6 ER 1.7 1.9 2.0 2.1 2.3
PPI-Finished Goods 3.9 6.4 -2.5 4.2 6.0 1.0 2.2 1.5 1.8 2.2
Employment Cost Index—Total Comp. 3.1 2.9 1.4 1.9 22 2.0 2.2 25 2.6 2.6
Productivity 1.5 0.6 2.3 4.1 0.6 0.7 0.6 1.0 1.3 1.5
PRODUCTION AND OTHER KEY MEASURES
Industrial Prod. (% Change) 2.7 -3.7 -11.2 5.3 4.1 3.3 2.5 3.0 3.2 3.3
Factory Operating Rate (%) 79.2 74.9 66.2 71.7 75.0 77.8 78.3 79.6 79.5 80.0
Nonfarm Inven. Change (2005 Chain Weighted $) 28.7 -37.6 -143.8 607 443 44.8 42.5 45.0 50.0 40.0
Housing Starts (Mill. Units) 1.34 0.90 0.55 0.59 0.61 0.76 0.93 1.25 1.50 1.65
Existing House Sales (Mill. Units) 5.68 4.89 5.15 492 428 4.55 4.93 5.30 5.60 5.70
Total Light Vehicle Sales (Mill. Units) 16.1 13.2 10.4 1.6 12.7 14.2 14.9 15.5 15.8 16.0
National Unemployment Rate (%) 4.6 5.8 9.3 9.6 2.0 8.3 8.0 7.7 7.0 6.5
Federal Budget Surplus (Unified, FY, $Biil) -162.0  -455.0 -1416 -1294 -1297 -1112 -850 -704 -650 -600
Price of Oil ($8bl., U.S. Refiners’ Cost} 67.98 95.29 59.20 76.70 101.80 7100.00 10500 110.00 115.00 120.00
MONEY AND INTEREST RATES
3-Month Treasury Bill Rate (%} 4.4 14 0.2 0.1 0.1 0.1 0.1 a.3 1.8 3.0
Federal Funds Rate (%) 5.0 1.9 0.2 0.2 0.1 0.1 0.t 0.3 1.8 3.0
10-Year Treasury Note Rate (%) 4.6 7 3.3 3.2 2.8 1.8 2.2 3.6 4.0 4.5
Long-Term Treasury Bond Rate (%]} 4.8 43 4.1 43 39 3.2 3.7 4.0 4.6 5.0
AAA Corporate Bond Rate (%) 5.6 5.6 53 4.9 4.6 4.0 4.4 4.7 55 6.0
Prime Rate {%) 8.1 5.1 3.3 3.3 3.3 3.3 3.3 3.5 4.5 6.0
INCOMES
Personal Income {% Change) 57 4.6 -4.3 3.7 5.1 4.7 4.2 4.9 5.1 5.2
Real Disp. inc. (% Change) 2.4 24 -2.3 1.8 1.3 2.7 2.0 3.0 3.0 3.2
Personal Savings Rate (%) 2.4 5.4 5.2 5.3 4.7 3.9 3.7 4.0 4.5 5.0
After-Tax Profits {($Bill) 1293 1051 1183 1408 1480 1667 1793 1846 7938 2093

Yr-to-Yr % Change -4.2 -18.7 12.6 19.0 5.1 12.7 7.5 3.0 5.0 8.0
COMPOSITION OF REAL GDP-ANNUAL RATES OF CHANGE
Graoss Domestic Product 1.9 0.3 -3.5 3.0 1.7 2.0 2.0 2.8 3.0 3.3
Final Sales 2.2 0.2 2.6 14 2.0 1.9 2.0 2.8 2.9 3.0
Total Consumption 2.3 0.6 -1.9 2.0 2.2 1.9 2.2 2.4 2.4 2.5
Nonresidential Fixed Investment 6.5 0.8  -179 4.4 8.8 7.3 5.9 7.0 6.0 5.0

Structures 141 6.4 -21.2 -15.8 4.6 6.6 2.6 6.0 6.5 7.0

Equipment & Software 33 4.3 -16.0 14.6 10.4 7.8 7.6 7.0 7.0 7.0
Residential Fixed Investment -18.7  -23.9 222 -4.3 -1.3 i1.9 11.5 18.0 15.0 12.0
Exports 9.3 6.1 9.4 13 7 4.2 4.4 5.0 6.0 7.0
imports 2.4 -2.7 -13.6 12.5 49 3.3 3.5 4.5 4.5 4.0
Federal Government 1.2 7.2 6.0 4.5 -1.9 -2.5 -3.3 -3.0 -2.0 -1.0
State & Local Governments 1.4 0.0 -0.9 -1.8 -2.2 -2.0 -0.9 0.3 0.6 1.0

2012, Value Line Publishing LLC. Al ighis reserved. Faciuzl matertal s ohained from sources belleved to be reliabie and s provided wihou warrantes of any king. 1HE PusLisreR. [TV
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U.S. Growth Prospects Dim A Bit As Uncertainty About European Risks Increase

Domestic Commentary A majority of our panelists grew a bit morc
cantious about the pace of U.S. economic growth over the forecast
horizon, according to our May 239.24" survey. Although the con-
sensus continues to predict real GDP growth of 2.3% (saar} and
2.5%, respectively, in Q2 and Q3 of this year, forecasts of growth in
Q4 2012 and in Q1 2013 both slipped 0.2 of a percentage point over
the past month. The consensus forecasts of real GDP growth in Q2
and Q3 2013, however, remained at 2.6% and 2.9%, respectively.

Increased caution about the U.S. economic outlook likely stems from
the continued mixed nature of high-frequency indicators of U.S. ac-
tivity, fears of a disorderly exit from the Eurozone by Greece and the
contagion to other member states that would likely result, and uncer-
tainty about the “fiscal cliff” that looms for the U.S. at the end of this
year when a multitude of tax increases and spending cuts are cur-
rently scheduled to occur. The situation in the Eurozone, in particu-
lar, has rattled financial markets over the past several weeks, sending
stock prices lower, widening some credit spreads, and lifting the
value of the U.S. doflar. If the events in the Eurozone spiral into a
full-fledged crisis, further reductions in consensus forecasts of U.S.
economic growth seem inevitable.

While the consensus outlook for GDP growth has deteriorated a hit
the outlook for inflation has improved, primarily on the basis, we
suspect, on falling prices for crude eil and related products, espe-
cially gasoline. Consensus forecasts of the annualized change in the
Consumer Price Index {CPI) during each of the next six quarters fell
this month while forecasts of the annualized change in the GDP price
index slipped for three of the next six quarters.

Consensus forecasts of average short-term Treasury bill rates over
the next six quarters went essentially unchanged this month but fore-
casts for 10-year Treasury note yictds and other longer-term notes
slipped once again, the declines reflecting the continued slide in
market prices driven by flight-to-safety demand, coupled with a reas-
sessment of the likely trajectory of yields given reduced expectations
for both economic growth and inflation. Nonetheless, consensus pro-
jections for the federal funds rate suggest a majority of our panelists
still believe the Federal Open Market Committee (FOMC) will ulti-
mately opt to begin raising its federal funds rate target either late
next year or very early in 2014. Futures markets, on the other hand,
suggest an initial tightening closer to the spring or summer of 2014,

U.S. economic data released since our last survey remained mixed,
still likely reflecting payback from the unseasonably mild winter that
hoosted the economy’s performance late last year and very early this
year. Nonctheless, the most recent data remains consistent with con-
sensus expectations of near-term real GDP growth in the range of
2%-2.5%. That said, it looks as if real GDP growth in Q1 of this year
will be revised down from 2.2% to the vicinity of 1.9%-2.0% given
the latest readings on business inventory levels during the quarter,

GDP growth in the current quarter is expected to be characterized by
an acceleration in final sales to its best pace since Q3 of last year.
Personal consumption expenditures will grow a bit slower than in Q1
but growth in nonresidential fixed investment is widely predicted to
be somewhat better. Residential investment will continue to grow but
at perhaps half the average pace seen in the prior two quarters. Busi-
ness inventories are expected to be a drag on GDP in Q2 while net
exports may prove to be a small contributor. Government spending
and investment likely will continue to subtract from GDP but not to
the degree seen in recent quarters.

The Institute of Supply Management’s manufacturing survey for
April increased 1.5 points to 54.8, its highest level since last June.
The rise was supported by sizable gains in the new orders and pro-
duction indices. Moreover, total industrial production surged 1.1% in
April, the biggest monthly increase since December 2010. However,
a sizable portion of the increase was accounted for by a rebound in

mining output following two months of declines, coupled with a
surge in utility output as more normal temperatures boosted heating
demand. In contrast to the strength in manufacturing, the ISM non-
manufacturing index for April slid 2.5 points to 53.5, its lowest level
of this year, The ISM manufacturing index for May now is widely
expected to slip as suggested by the Richmond Federal Reserve
bank’s PMI for May that dropped to 4 from 14 in April and the first
release of Markit’s manufacturing PMI for the U.S. which fell from
56.0 in April to 53.9 in May.

Total nonfarm payrolls grew by just 115,000 in April, the second
consecutive month in which the increase fell well short of consensus
expectations. Total nonfarm payrofls are currently expected to be up
150,G00-160,000 in May with the unemployment rate unchanged at
8.1%, the recent decline halted by stabilization in the labor force
participation rate. Total retail sales were also softer than expected in
April, rising just 0.1%, the smallest monthly gain of the year. An
early Easter and record-high temperatures in March likely pulled
demand forward, depressing the sales increase in April. Retail sales
likely registered somewhat stronger growth in May, helped by falling
gasoline prices that lifted real growth in disposable personal incomes
and consumer sentiment to its highest level in a couple of years.

Although new orders for durable goods eked out a 0.2% increase in
April, nondefense capital goods orders excluding aircraft dropped for
a second consecutive month and shipments of such goods that figure
directly into GDP estimates of capital spending fell 1.4%. The fig-
ures add credence to the view that the December 2011 expiration of
full expensing of capital goods purchases has led to a curtailment of
business investment. The housing sector, in contrast, continued to
exhibit evidence of recovery as housing starts registered an increase
of 2.6% in April while sales of new and existing single-family homes
posted respective monthly increases of 3.3% and 3.0%.

At the moment, the FOMC is expected to maintain its current pelicy
stance when it meets on June 19M-20". Minutes of its Apri] 24257
meeting offered no hints that the current version of “Operation
Twist” would be extended beyond its scheduled expiration at the end
of this June. Nor were there any hints of additional quantitative eas-
ing. However, policymakers are expected to instruct managers to
maintain the current size of the Fed‘s balance sheet. The FOMC also
is expected to reiterate that meeting its dual mandate will likely re-
quire a fed funds rate that is kept “exceptionally low...at least
through late 2014.”

That said, much will depend on events in Europe, especially the out-
come of Greece’s June 17 elections, its possible reverberations
through financial markets, and the response by European politicians
and its central bankers. Should a full fledged crisis erupt in Europe,
spreading its tentacles to the U.S., the Fed could employ some of the
same liquidity-enhancing tools utilized during the 2008-2009 finan-
cial crisis. Odds of additional quantitative easing also would increase
if the crisis became prolonged, threatening achievement of the Fed’s
pelicy goals. Coordinated Fed action with other major central banks
also is a distinct probability if financial markets become unhinged.
The most bullish market at present: the one in uncertainty.

Consensus Forecast Real GDP growth of 2%-2.5% is predicted by
the consensus over the next four quarters with somewhat better
growth thereafter. However, much depends on whether problems in
Europe develop into a full-fledged crisis. Inflation expectations have
eased as oil and gasoline prices have come down. Fed policy is ex-
pected to remain on hold over the bulk of the forecast horizon, How-
ever, a crisis that threatens achievement of its dual policy mandate
could prompt additional non-conventional easing (see page 2).

Special Questions On page 14 are results of our twice-yearly long-
range forecast survey with estimates for the years 2014 through 2018
and averages for the 5-year periods 2014-2018 and 2019-2023.
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Consensus Forecasts Of U.S. Interest Rates And Key Assumptions1

History ¥ C_onsensus Forecasts-Quarterly Avg
------- Average For Week Ending------ ----Average For Month---- Latest Q : _:4Q'" Q2 30
Interest Rates May 25 May 18 May 1l May4 Apr Mar. Feb. 1Q2012 012 2013 2013 2013
Federal Funds Rate 0.16 0.15 0.16 0.14 0.14 013 0.10 0.10 : H0.3
Prime Rate 3.25 325 3.25 3.25 3.25 325 3.25 325
LIBOR, 3-mo. 0.47 0.47 0.47 0.47 0.47 0.47 0.50 0.51
Commercial Paper, 1-mo.  0.13 0.13 0.12 0.13 0.13 0.13 0.12 0.11
Treasury bill, 3-mo. 0.09 0.09 0.10 0.09 0.08 0.08 0.09 0.07
Treasury bill, 6-mo. 0.14 0.15 0.15 0.15 0.14 0.14 0.12 0.11
Treasury bill, 1 yr. 0.20 0.20 0.18 0.19 0.18 0.19 0.16 0.16
Treasury note, 2 yr. 0.30 0.30 0.27 0.27 0.29 0.34 0.28 0.29
Treasury note, 5 yr. 0.75 0.74 0.77 0.82 0.89 1.02 0.83 0.90
Treasury note, 10 yr. 1.74 1.74 1.88 1.95 2.05 2,17 1.97 2.04
Treasury note, 30 yr. 2.82 2.87 3.04 332 318 3.28 311 3,14
Corporate Aaa bond 3.72 372 3.87 3.95 3.96 3.59 3.85 3.90
Corporatc Baa bond 5.02 498 5.08 5.15 5.19 523 5.14 5.20
State & Local bonds 3.81 3.75 371 3.81 3.95 39 3.66 3.75
Home mortgage rate 3.78 3.79 3.83 3.84 3.91 3.85 3.89 392
History
2Q 30 40 1Q 2Q 3Q 4Q 1Q
Key Assumptions 2010 2010 20190 2011 2011 2011 2011 2012
Major Currency Index 77.6 75.9 73.0 71.9 69.6 699 72.4 72.9
Real GDP 3.8 2.5 23 0.4 1.3 1.8 3.0 2.2
GDP Price Index 1.5 1.4 1.9 2.5 2.5 2.6 0.9 1.5 90 0L
Consumer Price Index -0.3 1.4 3.0 4.5 4.4 3.1 1.3 2.5 102200022 24

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 tates ot 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 the same as those in FRSR H.15. Treasury yields are
reported on a constant maturity basis, Historical data for the 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 (CPE) history is from the Department of Labor’s Bureau of Labor Statistics (B1.S).

U.S. Treasury Yield Curve U.S. 3-Mo. T-Bills & 10-Yr. T-Note Yield
Week ended May 25, 2012 and Year Ago vs. ' Quarterly A Hist E t
2Q 2012 and 3Q 2013 Consensus Forecasts 6.00 {Quarterty Average) History rect® J 6.00
4.50 4.50 1 ) [
Year Ago L 5.50 1 10-Yr. T-Note Yield. Consensus E 5.50
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History - Consensus Forecasts .
Month  Year | - Months From Now:.
Latest;  Ago: Ago: |oE g2
0.66 0.36 0.38 i
0.30 0.30 0.36
1.02 1.12 1.05
0.13 0.13 0.30
1.56 1.56 1.39
4.13 4.63 4.92
(.68 0.82 1.54
——————————— 10-Yr. Government Bond Yields?--—-
History - Consensus Forecasts: .
Month  Year [ Months From Now:
Latest:  Ago: Ago: |oa¥lno e NE
1.75 1.96 312 P02 %250 256
1.37 170 3.05 L7970 .0190 . 213"
0.89  0.92 LI3 101105 LIS
1.75 2.10 335 11223239 259
2.53 2.99 347 |31 03250337
5.80 5.64 479 BT 56T 6T
0.64 0.71 1.87 {10455 110 32
180 207 312 9240023
316 3.72 529 {361
633 584 547 610 .
--=mmmmmmmmmm---Foreign Exchange Rates'-—————
History . Consensus Forecasts
Month  Year [ Months From Now::
Latest:  Ago: Ago: P3G 2
74391 72677  70.403 | ' ST501
79.140  81.600 81.640 |
1.5788 1.6§23 1.6222 |
0.9442 09095 0.8776 | 0.
10211 09912 09735 } 1,
0.9819 1.0375 1.0644 {:1.01 2
12721 1.3212 14172 {2127 012
Consensus Consensus
3-Month Rates 10-Year Gov’t
vs, U.S. Rate Yields vs. U.S, Yield
Now Now [ :
-0.36 | Germany -0.38
0.36 :| Japan -0.86
-0.53 | UK. 0.00
0.90 | France 0.78
3.47 Ttaly 4.05
0.02 | Switzerland  -1.11
Canada 0.05 .
Australia 141 [0 L4800
Spain 458 |3410

Forecasts of panel members are on pages 10 and 11. Definitions of vari-
ables are as follows: 'Three month rate on interesi-earning money mar-
ket deposits denominated in selected currencies. *Government bonds are
yields to maturity. Foreign exchange rate forecasts for UK., Australia
and the Euro are U.S. dollars per currency unit. For the U.S dollar, fore-
casts are of the U.S. Federal Reserve Board’s Major Currency Index.
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International Commentary Rising concern that Greece may exit the
euro. Deeply troubled banks in Spain. Fresh evidence of deteriorating
economic activity in the broader Eurozone and UK, More modest than
expected growth in China. The looming “fiscal cliff” in America. All
have proved too much for financial markets over the past several
weeks. Global stock markets feli, oil prices weakened, the euro
dropped to a 22-month low versus the U.S. doliar, and flight-to-
quality demand sent sovereign bond yields in the U.S., Germany, and
the U.K. to record, or near-record lows. Official comments of support
for Greece were of little solace to financial markets as preparations for
a Greek exit intensified in European capitals. If Greece fails to get its
act together and ultimately exits the Eurozone in a disorderly fashion,
ne one can speak with confidence of the consequences for financial
markets and economies. Although recent polls suggest Greek parties
supportting the bailout have regained favor, who is to say how long the
populace would support such a government.

Even under the best of plausible circumstances surrounding Greece,
the Eurozone still is confronted with a host of unresolved troubles.
Among them, a Spanish banking system verging on insolvency and
the likelihood that Portugal and perhaps Ireland will require additional
baiiouts within a year. More broadly speaking, economic activity in
the currency zone is clearly worsening, The composite PMI for the
Eurozone fell to 45.9 in May, the fourth straight decline and the low-
est reading since June 2009 when the currency zone was last in reces-
sion. Moreover, business sentiment indices for Germany, France and
Belgium each registered sharp declines in May. Due to better-than-
expected growth in Germany, Eurozone real GDP was essentially
unchanged in (31 after shrinking 1.2% (saar) in Q4 2011. However, in
the wake of the latest PMI readings many analysts now assume GDP
in the Eurozone will contract in Q2 and quite possibly Q3 even if
Germany still manages to register marginally positive growth. The
worries about Greece and broader problems in the Eurozone continue
to prompt talk of the need for EU political leaders to initiate the issu-
ance of eurobonds and for the European Central Bank to cut interest
rates and announce additional LTROs or some other form of lquidity
enhancing provision. However, little is expected out of the ECB’s
June 6" meeting and any progress toward agreement on adoption of
eurobonds will likely await the EU conference on June 28%-29%,

Elsewhere, real GDP in the U.K. contracted a downwardly revised
0.3% in QI, matching its Q4 2011 decline. Moreover, many analysts
anticipate a further contraction in the curvent quarter. While a rebound
in UK. GDP is expected in the second half of the year, much will
depend on the ability of Eurozone officials to contain their sovereign
debt crisis and the willingness of the Bank of England to engage in
additional quantitative easing. The Reserve Bank of Australia sur-
prised markets by cutting its cash rate by a larger-than-expected 50
basis points to 3.75% on May [¥. Somewhat softer-than-expected
economic conditions and moderating inflation were cited as justifica-
tions for the rate cut by the RBA. Bank of Canada policy is widely
seen as on hold for the time being. Despite its hawkish stance in re-
sponse to healthy domestic demand, an actual move to remove ac-
commodation remains stymied by uncertainty surrounding the Euro-
zone's debt crisis, relatively modest growth in the U.S., moderating
Chinese demand for Canadian resources and the Federal Reserve’s
super easy policy. Nonetheless, the BoC still seems destined to be-
come the first of the major central banks to begin tightening, it’s just a
matter of when. The Bank of Japan left policy unchanged at its May
23" meeting, matching expectations for no change in its 0.0-0.1%
policy rate and no change in its asset purchase target. Real GDP grew
a larger-than-expected 4.1% (saar) in Q1 and growth in Q4 2011 was
upwardly revised from a -0.7% contraction to a 0.1% increase. Al-
though private consumption improved, the Q1 surge was driven by
earthquake reconstruction that will likely diminish over the remainder
of this year (see pages 10-11 for individual panelists’ forecasts).
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Second Quarter 2012

Interest Rate Forecasts Key Assumptions

RN Percent Per Annum — Average For Quarter- Avg, For | -——{Q-Q % Change}—

ok Blue Chip - : Short-Tem: Int diate-Term——-— ————Long-Temme~—-—-—--—~- —~Qtr— | ———{SAAR} e
Financiat Forecasts' " | 1 2 3 4 5 6 7 8 G 1 2 13 4 15 A. B. c. D.

a Ffén'el Member. Federal PrAme LIBOR Com. Tress. Treas. Treas. Treas. Treas, Treas. Treas. Aaa Baz Stete& Home |Fed's Major GOP  Cons.
i Tul Funds Bank  Rale  Paper Bils Bills Bills  Notes MNoles Notes  Bond Corp.  Corp.  Local Mig. Currency | Real Price Price
i L Rate Rate  3-Me.  1-Mo. Mo, 6Mo.  1-Yr 2-Yr. 5Yr. 10-Yr. 30Yr. Bond Bond Bonds Rate $ Index GDP Index Index
Bank of Toyko-Mitsubishi UFJ 03H 33H 05 02H OG1H ©01L 02 03 L 11 2.3 34 43 H 57 H 40 4.2 750 3.1 26 H 18
Swiss Re 03 H 33 04 02H 01H 011 02 G4 H 08 2.0 31 38 5.2 na 4.0 na 1.6 09 1.1
Scotiabank Group 03 H 33 na na 6tH na na g3t 09 20 3.2 na na na na na 232 20 2.7
Wells Fargo 02 33 8.5 01L O1H 02H 02 03 L 08 18 2.9 s 5.1 38 38 738 22 18 15
MG 02 33 na na 01K 61t 02 03 L 09 22 31 36 49 na a7 74.4 IBH 06 L 13
MacroFin Anatyfics a2 33 05 01 L 01K O1L 02 g3 L 09 1.8 29 38 50 39 38 734 24 1.5 1.8
RBS Securities 0.2 33 05 01 L 0tH 02H 02 03 L 08 1.9 10 39 5.1 a8 38 735 22 1.2 1.2
Woodwarth Hoidings 6.2 33 0.5 1L 01H 02H 02 03 L 08 18 2.9 3.7 50 a7 38 735 25 1.8 1.5
Nomura Securilies, Inc. 0.2 33 05 02H 01H O01L 02 03 L o8 19 31 38 51 na 38 730 25 1.1 19
Stana Harbor tnvestmerl Partners 0.2 33 0.5 02ZH 0tH ©0ZH 03H 063L 08 19 o ar 5.1 na 4.0 730 1.7 1.8 21
JPMargan Privale Banking 0.2 33 c.5 01 L 01H o01L 02 gat 09 20 3.4 39 52 3.9 39 743 25 18 23
DePrince & Assot. 0.2 33 0.5 0ZH 01H 02H 02 03 L 08 1.4 20 39 5.4 3.8 39 734 31 1.9 6.8
Barclays Capital c2 a3 05 01 L D1HW 02H 02 03 L 10 20 3.1 490 5.2 4.0 40 na 2.5 26 H 08
Narolf Econemic Advisors 6.2 33 05 011 01H 02H 02 03 L 08 20 31 39 5.1 38 3.9 735 33 2.5 23
ClearVisw Economics 0.2 33 05 81L 01H 02H 02 a3 L o8 1.9 30 38 5.1 38 39 73.2 2.2 7 2.4
Chmura Economics & Analyiics 0.2 33 04 g1 L o01H 01tL 02 03 L 08 20 34 38 na na 39 732 26 15 1.9
Fannie Mae 0.2 33 na na 01 H na 0.2 na na 1.8 a na na na 38 na 23 1.0 24
Pierpent Securities 61 L 33 0.5 641 01H 02ZH 02 03 L 09 1.8 31 3.9 5.1 38 39 74.0 27 28 1.0
SunTrust Banks 1L 33 0.5 92H 01H 02H 02 04 H 08 1.9 29 39 49 43 34 L 74.4 27 19 22
Action Economics 1L 33 05 1L 04H 01L 02 04 H 0B 18 29 38 5.1 as 39 740 25 22 15
RBC Capital Markets 01 L 33 Q.5 na 01 H o8it 02 03 L G8 20 3.2 na na na na na 1.5 na 23
Loomis, Sayles & Company 01 L 33 0.5 01 L 01H G2ZH 02 863 L 08 20 31 39 51 38 3B 729 2.2 09 15
GLC Financiat Economics ot L 33 65 01L D4H 01 L 02 031 08 1.9 30 38 5.1 38 39 72.9 1.9 1.7 18
Moody's Capital Markets Group 61 L 33 0.5 6iL oiH 01L 02 03 L 08 19 30 38 52 38 3.8 738 1.5 21 19
Economist Intelligence Unit 1L 33 0.5 01 L O01H 01L 02 03 L 0B 19 30 na na na 38 na 21 na 2.0
JW. Goons Advisors LLC ot L 33 [+ 01L 01H 0ZH 02 03 L 08 18 3.0 3.9 5.1 na 38 725 15 23 25
Gxdford Econorrics 01 L 33 &5 na goL 01L 02 063 L 08 21 32 na na fAa 4.0 733 23 20 28
BMO Capilal Markels 01 L 33 G5 02H 04H 02H 02 03t 08 1.9 3.0 39 51 3.9 38 735 23 14 23
J4P. Morgan Chase 01 L na 0.5 na G1H nma na 03 L 09 2.0 31 na na na na na 2.5 12 1.3
ups 01 L na 0.5 na 01 H na na 04H 09 21 32 na na na na na 2.0 15 1.3
Walls Capital Management 01 L na 0.5 g1L 01H D1L 02 c3 L 08 19 30 38 50 39 39 4.3 2.3 19 24
Bank of America Merilt Lynch g1 L na 0.5 na C1H na na D3l 09 2.1 32 na na na na na 2.0 18 1.3
Saciete Generale 01 L 33 c5 o1L o04H 03 L OtL 03L 10 19 3.0 38 51 na na na 13 L 18 4.8
Standard & Pooer's Corp. 0.1 L 33 08 02ZH 014 01L 02 03 L 089 20 na 40 5.2 4.0 339 na 2.0 1.2 1.5
Goldman Sachs & Co. 041 L 33 04 na 00 L na na 04 H 10 2.3 a3 35 na na 40 na 22 1.3 2.3
Comerica Bank 01 L 33 07 H na 01H 02H 02 03 L 08 19 31 na na na 4.0 na 17 1.8 02 L
Mesirow Financial 01 L 233 e5 01 L BiH 02H 02 04 H 11 21 32 39 5.1 39 39 720 L| 23 1.0 14
RO Economics 01 L 33 0.5 g1 L ¢1H 01L 02 03 L 12ZH 20 a1 3.8 5.1 a7 38 736 28 21 1.7
Daiwa Capital Markals America 01 L 33 0.5 011 01H 02H 02 03 L 08 1.8 29 39 5.2 3.7 38 74.0 2.0 18 1.9
Wintrust Wealth Management c1 L 33 05 624 04H 0tL 0L 03L OFL 7L 27 L 36 48 L 35 3.6 72.8 23 1.8 23
Russel! Invesiments 0t L33 0.5 84 L 0tH 02H 02 03 L 08 19 29 38 5.0 19 3.9 734 25 1.8 24
Thredgold Economics 1L 33 0.5 1L 01H 01L 02 03L 07L 18 28 35 L 48 L a7 3.8 740 24 1.9 24
RidgeWarth lnvestments 1L 33 0.4 ¢ZH 01H 01L 02 03 1L 10 24 31 39 50 34 L 40 770 20 1.8 18
Cycletata Com. 01 L 32 04 01 L 01H 01L 02 03 L 08 2.0 31 39 5.4 38 38 73.0 23 2.0 2.4
Natl Assn. of Realters 911 23 04 01 L 0D1H 04L 02 03 L 08 19 29 38 5.1 39 39 na 23 24 3.0
Keliner Economic Advisers 1L 33 02L 02ZH O01H 01L 02 04 H 10 21 31 39 50 45 H 38 780 Hl 22 20 2.2
The Northerm Trust Company 1L 33 0.2 L na 01 H na na g3 L 09 20 31 na na na na na 2.5 2.3 25
- Georgia State University 61 L 33 na na 01H 01L 02 c3 L 12 22 32 4.2 53 na 4.0 na 1.5 c.7 31 H
Moody's Analytics 01 L 04H 02H 02 3L 10 24 H 35 H 42 54 na 43 H na 28 2.0 1.6
“-June Consensus .
Top 10 Avg. 0.2 33 0.5 02 a1 0.2 0.2 04 1.1 2.2 33 4.0 a3 40 4.0 7439 30 2.3 2.6
Bottcm 10 Avg. 01 3.3 0.4 0.1 6.0 0.1 0.2 03 0.8 18 28 37 4.9 3.7 37 729 1.6 10 10
May Congensus 01 33 05 0.1 c.1 0.1 6.2 03 1.0 24 32 40 52 39 4.0 732 2.3 1.9 24
Numper of Forecasls Chapged From A Month Ago:

Down 0 0 it 7 7 § 8 19 ) 38 7 29 2 18 30 5 17 25 28
Same kL) 44 29 22 i 21 23 23 " 8 10 7 8 ] 8 8 17 14 12
Up 15 o 6 8 9 8 b 8 3 2 1 3 2 2 4 18 15 8 8

Diffusion Index 65% 50% 46% 51% 52% 2% H54% W% 8% 13% 3% 1% 18% 18% 19 %) 1% d48% 32% 29%
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Third Quarter 2012 .
Interest Rate Forecasts Key Assumptions
RS Percent Per Annum — Average For Quarter—— Avg. For | —-{Q-Q % Change)
Blua.Chip .- L 1oL L — Inlermediate-Term Long-Term Qs | e {GAAR e
Financial Forécasts 1 2 3 4 5 8 7 8 g 10 1 12 13 14 15 A 8. C. b.
Panel Members Federal Prme LIBOR Com. Tress. Treas. Treas. Treas. Treas. Treas. Treas.  Aaa Baa State & Home |Fed's Major GDP  Cons.
i o Funds Bank Rate Paper  Bills Bills Bills Notes Notes Notes Bond Corp. Corp.  {Local Mig. Currency Real Price Price
R i PRI Rate Rale 3-Mo. 1-Moc. 3-Mo. 6:Ma.  1-Yr 2-Yr. 5¥r.  10-Yr.  30-Yr Bond Bond Bonds Rate $ index GDP index  index
Bank of Toyko-Mitsubishi UF.J 03H 33H 05 0.2 0.1 01 L 02 0.4 14 26 35 44H B9 H 42 45 Hl 740 aa 28 28
Swiss Re 03 H 33 0.3 0.2 0.1 2.2 0.3 04 1.0 241 3.1 3.9 51 na 4.7 na 25 1.5 1.7
Scotiabank Group 03 H 33 na na 0.1 na na 03 1.0 21 33 na na na na na 28 1.5 25
Wells Fargo 0.2 3.3 0.5 0t L oA 0.2 0.2 0.3 0.9 1.4 3.0 3.8 5.1 37 38 744 18 19 20
Russell Investmenls 0.2 3.3 0.4 0.2 0.1 02 0.2 0.3 1.1 20 31 38 5.2 4.1 39 75.0 28 20 23
AlG 0.2 33 na na 01 0.1 0.2 0.3 0.9 24 33 37 50 na 37 7h.% 33 06 L 12 L
Stone Harbor inveslment Partners 0.2 33 05 0.2 02H 03H 04H 04 0.8 22 32 40 5.2 na 4.0 5.0 2.4 1.6 2.3
DePrince & Assaciates 0.2 3.3 0.5 03H 02H 02 0.2 0.4 08 1.9 3.0 3.8 49 34 3.8 4.1 23 1.9 20
MacroFin Analytics 0.2 3.3 0.4 0.2 0.1 02 0.2 0.3 10 19 30 38 5.1 4.0 a9 3.0 2.4 14 17
Fannie Mae 6.2 33 na na 0.1 na 0.2 na na 2.0 3.2 na na na 4.0 na 24 1.6 25
CiearView Ecanomics 0.2 33 0.4 01 L o1 0.2 0.2 0.3 o8 18 L 2.8 38 5.0 38 38 3.7 25 2.0 24
Waodworth Holdings 0.2 33 0.5 a1 L 01 02 0.2 0.4 14 21 3z 39 52 3.9 3.9 745 25 1.6 15
Naraff Economic Advisars 0.2 33 0.5 0.2 0.1 032 0.3 0.4 10 2.2 33 4.1 5.3 4.0 4.0 735 37T H 25 22
RBS Securities 0.2 33 0.5 0.2 0.1 01 L 02 0.3 0.9 20 30 3.8 49 38 a8 725 2.4 2.8 a1 H
Nomura Securiies, Inc. 0.2 33 0.5 0.2 01 01 L 02 0.3 0.9 2.0 3.1 3.8 51 na 38 73.5 2.6 2.3 14
JPMorgan Private Banking 02 33 0.5 61 L 01 01 L 0.2 03 0.9 2.0 3.4 3.9 52 39 3.8 744 27 18 22
Chmura Economics & Analylics 0z 33 0.4 61 L 01 01 L 0.2 0.3 0.9 20 3.2 4.0 na na 3.8 729 24 1.9 23
SunTrust Banks 0.2 3.3 0.4 0.2 01 0.2 0.3 04 1.0 1.9 26 L 39 46 L 46H 36 L 758 29 2.3 1.5
Barclays Capital 0.2 33 0.4 01 L 04 0.2 0.2 0.3 11 21 34 4.0 52 4.0 4.0 na a0 2.7 25
FPierpont Securilies 01 L 33 0.5 1L o1 0.2 0.2 04 1.0 23 3.5 4.2 54 42 4.2 750 26 2.2 23
J.W. Coons Advisors LLC 01 L 33 0.5 o1 1L 041 0.2 03 04 0.9 1.9 28 39 5.1 na 38 720 Lf 18 2.2 25
Action Econormics 01 L 33 0.5 c1 L 01 0.2 0.2 a.5 1.2 20 3.0 37 50 37 37 741 2.6 16 1.8
Economist intefiigence Unil 01 L 33 0.5 1L 01 a1 L 0.2 0.3 0.9 2.0 341 na na na 3.8 na 1.8 na 21
Loomis, Sayles & Company 21 L 33 05 gl L o1 02 0.2 0.3 11 2% a3 4.0 52 38 EE:] 738 2.2 16 23
Moody's Capital Markels Group 01 L 33 05 01 L 01 02 0.3 6.4 0.9 2.t iz 4.0 5.4 40 4.0 745 26 18 1.4
RBC Capilal Markets 01 L 33 0.5 na a1 6t L 0z 0.3 0.9 21 34 na na na na na 1.7 na 2.0
BMG Capital Markets 01 L 33 0.5 0.2 0.1 0.2 0.2 0.3 0.8 20 3.0 3.9 51 38 38 73.6 28 19 2.2
Mesirow Financial 211 33 0.5 0.2 02 H 0.2 0.3 0.5 1.2 23 35 4.2 53 4.2 4.1 730 24 18 2.4
Oxtord Economics 01 L 33 04 na boeL e1L 0t L 02L 11 22 34 na na na 4.0 4.6 2.8 33 H 21
J.P. Moargan Chase 01 L na 0.5 na 00 L nma na 0.3 0.9 20 341 na na na na na 3.0 1.3 1.8
Bank of America Merrill Lynch 01 L na 0.5 na 0.1 na na 0.3 0.8 1.8 3.0 na na na na na 13 L 186 1.8
uBs 01 L na 04 na 0.1 na na 0.4 09 21 34 na na na na na 23 2.5 2.3
GLC Financial Zconomics 0% L 33 05 01 L 0% 0.2 0.2 0.4 09 1.8 3.0 38 5.1 3.7 3.8 73.0 2.7 2.1 20
Societe Generale 1L 33 0.5 01 L 01 1L 01 L 03 1.0 20 341 ag 48 na na na 1.8 2.4 22
Comerica Bank 1L 33 07 H na o1 0.2 0.2 03 0.8 2.0 32 na na na 490 na 23 24 19
Wintrust Wealth Management 61 L 33 0.5 0.z 0.1 01 L B1L 04 97 L 18 L 28 i 49 3.6 3.7 731 2.5 1.8 22
Thredgoid Economics 1L 33 0.5 0.2 0.1 0.2 0.3 0.4 0.8 1.9 29 3.6 4.9 a7 38 74.0 2.4 19 24
Daiwa Capital Markets America o1 L 33 0.5 01 1L 01 0.2 0.2 04 2.9 1.9 3.0 39 52 37 3.9 780 2.3 1.7 1.8
Standard & Poor's Corp. 61 L 33 04 0.2 o1 01 L 92 0.3 1.0 21 na 4.6 5.3 4.1 40 na 21 20 28
Cycledata Corp. 61 L 33 0.4 01 L 01 01 L 02 03 0.9 2.0 31 35 5.4 39 38 73.0 23 2.0 23
RDEQ Economics 01 L 33 04 Q2.2 0.1 0.2 04H 08H 16H 25 38 4.2 55 4.1 42 73.8 33 24 23
Nat'l Assn. of Realtors 61 L 33 04 01 L 01 o1 L 02 0.4 11 2.0 a1 3.9 5.2 4.0 4.0 na 3.0 23 2.8
RidgeWarth Investments 61 L 33 04 0.2 9.1 01 L 02 3 1.0 22 3.2 3.8 5.0 32 L A0 76.0 25 1.8 1.8
Goldman Sachs o1 L 33 0.4 na g0 L na na 0.4 1 25 34 351 nma na 4.1 na 290 1.6 1.9
The Northemn Trust Company 01 L 33 0.3 na a1 na na 0.3 1.2 21 31 na na na na na 2.7 15 1.7
Kellner Economic Advisers o1 L 33 02 L 6.2 02H 02 03 0.5 1.0 22 32 40 5.1 46 H 39 800 H| 18 2.0 23
Georgia State University 01 L 33 na na oo L 21 L 1L 03 13 23 33 4.2 53 na 41 na 18 1.7 12 b
Wells Capital Managemenl 01 L na 0.5 61 L 01 01 L 02 0.2 0.8 290 29 3.6 47 38 39 745 25 2.2 24
Maody‘s}\nalyﬁcs 01 L 33L 04 03 H 01 0.2 . 0.5 1.3 2B H 38 H 44 57 H na 45 H na 33 2.3 1.8
0.1
Top 10 Avg. 02 33 05 02 01 0.z 0.3 0.5 12 24 3.5 42 54 42 4.2 75.8 3.z 26 2.5
Botton 10 Avg. 0.1 3.3 0.4 0.1 0.0 0.1 0.t 0.3 0.8 198 2.9 3.7 4.9 36 3.7 73.0 1.8 1.4 1.5
May Consensus 0.+ 33 04 02 01 01 02 04 11 23 34 41 53 40 4d 73.2 25 20 23
Number of Foracasts Changed From A Month Ago:
Down 3 [y 9 5 € 3 6 17 31 35 a6 3 2% 19 29 3 12 16 24
Same 35 44 a0 23 36 27 27 23 14 12 " 7 E] 9 9 10 26 22 16
Up 11 [y 6 k] 7 11 g § 3 2 1 1 2 1 4 18 11 9 9
Diffusion Index 58% 50% A7% H5% 51% 60% 5% MN% 2% 16% 4% 12% 18% 19% 20 % 74 % 4% 43 % 35 %
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Fourth Quarter 2012

Interest Rate Forecasts Key Assumptions

- Percent Per Annum — Average For Guarler- - SN Avg. For —---{(-Q % Change}----

Shor-Term —— e Intermediate-Term————- e OG- T —— e e Qi — | ——- —{BAAR)-- e —-
1 2 3 L] 5 6 7 8 9 10 11 12 13 14 15 A, B. C. D.

Federal Prime LIBOR Com. Treas. Treas. Treas. Treas. Treas, Treas. Treas. Aaa Baa State& Home }Fed's Major GDP Cons.

Funds Bank Rate Paper  Bills Bilis Bills MNotes  Notes  Noles Bond Corp.  Corp.  Local Mig. Currency Real Price Price

SR : N Rate Rate 3-Mo. iMoo, 3-Mo. 6Mo.  1-Yr 2T 5Yr.  0-Yr.  30-Yr. Bond Bond Bords  Rale $ Index GDP Index.  index
Bank of Tayko-Mitsubishi UFJ ¢3H 33H 0B 0.2 a1 01 L 02 0.7 17 2.8 37 46 60 H 44 4.8 2.0 3.5 30 H 286
Swiss Re 03 H 33 03 L 02 0.1 02 0.3 6.5 11 2.2 3.2 4.0 5.0 na 4.3 na 2.7 16 1.8
Scoliabank Group 03 H 33 na na Q.1 na na 0.5 1.4 28 38 na na na na na 26 1.5 24
DePrinca & Assoc. 0.2 33 08 04 H 02 63 H 03 06 [ER:] 20 31 38 4.8 3.3 39 741 26 1.9 241
Stone Harbor invesiment Partners 02 3.3 0.6 0.3 6.2 03kl 05H 05 4.1 24 34 41 5.1 na 4.0 76.0 1.8 2.2 2.8
Wells Fargo 02 3.3 0.5 0.2 0.2 03 H 03 c.4 039 2.0 a1 49 5.2 38 39 4.9 24 21 17
Naroff Economic Advisors 0.2 3.3 0.5 0.2 0.2 03H 032 e5 1.3 24 36 4.4 5.5 4.2 42 725 43 H 26 26
Russell investments 0.2 33 0.4 0.2 0.1 03H 02 0.4 1.3 22 33 4.0 53 4.2 4.0 75.3 2.2 2.2 2.2
Kellner Economic Advisers 0.2 3.3 03 L 03 03H 03H 04 06 12 23 33 4.1 5.2 47 H 38 B2.0 Hl 15 18 2.4
Fannie Mae 02 3.3 na na 0.2 na 0.2 na na 21 32 na na na 4.0 na 24 4.6 22
AG 0.2 3.3 na na 0.1 01 L 0z 0.3 048 26 36 3.8 5.1 na 349 75.2 3.3 08 L 18
ClgarView Econamics 0.2 33 0.4 01 L 01 0.2 6.2 0.3 a8 L 18 28 38 50 38 3.8 741 2.8 23 28
SunTrust Banks 02 3.3 04 0.2 0.1 02 03 0.4 09 1.7 L 25 L 38 45 4.5 34 L 77.3 31 20 2.3
Woodwaorth Holdings 0.2 3.3 0.5 01 L o4 Q.2 8.2 0.4 1.1 22 33 48 5.3 4.0 4.0 5.0 1.6L 18 1.6
RBS Securilies 0.2 33 0.5 0.2 0.1 0.2 0.2 0.3 0.8 2.0 30 35L 45 1L 38 37 7.5 L} 28 19 2.5
Nemura Securities, Inc. 0.2 33 0.5 0.2 0.1 0t L 02 0.3 1.4 21 3.3 4.0 53 na 349 4.5 2.1 26 16
JPMorgan Private Banking 0.2 i3 0.5 01 L 0% 6.2 0.2 0.3 [1Re] 20 3.1 39 52 39 38 74.2 19 1.8 20
MacroFin Analytics 0.2 3.3 0.5 6.2 0.1 0.2 c3 0.4 11 2.0 31 4.0 9.2 4.1 40 73.5 28 1.3 1.7
Mesirow Financial 0.2 33 0.4 0.2 0.2 03 H 03 08 14 2.8 37 4.4 55 4.4 44 74.0 2.5 14 15
Chmura Economics & Analytics 0.2 3.3 0.4 01 L o1 0.7 0.2 0.3 1.0 2.2 33 41 na na 40 2.5 24 14 2.2
Barclays Capital 0.2 33 0.4 01 L 01 0.2 02 0.3 1.0 20 34 4.0 52 4.0 40 na 30 2.7 25

Piarpont Securities 011 33 0.5 01 L 0% 6.2 0z 0.5 14 29 43H 47 H 59 47 H 48 76.0 31 24 31 H
J.W. Coons Advisors LLC 01t 33 07 H 02 02 03 H 03 0.5 1.0 2.0 3.0 4.0 52 na 38 M5 L 20 2.2 25
RBC Capitat Markets 01 L 32 0.5 na 0.1 01 L 02 0.3 1.0 2.3 3.7 na na na na na 11 na 20
Economist Intefligence Unit 01 L 33 0.5 01 L 04 0.2 02 0.4 1.0 21 32 na na na 4.0 na 22 na 2.3
Action Economics 01 L 33 0.5 0.2 0.1 6.2 0.3 0.7 1.4 22 3z ki) 5.1 3.6 36 739 27 22 28
Loomis, Sayles & Company 1L a3 05 o1 L 01 0.2 0.2 0.3 1.3 23 33 4.1 53 3.9 39 M7 2.3 1.3 20
Moody's Capitat Markels Group 0% L 33 6.5 01 L 01 0.2 0.3 05 1.0 22 3.2 4.0 54 44 4.0 75.0 28 1.9 21
BMO Capilal Markets 01 L 33 c.4 02 0.1 0.2 0z 0.4 1.0 23 34 4.1 5.2 39 42 742 29 1.4 1.7
Oxdord Economics 61 L 33 0.4 na g0t D4 L 01 L 02L 12 22 38 na na na 4.1 750 29 28 1.9
.J.P. Morgan Chase 01 L na 05 na 0O L na na 0.3 1.2 24 a5 na na na na na 2.0 1.3 1.6
Baznk of America Merill Lynch 1L na 0.5 na 0.1 na na 0.3 0.9 23 3.6 na na na na na 1.6 15 20

UBS 01 L na 0.4 na 0.2 na na 0.5 1.2 23 34 na na na na na 28 2.0 05 L
GLC Financial Economics 01 L 33 .5 0.2 0.1 0.2 02 0.4 0.9 2.0 31 39 51 3.8 4.0 732 2.6 20 2.2
Comerica Bank 1L 33 07 H na 6.1 02 0.2 03 10 2.2 35 na na na 4.0 na 2.7 22 20
Wintrust Wealth Management 01L 33 0.5 0.2 18| 01 L 01L 04 08 L 18 a0 3.8 5.1 38 a9 734 25 2.0 24
Thredgolé Economics 01t 33 0.5 9.2 0.1 0.2 0.3 0.4 0.9 2.0 30 3.6 4.9 38 39 4.0 25 20 24
Nat' Assn. of Realters c1 L 33 05 0.2 0.1 0.2 a3 0.6 1.3 24 3.4 4.1 53 4.1 42 na 2.9 22 2.7
Daiwa Capital Markets America 1L 33 0.5 041 L 01 02 0.2 0.5 10 2.0 KR 490 5.3 38 ag 76.0 25 1.8 20
Standard & Poor's Corp. 01L 33 04 Q.2 01 01 L 02 0.4 1.0 22 na 4.1 5.2 4.1 4.0 na 23 4 1.4
Cycledata Carp. 01t 33 04 61 L 01 01 L 0z 0.3 1.0 21 3.2 4.0 5.3 39 39 73.0 23 22 23
RDQ Ecanomics 01 L 33 0.4 0.2 0.1 0.2 05H 0BH 19H 320 4.1 46 59 4.6 47 73.9 3.3 27 28
RidgeWorth Investments oL 33 04 02 6.1 01 L 02 .3 1.0 22 33 38 48 31 L 40 74.0 25 1.9 18
Goldman Sachs & Co. 0iL 33 03 L na 0O L na na 0.5 1.2 2.5 3.4 3% L na ng 41 na 2.5 15 14
The Northern Trust Company 011 33 03 L na 0.1 na na 0.3 1.2 25 3.6 na na na na na na na na
Georgia State University g1 L 33 na na 0.0 01 L o1 L 04 13 2.4 3.3 4.2 53 na 4.1 na 1.7 1.5 1.6
Soclete Generale 01 L 33 0.6 01 L 04 61 L o01tbL 04 1.0 22 33 39 4.8 na na na 26 21 22
Welis Capital Management 04 L na 0.5 0.2 0.1 0.2 6.3 0.3 1.0 2.1 34 a7 4.8 348 41 74.5 2% 24 21
Moody's Analylics 01 L G.3 0.1 1.7 32 H 42 4.6 6.9 na 49 H na 1.8 23 2.4
Top 40 Avg. 02 33 0.6 6.2 02 0.3 c.4 0.6 1.5 2.7 3.8 44 56 44 4.5 76.3 3.2 25 27
Bottorn 10 Avg. 0.1 33 0.3 01 0.0 0.1 02 0.3 0.9 19 3.0 37 4.8 a7 38 727 16 13 14
May Consensus [ 33 0.4 0.2 0.1 0.2 0.2 0.4 1.2 24 35 42 5.4 41 4.2 133 27 20 22

Number of Forgcasts Changed From A Month Ago:

Down 1 [H 7 4 4 1 ] 12 30 32 33 29 25 18 28 4 2 13 17
Same 38 44 3z 28 37 H 27 28 17 13 12 9 10 10 10 10 25 24 22
Up 10 0 6 5 8 9 7 8 1 4 3 1 2 1 4 17 3 9 a

Diffusion Index E9% 50% 49% 51% BA% 60% 49% 46% 0% M% 19% 14% 19% 2% 2% T1%| 32% 46 % 42 %
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First Quarter 2013

Interest Rate Forecasts

Key Assumpticns

Percent Per Annum — Average For Quarter- Avg For | -l {Q-Q % Change)-----
Short-Term ~————intermediate-Term - Long-Term —Qtr-- | —{SAAR}———
{ : 1 2 3 4 5 6 T ] i) 10 1" 12 13 14 15 A B. C. D.
Pa'ﬁ'el Me'mbia:rs- Federat  Prime LUBOR Com. Treas. Treas. Treas. Treas. Treas. Treas. Treas. Aza Baz State& Home {Fed's Major GOP  Cons.
Funds Bank Rate  Paper Bils Bifis Bills  Notes Noles Notes Bond Corp. Com. Local Mig. Currency Real Price  Price
o e Rate Rale 3-Mo. 1-Mo. 3-Mo.  6Me. 1Y 2Yn 5Yr.  10¥r.  30-Yr Bond Bond Bonds  Rate § Index GDP Index  Index
Russell Investments 03H 33H 04 0.2 4.2 0.3 0.4 0.6 1.5 2.4 34 4.4 5.4 4.3 4.2 147 1.5 2.2 2.5
Keliner Economic Advisers 03 H 33 0.4 04H 04H CG4H 05 0.7 14 2.4 34 42 5.3 4.8 4.1 830 H}f Z5 25 2.8
J.W. Coons Advisors LLC 03 H 33 07H 03 0.3 0.4 0.5 06 12 21 341 41 53 na 3.8 716 1.6 2.2 25
Bank of Toyko-Mitsubishi UF.) 03 H 33 0.8 0.2 0.1 c1 L 02 13 H 18 31 38 4.7 8.1 4.5 5.0 71.0 2.8 29 H 28
Swiss Re 03 H 33 03 L 02 0.1 2 0.3 0.5 1 22 32 40 50 na 4.3 na 27 1.6 18
Scotiabank Group 03 H 33 na na 01 na na 0.6 15 28 3.8 na na na na na 22 1.8 2.3
DePrince & Assoc. 02 3.3 0.6 0.3 0.2 0.3 0.4 2.6 1.1 21 3.2 4.0 49 33 4.1 738 26 1.9 22
Maroff Economic Advisors 0.2 33 0.5 0.2 0.3 0.3 0.4 a7 15 26 3.7 46 57 44 4.4 710 L] 28 2.8 25
Stone Harbor invesiment Partners 0.2 33 0.5 0.3 0.2 0.3 0.5 0.7 1.4 27 3.7 4.4 5.2 na 42 75.0 23 1.9 2.7
Wells Farga 0.2 33 4 2.2 6.2 0.3 04 0.5 1.0 21 3.2 4.0 5.2 3.9 3.8 754 17 241 1.7
Fannig Mae 0.2 33 na na 0.2 na 0.2 na na 22 3.2 na na na 4.1 na 23 1.7 24
SunTrust Banis 02 33 0.4 0.2 0.1 0.2 0.3 0.4 081 151L 23 L 37 4.6 4.4 32 L 789 33 15 20
AIG 02 33 na na 1 01 L 02 0.3 0.9 2.6 3.6 39 5.1 na 4.0 751 30 L 12 L
ClearView Economics 0.2 33 0.4 01 L 041 0.2 0.2 63 L 081L 18 2.8 38 50 3.8 3.8 74.8 31 2.5 2.7
Mesirow Financial 0.2 3.3 4.4 0.2 0.3 0.3 04 0.8 16 28 4.0 47 57 4.4 4.7 74.9 22 20 22
Pierpont Securities 02 3.3 2.6 4.2 01 0.2 0.3 0.8 18 36 H 50H 53H 65H 54H S56H 7.0 38H 28 33
Nomura Securities, Inc. 0.2 33 2.5 2.2 o1 o1 L 02 0.4 1.2 22 33 4.0 5.3 na ig 745 1.9 28 14
Woodworth Hoidings 0.2 33 0.5 01 L 01 0.2 0.2 0.4 12 24 35 4.2 54 41 42 750 0L 15 1.6
RBS Securities 0.2 3.3 0.5 6.2 01 0.2 0.2 63 L 08 2.0 30 33 L 431 38 3.6 73.0 2.4 24 25
JPMorgan Private Banking 0.2 33 0.5 01 L 04 0.2 0.2 ¢3a i 08 20 3.1 39 52 39 9 74.0 1.5 20 2.2
Chmura Economics & Analytics 0.2 33 9.4 01 L 01 0.2 0.2 0.4 1.1 2.3 34 42 na na 41 724 29 17 22
Barclays Capital 0.2 33 0.4 01 L 01 0.2 0.2 03 L 10 2.0 34 4.0 5.2 4.0 4.0 na 29 27 23
Economist intelligence Unit a1l L 33 0.6 0.2 01 0.2 0.2 0.4 12 22 35 na na na 43 na 16 na 26
MacroFin Analvtics 0t L 33 0.5 0.2 0.2 Q.2 03 04 12 21 32 42 53 42 4.2 74.0 25 1.2 1.6
Action Economics 01 L 33 0.5 0.2 0.1 0.2 06 H 038 1.7 24 3.5 38 5.1 36 37 3.7 23 2.0 33 H
Loomis, Sayles & Company o1 L 33 [HRS 02 01 0.2 0.2 03 L 13 23 33 4.1 5.3 33 39 T4.9 1.7 1.9 22
Moody's Capital Markets Group 01 L 33 0.5 6.1 L 01 0.2 0.3 0.5 1.t 2.3 23 4.1 5.4 41 4.0 75.3 23 1.8 2.0
RBC Capital Markets 01 L 33 0.5 na 0.1 01 L 02 0.4 1.1 24 3.8 na na na na na na na na
BMO Capital Markets 01 L 33 0.4 0.2 0.1 4.2 0.3 0.5 1.2 2.6 36 4.3 5.4 4.0 46 74.3 1.8 1.9 2.2
Cxford Econemics at L 33 0.4 na g0 L 011 G2 04 14 2.4 38 na na na 4.2 76.3 25 25 2.0
J.P. Morgan Chase 0t L na G5 na 00 L na na 03 L 13 25 38 na na na na na 18 14 17
UBs 0t L na &5 na 0.2 na na 0.6 1.4 2.5 36 na na na na na 28 20 13
GLG Financial Economics 04 L 33 0.5 0.2 a1 0.2 0.2 04 10 2.1 32 49 52 39 4.1 731 2.0 24 2.4
Comerica Bank il 33 07TH nma 0.1 0.2 0.2 03 L 12 2.5 37 na na na 4.4 na 1.8 1.8 2.3
Wintrust Wealth Management 21 L 33 0.5 02 (8] 01 L &1L 04 [HR] 21 31 4.0 5.1 3.9 4.4 74.0 23 2.1 22
Thredgold Ecenomics a1 L 33 05 0.2 0.1 0.2 0.3 0.5 11 20 30 36 4.9 g 38 740 28 20 24
Nat'l Assn. of Realtors 01t 33 05 0.2 0.2 03 0.5 0.8 1.8 2.8 37 4.4 56 4.4 43 na 28 22 27
Daiwa Capital Markels America 01 L 33 0.5 01 L 01 0.2 02 06 41 21 32 4.0 53 39 4.0 76.0 3.0 1.9 2.0
Moody's Analytics 01 L 33 0.5 03 0.1 0.2 04 Q.7 2.1 3.5 4.4 48 6.1 na 5.1 na 29 21 21
Cycledata Corp. 01 L 33 04 01 L 01 61 L 03 0.4 1.1 24 3.5 42 5.5 4.0 4.4 73.0 1.5 23 2.5
RDQ Economics 01 L 33 04 02 0.1 0.2 08 H 09 21 H 33 4.5 49 6.1 5.0 5.0 740 3.2 29 H 33 H
RidgeWorth Invesiments 901 L 33 0.4 0.2 0.1 61 L 02 a3 L 11 22 33 37 47 26 L 40 73.0 3.0 2.0 24
Goldman Sachs & Co. 01 L 33 03 L na 00 L na na 0.5 13 26 35 35 na na 4.1 Ra 20 1.3 1.7
Georgia State University 01 L 33 na na 0L G611 01L 04 1.4 26 35 43 53 na 4.2 na 23 1.6 1.7
Seriete Generale 61 L 33 06 01 L 01 G1L 01 L 04 1.1 23 3.3 4.0 49 na na na 1.2 1.9 1.3
Standard & Poor's Corp. 1L 33L 04 02 21 1L 02 2.4 1.1 23 na 41 51 44 4.4 na 22 t.4 1.7
L 0.2 0.3 1.1 24 34 3.9 49 41 4.4 74.5 28 21

Wells Capital Management

6.1

na 0.6

0.9

0.z

0.4

24

Top 10 Avg. 0.2 33 0.5 0.3 0.2 0.2 05 0.8 17 30 40 4.6 58 4.6 4.7 76.6 31 27 28
Bottom 10 Avg. 0.1 33 0.4 0.1 0.0 0.1 0.2 0.3 09 29 3.0 3.7 4.8 3.6 38 72.6 15 1.4 1.5
May Consensus .1 33 0.5 0.2 [iR] 02 0.3 6.5 14 2.6 37 4.3 55 4.2 4.3 732 25 21 2.3
Number of Foracasts Changed From A Month Ago:
Down 3 0 7 i 4 2 11 14 26 kU] 29 28 72 14 27 2 7 12 15
Same a4 13 30 24 34 30 27 25 18 15 14 10 14 13 10 13 20 22 24
Up 10 0 [ 7 9 9 4 7 2 2 3 1 4 2 5 16 5 1 7
Diffusion Index 57% 0% 49% 51% 55% 59% 42% 42% 24 20 % 2% 15% 26% 20% 2% 73%| 33% 49% 4%
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Second Quarter 2013

Interest Rate Forecasts Key Assumptions

- Percent Per Annum - Average For Quarter Avg. For | ——{Q-Q % Change)—-

e Short-Term: —————Intermediate-Term Long-Term -—Cr— ————{SAAR)--ee—
1 2 3 4 5 6 T 8 9 10 1 12 13 14 15 A B. c. .

Federal Prime LIBOR Com. Treas. Treas. Treas. Treas. Treas. Treas. Treas. Aaa Baa  Slate & Home |Fed's Major GDP Cons.

Funds Bank  Rate  Paper  Bills Bills Bils  Notes Notes Notes Bond Corp. Corp. Lecal Mtg. Currency | Real Price Price

R i Rate Rate  3-Mo. 1-Mo. 3Mo. 6Mo. 1-Yr.  Z¥r  5¥r 10-¥r. 30, Bond Bond Bonds Rate $index | GDP  index  index
Bank of Toyko-Mitsubishi UFJ 08H 38H 12H 08H 09H 10H 12H 20H 24 32 39 50 4.3 45 50 7290 34 28 27
JW. Coons Advisors LLC 0.6 3.6 10 086 0.5 07 08 09 1.5 22 3.2 4.3 5.5 na 4.1 7.3 21 21 25
Kellner Economic Advisers G4 34 0.5 05 0.5 85 6.7 0.8 +.6 25 35 4.3 5.4 49 43 840 Hf 3.0 27 28
Thredgold Economics 0.3 is 0.6 04 3 G4 0.5 07 1.2 21 30 38 49 38 490 74.0 3.0 FA 24
Russel investmeants 03 33 L 05 02 0.3 04 05 08 1.7 27 3.5 43 5.4 44 4.2 74.9 21 23 22
Stone Harbor Invesiment Pariners 0.3 33 L 0b 0.5 02 04 08 0.8 17 3.0 4.0 47 5.5 na 4.4 730 25 20 25
Naroff Economic Advisors 03 33 L 05 0.3 0.3 G4 05 0.7 17 27 39 48 58 45 4.5 680 L 28 26 28
Moedy's Capital Markets Group 0.3 33 L 05 03 02 03 04 06 12 23 33 4.1 5.3 4.1 4.1 75.5 248 18 241
Swiss Re 0.3 33 L 0341 02 0.1 02 0.3 0.8 1.5 24 33 4.2 4.9 na 4.3 na 29 21 23
“Scoliabank Group 0.3 33 L na na 0.2 na na 07 1.7 0 4.0 na na na na na 24 18 22
SunTrust Benks 02 33L 04 02 01 03 0.4 0.5 09 16 L 23 L 38 48 4.4 33t 80.4 28 18 2.3
DePrince & Associales 0.2 33 L 086 0.4 02 03 0.5 07 1.3 24 3.4 42 5.1 35 43 4.2 29 18 2.2
Wells Fargo 0.2 33 L 04 0.2 0.2 0.3 0.4 0.6 1.1 2.2 33 4.1 53 38 4.0 723 20 21 19
Cycledata Gomp. 0.2 33 L 04 0.2 02 0.2 0.5 0.7 15 2.6 37 45 5.8 4.2 4.2 730 17 L 24 26
Fannie Mae 0.2 33L na na 03 na 0.2 na na 2.2 33 na na na 4.2 ng 22 15 1.9

Pierpont Securities 02 33 L 08 0.2 0.2 0.4 0.6 15 28H 42 H 56H 68H 70H 59H 62H 80.0 384 26 35H
AlG e.2 33 L na na 0.1 01 L 02 03 L 08 28 38 4.1 5.3 na 4.2 781 29 0.7 L 12
Mesirow Financial 0.2 331 04 02 0.3 04 05 09 18 31 4.1 49 58 45 49 73.9 25 11 1.5
ClearView Economics 2.2 33 L 04 01 L 01 02 0.2 03 L 08 L 18 28 3B 5.0 38 18 5.2 3.4 25 28
Momura Securities, inc. 6.2 33L .08 22 0.1 91 L 0.2 0.4 1.2 2.2 34 4.0 5.4 ng 4.0 745 21 23 1.7
MacraFin Analytics 0.2 33 L 05 9.2 0.2 02 0.5 G5 1.3 22 33 4.2 54 4.3 42 745 2.7 13 16
Woadwerth Holdings 0.2 33 L 05 1L o1 0.2 a3 0.5 1.3 24 is 42 5.5 4.2 4.2 76.0 20 15 15
JPMorgan Private Banking 0.2 33 L 05 01 L 01 0.2 0.2 03 L 08 20 31 39 52 3.8 19 735 1.9 19 21
RBS Securiies 02 33 L 05 0.2 e 0.2 02 03 L 09 20 3.0 32 L 41 L 38 38 73.5 25 20 2.2
Chmura Economics & Analylics 0.2 33L 04 0.2 .1 6.2 0.2 0.4 12 24 35 4.3 na na 4.1 722 13 21 18
Economist intefligence Unit 01 L 32 1L 086 a2 0.1 0.2 0.2 0.8 14 24 a7 na na na 4.4 na 20 na 18
Acticn Economics 1L 33L 08 0.2 0.2 04 0.8 12 1.9 27 3y 18 52 a7 7 136 25 23 33
RBC Capital Markets 01 L 33L 05 na 6.1 61 L 02 05 1.3 26 39 na na na na na na na na
Loomis, Sayles & Company 01 L 33L 04 0.2 01 02 02 03t 13 24 34 41 52 38 40 74.8 23 16 20
Oxford Ecanomics G1L 33L 04 na ¢ L 01 L 03 C.8 14 2.4 39 na na na 4.3 757 27 22 1.9
BMG Capital Markets 01t L 33L 04 0.2 0.1 02 4 0.6 14 28 38 4.4 5.5 4.0 49 73.9 26 2.2 26
uBs 01 L na 0.6 na 0.4 na na 07 1.6 2.6 37 na na na na na 27 20 14
GLC Financial Economics 61 L 33L 05 02 01 02 0.2 03 L 10 21 a3 4.1 54 39 4.2 734 29 27 24
Moady's Analytics 01L 33L 08 c.4 0.2 03 0.4 08 26 3.8 45 5.0 6.2 na 5.5 na ay 241 21
Comerica Bank 01 L 33L 07 na o1 0.2 02 04 13 285 38 na na na 47 na 20 23 21
Wintrust Wealth Management 01 L 33L 08 0.2 0.1 02 02 0.5 10 22 3.2 41 5.2 39 449 743 24 19 24
Nat Assn. of Realtors 1L 33L 06 03 0.3 0.4 c.7 1.1 23 30 39 46 5.7 45 4.4 na 2.6 2.3 28
Daiwa Capital Markets America c1t 33L 05 011 ¢1 02 0.2 08 1.3 23 34 4.1 5.4 4.1 4.1 76.0 a 20 2.2
RDQ Economics 01 L 33L 04 c2 0.1 02 08 1.0 23 35 47 5.0 6.2 a1 5.2 744 33 30 H 34
RidgeWorth Investments 014 33L 04 02 01 01 L 02 03 L 11 22 33 37 47 26 L 40 72.0 340 22 2.2
Goldman Sachs & Ce. 01L 33L 03L na 0O L na na 06 1.4 28 38 37 na na 43 na 2.0 13 1.7
Georgia State University 01 L 33L na na 0.0 0t L 01L 04 15 27 36 4.4 54 na 42 na 2.4 0.9 18
Wells Capital Management 01 L na 0.6 03 0.2 03 0.4 0.5 1.2 2.7 5 41 4.9 43 47 74.8 30 22 28
Saciete Generale 01 L 331 08 01 L 01 01 L 01L 04 1.4 23 32 4.0 A9 na na ne 171 20 18
Standard & Poor's Corp. 01l 33L 04 0.2 01 1L 02 0.4 14 246 na 43 5.4 42 44 na 24 09 1.1 L
Top 10 Avg. 0.4 34 07 04 04 0.5 07 1.4 2.1 3.2 4.2 44 6.0 4.7 5.0 713 33 28 28
Bottom 10 Avg. 4.1 33 0.4 01 0.0 R 0.2 0.3 1.0 2.0 31 37 48 kN 38 720 20 13 1.5
May Consensus 02 33 0.5 G2 02 0.3 04 07 1.5 27 38 4.4 5.6 43 4.4 733 28 20 2.3
Number of Forecasls Changed From A Month Ago:

Down 4 [H 8 7 4 3 10 12 25 30 28 24 19 14 23 3 19 11 12
Same 33 40 pil 23 33 28 25 24 18 14 16 11 15 10 13 13 17 22 24
Up 8 2 § 5 8 9 [ 8 1 1 o 3 1 3 5 13 12 16 8

Giffusion Index 54% 52% 4B% 47% 54% 5B% 45 45% 3% 18%  18% _22% 4% 0% 2% 67%| 4T% 489% 45%
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Third Quarter 2013

Interest Rate Forecasts Key Assumptions
DA — ----—Percant Per Annum — Average For Quarter Avg. For | -—{Q-Q % Change}—
=TT o] 1 AR — SR Short-Term-——— SR e ———Intermediate-Tem Long-Term wQtr— | e (SAAR) -
.. Finahcial Forecasts 1 2 3 4 5 6 7 8 ] 10 11 12 13 14 15 A. B. C. D
2 Panel Meimbars. Federal Prime LIBOR Com. Treas. Treas. Treas, Treas. Treas. Treas., Treas. Asa  Baa State& Home |Fed's Major GDP  Cons.
S : Funds Bank  Rate  Paper  Bils Bilts Bills  Notes Notes  Notas Bond Corp. Cop. Locat Mig. Currency | Real Price  Price
R e A Rate Rale 3Mo. tMe.  3Mo. BMo 1-¥r  2Yr §¥r 10-Yr.  30-Yr. Bond Bond Bonds  Rate $ Index GDP  Index  Index
Bank of Toyko-Mitsubishi UFJ 13H 43H 4BH 14H 14H 15H 17H 25H 30 34 4.3 53 8.5 4.6 5.1 720 3.2 3.0 28
J.W. Coons Advisors LLC 09 3.9 14 0.9 08 09 10 1.2 1.7 24 33 47 5.6 na 4.2 708 27 22 25
Pierpont Securities 9.8 39 16 H 10 1.0 12 1.5 25H 38H 48H 59H B681iH 72H 82H 66H 330 40H 28 38 K
Nat'l Assn. of Realtors 05 35 07 05 0.6 0.7 0.9 1.4 2.5 3.2 4.1 4.8 6.0 48 47 na 32 24 3.0
Kellner Economic Advisers 4.5 a5 0.8 1.6 0.8 0.6 0.8 09 18 28 38 4.4 5.5 540 4.5 850 H| 3.0 29 30
Cycledata Corp. 05 33 L 07 05 0.4 0.5 0.7 1.0 18 29 4.0 4.8 6.1 4.5 44 73.0 22 24 27
Thredgold Economics 04 35 07 0.5 0.4 05 06 09 1.2 22 31 37 48 38 41 74.0 32 21 24
uBs 0.3 na 08 na 6.6 na na 10 1.8 28 39 na na na ng na 28 29 37
Russell invesiments 0.3 33L 05 03 0.3 0.4 0.6 1.0 19 28 a7 4.4 5.4 45 44 75.0 24 24 22
RidgeWorth Investments 0.3 35 0.5 0.5 0.3 04 0.5 0.8 14 26 37 4.0 49 29 L 43 74.0 35 22 2.2
SunTrust Banks 0.3 33 L 08 0.6 6.1 0.3 0.5 0.6 1.0 17 L 21 1L 38 4.7 4.4 34 L 80.3 35 1.8 24
Action Economics 0.3 33 L 08 0.3 0.5 0.9 1.2 1.5 23 30 40 39 5.3 37 39 735 30 232 33
Moody's Capital Markets Group 8.3 33 L 05 43 6.2 03 6.5 0.7 13 24 34 4.1 5.2 4.1 4.1 758 31 2.0 19
Naroff Economic Advisors 0.3 33L 05 03 04 04 05 0.8 1.8 29 4.0 50 6.1 4.7 4.7 €85 L| 3.1 25 26
Stone Harbor Investment Parners 0.3 33t 05 0.5 03 05 6.7 1.0 1.9 3.1 4.1 48 5.8 na 45 71.0 34 2.3 22
Swiss Re 0.3 33 L 03 0.2 0.1 02 0.3 08 1.7 23 34 43 50 na 4.4 na 29 1.6 1.8
Scotiabark Group 0.3 33 L na ne 02 na na 0.5 2.0 33 42 na na na na na 28 18 21
DePrince & Asseciates 0.2 33 L 08 0.4 0.2 04 0.6 049 15 27 37 4.5 54 3.7 46 74.6 341 1.8 22
Walls Fargo 02 33 L 04 02 0.3 0.4 0.5 0.7 1.2 23 34 4.2 5.4 4.0 4.1 76.7 21 1L 22 21
Fannie Mae 0.2 33 L nrma na 03 na 6.2 na na 23 314 na na na 42 na 24 19 21
Moody's Analytics 0.2 33t o7 0.5 0.3 04 0.5 2.9 29 39 47 51 6.4 na 5.8 na 40 H 21 25
MG 0.2 33 L na na 0.1 0.1 02 03 L 09 29 39 4.2 5.4 na 45 748 3z 09 L 17
MacroFin Anaiylics 6.2 33 L 06 6.2 02 4.2 6.6 0.8 14 23 34 43 55 4.4 4.3 74.8 2.8 13 16 L
Mesirow Financial 0.2 33 L 04 02 0.4 0.4 0.6 1.0 1.9 33 43 5.1 6.0 47 5.0 72.8 29 1.4 20
ClearView Economics 0.2 33 L 04 c1 L 01 92 0.2 03 L 0BL 18 28 38 5.0 38 38 w7 35 25 29
Nomura Securities, Inc. 02 33 L 06 02 0.t .1 02 0.5 1.3 23 34 4.0 5.4 na 40 750 25 1.9 25
JPMorgan Private Banking 0.2 33 L 05 0.2 0.1 0.2 0.2 03 L 09 2.1 a 4.0 5.2 4.0 39 73.0 23 1.9 23
Woodworth Holdings 0.2 33 L 056 01 L 041 02 03 05 13 24 3.5 4.2 5.5 4.2 42 7o 3.0 1.5 15 L
RBS Secuiities 02 33 L 04 02 ot G2 03 0.4 140 20 30 31L 40 L 38 3.8 4.0 26 2.2 20
Chmura Economics & Anaiytics 0.2 33 L 04 0.2 01 0.2 0.2 0.5 1.3 25 35 43 na na 42 7149 37 24 24
Economist Intefligence Linit 0tL 33L 06 0.2 0.2 02 0.2 c8 1.5 26 4.0 nz na na 47 na 28 na 23
RBC Capital Markets 1L 33L 05 na 0.1 ¢t L 03 C.6 1.4 28 41 na na na na na na na na
Loomis, Saytes & Company 01 4L 33 L 04 0.2 21 02 2.2 03 L 14 2.5 3.5 4.2 52 3.8 4.1 749 30 18 21
Oxford Economics 01L 33L 04 na 0L 01 L 03 0.7 1.5 26 4.0 na na na 4.4 76.1 28 2.0 2.0
BMO Capital Markets 014 33L 04 0.2 0.1 6.2 05 0.8 17 3.1 40 4.6 5.6 4.1 53 734 31 1.9 22
GLC Finantial Ecanomics 01L 33L 05 0.2 0.1 02 0.2 03+ 10 21 33 4.1 5.3 39 43 73.0 21 L 24 25
Wells Capital Management 0i L na 05 03 0.2 03 0.5 06 11 29 3.7 42 4.9 4.5 48 751 32 23 27
Comerica Bank 91 L 33L 07 na c.1 02 0.2 04 14 27 38 na na na 4.9 na 27 21 1.9
wintrust Wealth Management et L 33L 07 02 0.1 02 0.3 0.5 1.1 23 33 4.2 5.3 4.1 4.2 74.6 24 20 22
Baiwa Capital Markets America 01+ 33L 05 02 0.2 0.2 6.3 0.8 1.4 24 5 42 54 4.2 4.2 77.0 3.5 20 22
RDQ Economics 01 L 33L 04 0.2 041 03 2.7 11 24 37 49 5.2 6.4 52 5.4 74.2 33 31 H 35
Goldman Sachs & Co. 01 L 33L 03L na 00L na na c7 1.6 29 37 38 na na 44 na 25 15 19
Georgia State University 01 L 334 na na 0oL g1L 81L 04 18 28 aT 4.4 55 na 4.3 na 25 17 16
Societe Generale g1 L 33L 08 a1 L 01 01 L 91 L 04 1.1 23 33 4.0 49 na na na 22 20 1.8
Standard & Poor's Corp. c1L 33L 04 03 01 01 L 02 0.4 15 28 na 4.5 56 43 LE] na 27 1.7 23
Top 10 Avg. .6 36 1.0 0.7 07 18 10 14 25 34 4.4 5.1 8.2 49 5.2 782 35 26 32
Bottom 10 Avg, 01 3.3 04 0.1 0.1 0.1 6.2 04 1.0 21 kN 38 49 v 39 7148 23 15 18
May Consensus 6.3 33 0.6 64 03 0.4 0.5 08 17 28 38 45 8.7 1.4 45 73.4 2.9 21 24
Number of Forecasts Changed Frorm A Month Ago:
Down 4 3 ] 7 8 8 9 11 23 27 29 21 18 14 23 5 12 8 11
Same 34 38 25 22 30 27 25 25 19 14 14 11 13 10 12 11 21 25 28
Up 7 1 7 7 7 8 7 8 2 4 1 ] 5 4 6 15 1 10 7
Diffusion Index 53% 48% 48% S50% 49% BH4% 48% 4AT% 6% 4% 8% 0% 32% 2% 20% 66 % 49% 62 45 %
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Iinternational Interest Rate And Foreign Exchange Rate Forecasts

3 Mo. Interest Rate %

- United States_

[Blue Chip Forecasters

In3 Mo. | In 6 Mo. {In 12 Ma.

10 ¥r. Gov't Beond Yield %

in 3 Ma. [ In6 Mo. [in 12 Mo

Fed's Major Currency $ Index

In3 Mo. | In6 Mo, [1n 12 Mo.

Scotiabank Group na na na
Moody's Analytics 0.48 0.46 0.48
Nomura Securities na na na
Barclays 0.35 0.35 na
BMQ Capital Markets .45 0.40 0.35
Mizuho Research Institute 0.46 0.43 0.40
uBs na na na
Wells Fargo 0.45 0.45 0.40
ING Financial Markets 0.40 0.40 G40
Moody's Capital Markets na na na
[June Consensus 0.43 0.42 0.41
High 0.48 0.46 0.48
Low 0.35 0.35 0.35
Last Months Avg. 0.42 0.41 0.42

3 Mo. Interest Rate %

2.05 2.60 3.00
2.40 2.82 3.45
na na na
2.00 2.00 na
1.90 2.30 z.80
1.90 2.00 1.20
2.20 2.40 2.85
1.90 2.00 2.20
1.80 1.0 1.80
2.05 2.20 2.35
2.02 2.25 2.56
2.40 2.82 3.45
1.80 1.80 1.20
2.10 2.18 2.49

10 ¥Yr. Gov't Bond Yield %

in 3 Mo. | 06 Mo, | In 12 Mo,

|Blue Chip Forecasters In 3 Mo. | In 6 Mo. [ In 42 Mo.
Scotilabank Group na na na
Moody's 