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Affidavit of NMichael P. Gorman

Michael P. Gorman, being first duly sworn, on his oath states:

1. My name is Michael P. Gorman. | am a consultant with Brubaker & Associates,
Inc., having its principal place of business at 16690 Swingley Ridge Road, Suite 140,
Chesterfield, Missouri 63017. We have been retained by the Office of Public Counsel in this
proceeding on its behalf.

2, Attached hereto and made a part hereof for all purposes are my direct testimony
and schedules which were prepared in written form for introduction into evidence in Missouri
Public Service Commission Case No. WR-2015-0301 and SR-2015-0302.

3. | hereby swear and affirm that the testimony and scheduyles are {pu€ and correct
and that they show the matters and things that they purport to show,
.y

Michael P. Gorman

Subscribed and sworn to before me this 23rd day of December, 2015.

> MARIA E. DECKER %/ O ﬂj
Notary Public - Notary Seal @W (S (A&

STATE QF MISSOURI Not(éry Public
Si. Louis City

My Gommission Expires: May 5, 2017
Commlssmn# 13706793 -
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Direct Testimony of Michael P. Gorman

Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
A Michael P. Gorman. My business address is 16690 Swingley Ridge Road, Suite 140,

Chesterfield, MO 63017.

Q WHAT IS YOUR OCCUPATION?
A | am a consultant in the field of public utility regulation and a Managing Principal of

Brubaker & Assaciates, Inc., energy, econonﬁic and reguiatory consultants.

Q PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND EXPERIENCE.

A This information is included in Appendix A to this testimony.

Q ONWHOSE BEHALF ARE YOU APPEARING IN THIS PROCEEDING?
A This testimony is presented on behalf of the Office of Public Counsel (*Public

Counsel”).

Michael P. Gorman
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. SUMMARY

PLEASE SUMMARIZE YOUR TESTIMONY.

I recommend the Missouri Public Service Commission (“Commission™) reject
Missouri-American Water Company's ("MAWC" or “Company”) proposed Revenue
Stability Mechanism ("RSM”). The RSM shifts significant amounts of operating risk
from the Company to its customers. |

I recommend the Commission award MAWC a return on common equity of
9.00%, which is the midpoint of my estimated range of 8.80% to 9.20%.

| performed three versions of the Discounted Cash Flow ("DCF") model, a
Risk Premium study, and a Capital Asset Pricing Model (“CAPM") to two proxy groups
of pubiicly traded companies that have investment risk similar to MAWC. Based on
these assessments, | estimate MAWC’s current market cost of equity to be 9.00%.

My recommended return on equity and my proposed capital structure wilt
provide MAWC with an opportunity to realize cash flow financial coverages and
balance sheet sfrength that conservatively support MAWC's credit metrics at an
investment grade bond. rating level. Consequently, my recommended return on
equity represents fair compensation for MAWC's investment risk, and it will preserve
the Company’s financial integrity and credit standing.

Based on my recommended return on equity of 9.00% and my proposed
capital structure, | recommend an overall rate of return of 7.24% as developed on my

Schedule MPG-1.

WILL YOU RESPOND TO MAWC’S PROPOSED RETURN ON EQUITY OF 10.7%7?
Yes, | will respond to MAWC withess Dr. Roger Morin's return on equity

recommendation. As explained in more detail below, Dr. Morin’s recommended

Michael P. Gorman
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return for MAWC of 10.7% significantly exceeds a fair and reasonable return on
equity for @ water and sewer utility. Indeed, his analyses largely are based on
overstated data, or do not reflect fair compensation for the low-risk characteristics of
MAWC. For these reasons, | recommend the Commission reject Dr. Morin's

recommended return on equity.

ll. REVENUE STABILITY MECHANISM (“RSM")

HAVE YOU REVIEWED MAWC’S PROPOSAL FOR THE REVENUE STABILITY
MECHANISM?

Yes.

PLEASE SUMMARIZE THE RSM PROPOSED BY MAWC IN THIS CASE.
The RSM is described in detail in the Direct Testimony of MAWC witness Ms. Jeanne
M. Tinsley, MAWC proposes to defer, or accrue, the difference between: (1) the rate
case authorized amount of metered revenue; and (2) actual metered revenues by
customer class, less the change in the applicable production expenses on a monthly
basis. Ms, Tinsley states that the production expenses will include purchased water,
power, chemicals, and waste disposal. These are effectively operating expenses that
vary with the amount of water actually preduced and sold.

The classes of customers that would be included in the metered revenue are
Residential, Commercial, Other Public Authority (*OPA”), and Sales for Resale.
Industrial customers would not be included in the RSM. The annual amounts of

metered revenues and production expenses would be prorated to monthly amounts.’

'Direct Testimony of Ms. Jeanne Tinsley at 28-29.

Michael P. Gorman
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WHY IS MAWC SEEKING AN RSM IN THIS PROCEEDING?

Ms. Tinsley outlines the Company's concern about the current rate structure and its
ability fo recover its cost of service under traditional rate mecﬁanisms. She states
that approximately 90% of the Company’s costs are fixed, however, based on its
pricing structures, approximately 77% of those fixed costs are recovered through
volume charges. This she concludes resuits in uncertainty about the Combany fuily
recovering its cost of service due to sales variations due to weather, and customers’

conservation that reduces sales per customer over time.

DOES MS. TINSLEY COPINE THAT THE PROPOSED RSM IS BENEFICIAL TO
CUSTOMERS AND TO THE COMPANY?
Yes. She identifies several claimed benefits including the following:

1. The RSM will stabilize the Company's recovery of fixed costs, which will improve
its credit standing and improve its access to capital.

2. She says the RSM will better align the interests of MAWC, its customers and the
state of Missouri.

3. She states the RSM will eliminate some of the difficulties of designing an effective
weather normalization mechanisim.

4. She opines that the RSM wilt produce henefits over traditional tariff rate designs.

PLEASE COMMENT ON WHETHER AN RSM IS NEEDED IN ORDER TO
PROVIDE MAWC ACCESS TO CAPITAL TO FUND TS MAJOR CAPITAL
PROGRAMS.

As noted in detail later in this testimony, MAWC's access to capital is iargely through
its affiliate company, American Water Capital Corp. ("AWCC"). AWCC's credit
standing was recently upgraded by Standard & Paor's. Its current credit rating is A

with a positive outlook. As discussed below concerning American Water Works, most

Michael P. Gorman
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of American Water Works' utility subsidiaries do not currently have RSMs in effect.
Hence, this strong credit standing and strong access to capital have been achieved
without the RSM proposed by Ms. Tinsley. Therefdre, the RSM is not needed to

support MAWC’s strong access to capital at competitive prices.

WILL AN RSM ENCOURAGE CONSERVATION BY MAWC’S CUSTOMERS?

No. Indeed, an RSM will actually discourage conservation efforts on beha}f_of
customers. This economic disincentive for customers to implement conservation
efforts is that an RSM will essentially eliminatie the economic payback of any
conservation investments made by customers. Generally, a customer will initiate
conservation efforts if it can reduce its consumption and lower its utility bill. Under
traditional rate setting, customers can evaluate the econcomic merits of making the
conservation investment by comparing utility bill savings to the cost of the
conservation activity. With an RSM, bill savings would be eliminated if customers
implement conservation investments because sales reductions would be offset by
RSM price increases such that utiiity bill savings would not materialize. As such,
customers would no longer have an econohic incentive to pursue conservation-

related investments.

PLEASE COMMENT ON MS. TINSLEY’S COMMENTS CONCERNING TARIFF
RATE DESIGN UNDER AN RSM.

Ms. Tinsley did not provide a detailed explanation of why she helieves an RSM is
consistent with appropriate raté design. However, proper cost allocation and design
of customer rates is generally consistent with appropriate rate design. It is not clear

why Ms. Tinsley believes an RSM meets these objectives.

Michael P. Gorman
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MS. TINSLEY STATES THAT AN RSM WILL PRODUCE BOTH REFUNDS AND
SURCHARGES TO CUSTOMERS. DOES THIS SUPPORT HER PROPOSED
RSM?

No. To the contrary, her graph at page 26 of her testimony shows the relative
balance of traditional ratemaking without an RSM. As shown on this Qraph, the
relative percentage rate changes under an RSM show that there is equal likelihood of
customers receiving refunds as they will surcharges. This tells us that sales
conditions can vary above and below the assumed saies levels in the traditional rate
cases. Because it is a relatively equal distribution of the difference between actual
sales and the sales used in the rate case, it is reasonable to conclude that the utility
is equally as likely to recover more than its cost of service when those rates are in
effect, as it is to recover less than its cost of service. Over years, the Company will
have an opportunity to fully recover its cost of service using traditional rate-sefting
mechanisms, because it will over and under recover costs with the same freguency,

and on average will recover its cost of service.

SHOULD THE COMMISSION APPROVE MAWC'S RSM PROPOSAL?

No. For the reasons described in the balance of my testimony, the Commission
should reject an RSM or revenue decoupling in this proceeding. If the Commission
aliows MAWC to implement the RSM, it should only ailow recovery of volumetric base

revenues that are lost due to the Company’s mandated energy efficiency programs.

Michael P. Gorman
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DOES THE RSM REPRESENT A DEPARTURE FROM TRADITIONAL
RATEMAKING PRINCIPLES?

Yes. Under the tr.aditional ratemaking process, the Commission establishes the
Company’s revenue requirement in a base rate case by relying on a snapshot of the
Company’s costs and revenues for a given test year. The revenue levels are derived
using the Company’s test year sales levels, adjusted for weather and other known
and measurable changes.

Once base rates are set to recover the allowed test year revenue requirement,
these rates traditionally remain fixed until the next base rate case. The Company’s
shareholders bear the risk that earnings could be adversely impacted between base
rate cases due to increases in costs or a reduction in revenues. Conversely, the
Company’s shareholders benefit if MAWC can successfully reduce costs or increase
revenues between base rate cases. This creates a powerful incentive for the
Company's management to operate cost-effectively and to promote economic
development in its service area, because economic growth resuits in increased
revenues that improve the Company's bottom line between base rate cases.

Revenue decoupling dramaticaily alters the traditional ratemaking process by
allowing the Company to automatically adjust its base rates outside of a base rate
case to reflect the impact of changing sales levels over time. In contrast to the strong
economic incentives associated with sales growth that are created by the traditional
ratemaking process, full revenue decoupiing would essentially make the Compaﬁy’s

shareholders indifferent to the impact of fluctuations in saies levels in its service area.

Michael P. Gorman
Page 7

BRUBAKER & ASSOCIATES, ING,



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

WILL THE RSM TRANSFER TRADITIONAL UTILITY BUSINESS RISKS FROM

SHAREHOLDERS TO CUSTOMERS?

Yes. As | discussed above, the traditional base ratemaking process sets a utility’s
revenue requirement based on the weather-normalized level of test year sales. This

approach puts the Company’s shareholders at risk for any decline in sales levels

bétween rate cases. This is the case because, all else being equal, a decline in sales

translates into reduced revenues relative to the amounts calculated for the test year.

Under traditional ratemaking, a decline in sales levels is not recognized in the

‘ratemaking process until the next base rate case.

Revenue decoupling eliminates this traditional business risk by making MAWC
revenue neutral with respect to fluctuations in sales levels between base rate cases.
If sales levels decline between base rate cases, the Company is guaranteed to
receive revenues that are based on test year sales rather than on actual sales levels.
This approach places customers at risk for rale surcharges due fo events that may he
entirely outside of their control, such as abnormal weather conditions or a general

economic downturmn in MAWC's service area.

ARE THE UTILITY'S SHAREHOLDERS COMPENSATED FOR BEARING THE
RISK OF FLUCTUATING SALES LEVELS UNDER TRADITIONAL RATEMAKING?
Yes. Through the Company’s aliowed rate of return, the Company’s shareholders are
compeﬁsated for the business risks of operating the utility. Amcng these risks is the
exposure to fluctuations in sales levels between base rate cases due to rising water
prices, abnormal weather, changing economic conditions or other factors. Absent an
adequate downward adjustmént to the Company'’s Eéturn on equity to reflect the

reduced business risks that revenue decoupling would place on MAWC, the

Michae!l P. Gorman
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Company's allowed rate of return would overcompensate the Company's

shareholders.

WILL THE RSM CREATE INCREASED RATE VOLATILITY AND RATE
UNCERTAINTY RELATIVE TC TRADITIONAL RATEMAKING?
Yes. The RSM proposal wouid calculate the revenue impact of any decline in sales
levels and defer these amounts for collection through rate surcharges. Moreover, the
proposal wouid compensate MAWC if sales levels decline for any reason, including
an eccnomic recession or abnormal weather. If such events produce a dramatic
decline in sales levels between base rate cases, this could result in the accumulation
of significant deferrals that would be surcharged to customers in future years. Thus,
the RSM wouid expose customers to the risk of significant rate increases, potentiaily
on an ahnual basis. This contrasts with the situation under traditional ratemaking, in
which a retail customer's base rates are fixed hetween base rate cases.

The rate uncertainty created by the RSM proposal would adversely impact
customers by exposing them to a significantly higher level of financial risk, making it
much more difficult for them to manage their utility budgets and plan for future cost of

business.

DO YOU HAVE ANY OTHER RECOMMENDATIONS IN THE EVENT THE
COMMISSION APPROVES MAWC'S PROPOSED RSM?

Yes. If the Commission approves the RSM proposal, the resultant lowering of
MAWC's business risk shouid translate into a reduction in the authorized return on

equity that the Commission approves in this proceeding.

Michael P. Gorman
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HAVE OTHER STATE REGULATORY COMMISSIONS RECOGNIZED THAT A
DOWNWARD ADJUSTMENT TO A UTILITY’S RETURN ON EQUITY IS
APPROPRIATE IF REVENUE DECOUPLING OR SIMILAR POLICIES ARE
IMPLEMENTED?
Yes.  The Connecticut Deﬁartment of Public Utility Control (“"Department™ issued an
order which found that the implementation of a revenue decoupling proposal
permitted the Department to lower the allowed return on equity for United {lluminating
Company.” Moreover, this Commission applied an explicit reduction to Missouri Gas
Energy’s .a!Iowed return on equity to recognize the reduced risks associated with the
adoption of a straight-fixed variable rate design, which is an alternative approach to
achieving the resuits sought by MAWC through the RSM.® Finally, the Indiana Utility
Regutatory Commission issued an Order that stated the following on this issue:
Further, we agree with the OUCC’s comments that decoupling
mechanisms clearly shift risk from the utility to ratepayers, and that

reduction of risk should be considered in determining the appropriate
return on equity of for-profit gas utilities.*

DO YOU HAVE A RECOMMENDED DECOUPLING RELATED REDUCTION FOR
MAWC’S RETURN ON EQUITY?
| have testified in the past that a 0.25% return on equity reduction is at minimum

appropriate. Such a reduction is warranted in this case as well.

*Connecticut Department of Public Utility Control, Docket No. 08-07-04, Application of the

United lluminating Company fo Increase ils Rates and Charges, Decision at 123 (February 4, 2009).

*Missouri Public Service Commission, Case No. GR-2008-0422, In the Malter of Missouri Gas

Energy’s Tariffs Increasing Rates for Gas Seivice Provided to Customers in the Company’s Missouri
Service Area, Report and Order at 31 (March 22, 2007). '

“Indiana Utility Regulatory Commission, Cause No. 43180, Order at 10 (October 21, 2009).

Michael P. Gorman
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PLEASE SUMMARIZE YOUR RECOMMENDATIONS WITH RESPECT TO THE
RSM SUBMITTED BY MAWC IN THIS CASE.

The Commission should reject MAWC's RSM proposal. Revenue decoupling shbuld
be rejected because it unjustifiably departs from traditional ratemaking principles,
discourages voluntary conservation efforts, transfers business risks to customers,
makes the Company less responsive to customer needs and increases rate volatility
and uncertainty.

Iif the Commission nevertheless determines -that a revenue decoupiing
mechanism is warranted, RSM surcharges should be permitted only where there is
evidence of a decline in the absolute level of MAWC's sales by rate class.
Furthermore, the mechanism should exclude the revenue impact of voluntary
customer efforts to reduce load and the impact of any voluntary Company expansion
of its energy efficiency programs beyond the levels required by the Commission,

If the RSM is authorized, the Commission should also reduce MAWC's
altowed return on equity to recognize the lower business risks that the Company’s

shareholders face when revenues are decoupled from sales levels.

lll. ENVIRONMENTAL COST ADJUSTMENT MECHANISM (“ECAM™)

PLEASE DESCRIBE THE ENVIRONMENTAL COST ADJUSTMENT MECHANISM
{"ECAM") PROPOSED BY MAWC.

MAWC is proposing an ECAM to recdver prudently incurred capital costs and
expenses that are a resuit of meeting compliance requirements of federal, state and

local environmental laws, rules, or regula’tions.5 The proposed ECAM would allow

*Direct Testimony of Kevin Dunn at 22.

Michael P. Gorman
Page 11

BRUBAKER & ASSOCIATES, INC.



10
11
12
13
14

15

16

17

MAWC to increase, or decrease, rates up to two times per year.® As it is proposed,
rate increases resuiting from the ECAM would be capped at 2.5% of operating

revenues.’

WOULD THE ECAM HAVE AN IMPACT ON MAWC’S BUSINESS RISK?

Yes. As it is proposed, the ECAM would effectively reduce MAWC's business risk.
The proposed ECAM would allow MAWC to increase rates based on a single issue of
its overall cost of service. The ECAM would be implemented without any regard to
potentially offsetting conditions such as increasing revenues (growing customer base

or increased revenues due to weather), or a decline in other cost of service items.

WHY WOULD THE IMPLEMENTATION OF THE ECAM REDUCE MAWC'S
BUSINESS RISK?

It essentially improves the cost recovery probability for MAWC. Specifically; it allows
for changes outside the general rate case format to better ensure full cost recovery.
At the same time, however, it increases rate instability for customers. That is,
customers will experience rate increases outside a general rate case without a full
consideration of MAWC's cost of service. As such, the ECAM does not eliminate the

cost recovery risk. Rather, it simply shifts it from investors to customers.

:Missouri Department of Economic Pevelopment, 4 CSR 240-50.050, at 5.
Id.

Michael P. Gorman
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IF THE COMMISSION WERE TO ADOPT THE ECAM AS IT 1S PROPOSED,
WOULD THAT HAVE AN IMPACT ON YOUR RECOMMENDED RETURN ON
EQUITY?

Yes. My recommended range and return on equity are based on MAWC's current
business and financial risks as they stand today without an ECAM. As | previously
described, the.ECAM will reduce the overall risk profile of MAWC, and therefore, an

authorized return on equity in the lower haif of my recommended range is warranted.

WHAT RANGE OF RETURN ON EQUITY ADJUSTMENTS SHOULD THE
COMMISSION CONSIDER IF IT IMPLEMENTS THE ECAM?

An appropriate reduétion of the return on equity cannot be measured until there is
market evidence of how investors will respond fo the revised regulatory mechanisms.
Therefore, | recommend the Commission stay within my recommended return on
equity range developed in this case based on existing regulatory meche_misms.
However, if the ECAM is awarded, | recommend the Commission award a return on
equity below the midpoint of my recommended range as | have proposed in this

proceeding.

IV. RATE OF RETURN

Utility Industry Market Qutlook

PLEASE DESCRIBE THIS SECTION OF YOUR TESTIMONY.

t begin my estimate of a fair return on equity for MAWC by reviéwing the market's
assessment of water utility industry investment risk, and credit standing. | used this
information to develop a sense of the market's perception of the risk characteristics of

water utility investments in general, which is then used to produce a refined estimate

Michaei P. Gorman
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of the market's return requirement for assuming investment risk similar to MAWC's

utility operations.

PLEASE DESCRIBE THE CREDIT RATING OUTLOOK FOR REGULATED

UTILITIES.
Utilities’ credit ratings have improved over the recent past and the credit outiook
according to credit rating agencies is Stable, Further, credit analysts have observed

that utilities currently have strong access to capital at attractive pricing (i.e., low

capital costs).

Standard & Poor's (“S&P") recently published a report titled “The Outlook For
U.S. Regulated Utilities Remains Stable On Increasing Capital Spending And Robust
Financial Performance.” In that report, S&P noted the following:

Capital Spending Wil Grow

Consistent with the trend over the past 10 years, we expect that utility
company capital spending will continue to grow (see related article
“U.S. Regulated Electric Utilities’ Annual Capital Spending Is Poised
To Eclipse $100 Billion,” July 29, 2014). We project that capital
spending will reach an all-time high of about $95 biilion in 2014,
reflecting growing funding needs for environmental compliance
projects and new. transmission investments. For 2015-2016, we
expect capital spending overall to slow somewhat, but transmission
investments to continue to grow to address reliability, accommodate
new generation, and integrate renewable energy projects into the grid.
The slowdown in the next few years is due to environmental
compliance-related capital spending that reflects the completion of [sic]
the necessary projects for much of coal-fired generation to meet the
existing U.S. Environmental Protection Agency’'s (EPA) Mercury and
Air Toxics Standards (MATS). Beginning in 2017, we expect the
industry’s generation and overall capital spending needs to pick up
significantly, consistently exceeding $100 billion annually. This hike
reflects some ultilities’ decisions to proactively boost lower carbon-
intensive generation capital spending in order to meet the EPA’s
recently announced proposed carbon pollution rules.

* * *

Michael P. Gorman
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INDUSTRY RATINGS OUTLOOK: STABLE

Our outlook on the regulated utility sector, which encompasses
electric, natural gas, and water companies, is stable with a slightly
positive bias, with about 20% of companies in the secter having a
positive outlook. The positive bias is not industrywide, rather it is the
result of certain issuers undertaking actions that can benefit their credit
profiles, a trend that has been making its way through the industry over
the past few years. We have seen companies, when opportune,
endeavor to reduce business risk while maintaining or slightly
enhancing their financial profiles. Overall, our fundamenta! view of the
sector is a stable one, supported by the essential nature of the
services provided, making the companies somewhat insensitive to
economic fluctuations; the rate-reguiated nature of the business, which
lends a measure of stability and predictability to cash flow generation,;
and the generally supportive posture of regulators toward cost
recovery of incremental investments facilitated by the ongoing low
power prices.”

Similarly, Fitch states:

Stable Sector Outlook: Fitch Ratings' stable outlook for the U.S.
Utilities, Power and Gas (UPG) sector reflects modest recovery in
electricity sales after three years of stagnant growth. The recently
observed positive momentum in industrial sales could sustain in line
with the broader economic recovery and potentially spill over to other
sectors. This is welcome news for electric utilities wrestling with
structural headwinds posed by energy efficiency and distributed
generation, and pressure on retail prices as costs are spread over
declining units of sales.

Divergence in Subsector Rating Outlook -

The outlook for electric and gas utilities and utility parent companles is
stable given the backdrop of gradual economic recovery, low inflation
and subdued interest rates, and stable commodity prices. issuer
Default Ratings should remain on the cusp of ‘BBB+’ to ‘A—', with more
than 90% of debt issuances being rated in the ‘A’ category. Long-term
debt instrument ratings of Fitch’s entire universe of regulated utilities
carry investment-grade ratings, a testament to the sound credit profile
of the industry. The outlook for gencos is negative, reflecting poor
sector fundamentals, including weak electricity demand and low power
prices. Affiliated gencos generally have investment-grade ratings and
may be under greater rating pressure. Recent consolidation among

8Standard & Poor's RatingsDirect: “Industry Report Card: The Outlook For U.S. Regulated
Utilities Remains Stable On Increasing Capital Spending And Robust Financiai Performance,”
December 16, 2014, at 4, emphasis added.
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independent gencos has added scale and diversity, and is a credit
positive.’

Moody’s recent comments on the U.S. Utility Sector state as follows:

Our outlook for the US regulated utilities industry js_stable. This

“outlook reflects our expectation for the fundamental business

conditions in the industry over the next 12 to 18 months.

» Regulatory support is the most important driver of our stable
outlook. Our stable outlook for the US regulated utility industry is
hased on our expectation that regulators will continue to help
utilities recover costs and maintain stable cash flow, such that the
ratio of cash flow from operations (CFO) t¢ debt will remain close to
20%, on average, for the industry.

» Capital spending will decline in 2015, which reduces borrowing
needs. The credit profiles of large, integrated utilities that generate,
transmit and distribute power will benefit from a drop in capital
spending in 2015, because most of the heavy capital expenditures
for environmental compliance have been made. This will reduce the
industry’s debt needs and stabilize financial metrics, at least for the
next two years. "

PLEASE DESCRIBE THE CREDIT RATING OUTLOOK FOR REGULATED WATER
UTILITIES.
Credit rating agencies continue to rate the water utility industry as relatively low-risk

stable investments. For example, S&P states the followingl:

Industry Economic And Ratings Cutlook:

U.S. Regulated Utilities To Continue On Stable To Modestly
Improving Trajectory

Standard & Poor's Ratings Services’ believes the outlook for
creditworthiness in the U.S. investor-owned regulated eiectric, gas,
and water utility sectors for the remainder .of 2013 and into 2014 will
remain stable or even modestly strengthen. We can frace this trend fo
modestly improving economic considerations, the essential nature of
the services utilities provide, generally responsive regulatory decisions

SFitch Ratings: °2015 Outlook: U.S. Ulilities, Power and Gas,” December 16, 2014, at 1-2,

emphasis added.
“Moody’s Investors Service: “2015 Outlook — US Regulated Utilities: Regulatory Support

Drives Our Stable Outlook,” December 15, 2014, at 1, emphasis added.
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(including automatic provisions that allow that for the timely recovery in
rates of commodity prices, environmentai-compliance costs, and other
expenses), effective management of regulatory risk, credit-supportive
actions by utility managements, and improving financial measures. In
addition, the utility mdustrv enjoys relatwelv easy access to debt and
equity capital markets."

Similarly, in a more recent report, S&P states:

Standard & Poor's Ratings Services continues te maintain high-
investment-grade ratings on_most U.S. requlated water utilities
(USRWUs) even though we estimate these companies’ capital
spending will exceed more than $2 billion in capital spending annually
by 2020. We've identified three key areas that we expect will likely
affect USRWUs' ability to manage regulatory and operating risks in
coming years: Regulatory lag, drought, and declining sales.

USRWUs have fared well thus far in managing these risks. And this is
reflected in USRWU ratings, which compare faverably to ratings for
regulated gas and electric utilities (see chart 1). Nevertheless,
USRWUs will continue to confront these three aforementioned issues,
which could likely affect their credit quality over the long term. In
evaluating these risks, we've considered how regulated water utilities
have managed to preserve their high-investment-grade ratings and
how they are likely to cope in the future.™

As ouflined by S&P above, the water utility industry is regarded as a‘stable
investment with relatively low-risk investment characteristics. S&P alse notes that
regulated utilities enjoy ready access to low-cost capital to fund their' capital
programs.

Further, S&P states that water utilily risk is lower than electric and gas utilities:

Key Rating Factors For Water Companies Around The
World

Standard & Poor's Ratings Services views the overall business
risk of the highly rated water uility sector as generally being
iower than that of electric and gas utilities., This is mainly due
to a mostly favorable regulatory environment, a lack of
competition from other water ufilities, and relatively low

"'Standard & Poor’s RatingsDirect. “Induslry Economic and Ratings Outlook: U.S. Regulated
Utiiities To Continue On Stable to Modeslly improving Trajectory,” July 23, 2013 at 2, emphasis
added. .

“Standard & Poor's RatingsDirect “U.S. Regulated Water Utilities’ Credit Quality Remains
Buoyant, But Key Risks Remain That Could Weigh It Down,” April 30, 2015 at 2, emphasis added.
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operating risk. These positive characteristics exist throughout
the universe of rated water utilities, which mainly includes the
U.S. and Europe, but also parts of Latin America as well as
Australia, New Zealand, Korea, and South Africa.™

IV.B. MAWC'’s Investment Risk

Q PLEASE DESCRIBE MAWC'S INVESTMENT RISK.

A The market assessment of MAWC’s investment risk is best described by credit rating

analysts’ reports. MAWC issued tax exempt senior secured debt with a credit rating
of AA+.™ its parent company, American Water Works Company ("AWW"), has S&P
and Moody’s corporate credit ratings of A+ and A3, respectively. MAWC's corporate
bonds are issued by its affiliate, American Water Capital Corp. ("AWCC"). Both credit
rating agencies have a “Stable” outlook for AWW. In fact, on May 7, 2015, AWW and
its subsidiaries were upgraded. Specifically, S&P states:

Rationale

The upgrade reflects the continued improvement in cash flow and
leverage measures, primarily as a result of the company's improved
management of regulatory risk along with the continued execution of
its cost management initiative, which provides for incremental stability
and certainty in cash flow generation. We expect that the company will
continue its relatively conservative financial policies to maintain its
credit measures.

We base our rating on AWK on our assessment of its “excellent”
business risk profile and “intermediate” financial risk profile. The
company serves approximately 3.2 million water and wastewater
customers across 16 states. Based on EBITDA, we consider AWK's
operations about 95% regulated and 5% unregulated operations.
While we view the unregulated businesses as having higher business
risk compared with the reguiated operations, we also recognize that
AWK's unregulated businesses marginally affect the company's
business risk profile because of its modest expected capital
requirements, affiliation with its regulated service jurisdictions, and
lower-risk service contracts.

®Standard & Poor’s RatingsDirect “Key Rating Factors For Water Companies Around The

World,” July 17, 2006 at 2.
*Standard & Poor’s RatingsDirect. “American Water Works Co. Inc.,” July 22, 2014 at 11.
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The "excellent” business risk profile reflects the company's lower-risk

rate-requlated water and wastewater distribution business. '

S&P states as follows about AWCC:

Rating Action

On May 7, 2015, Standard & Poor's Ratings Services raised its issuer
credit ratings on regulated water utility company American Water
Works Co Inc. (AWK) and subsidiaries American Water Capital Corp.
{(AWCC), New Jersey-American Water Co., and Pennsylvania-
American Water Co. to ‘A’ from 'A-". The outlook is stable.

- At the same lime, we are raising our senior unsecured issue rating on

American Water Capital Corp. to ‘A’ from ‘A-’, our senior secured issue

ratings on New Jersey-American Water Co. and Pennsylvania

American Water Co. to ‘A+’ from ‘A’, and our short-tegn rating on AWK

and American Water Capital Corp. {o ‘A-1’ from ‘A-2".

Moody's states the following concerning AWW and AWCC credit ratings:

1.4

New York, August 07, 2015 -- Moody's Investors Service, ("Moody’s™)
today upgraded the long-term ratings of American Water Works
Company, Inc. (American Water, or AWK: A3 issuer rating) and its
financing -subsidiary American Water Capital Corp. (AWCC; A3 senior
unsecured). Moeody's also affrmed AWCC's commercial paper rating
at P-2, along with affirming the ratings of New Jersey-American Water
Company (NJ-AWC; see debt list below) and Pennsylvania-American
Water Company (PAWC; see debt list below). The rating outlook for
AWK, AWCC, NJ-AWC and PAWC is stable."’

“The outlook change for American Water reflects our expectation for a
sustained improvement in the financial credit ratics, including a ratio of
funds from operations to debt’ said Assistant Vice President Ryan
Waobbrock., “American Water's geographic and regulatory diversity
provides a path to achieve a ratings level on par with its largest
subsidiaries in New Jersey and Pennsylvania® Wobbrock added.

AWK's financial profile improvement is driven by enhanced cost
recovery provisions throughout most of its regulated jurisdictions and
through sirong cost mitigation efforts. For example, the company’s
FFO / Net Debt percentage has increased each year since 2010, from
12.7% in 2010 to 17.8% in 2014. While the company has benefitted
from generous federal tax policies that temporarily boost cash fiow,

SStandard & Poor's Ratingsbirect ‘Research Update: American Water Works Co. Inc. And
Subsidiaries Ratings Raised To ‘A’ From ‘A-' On Improved Financial Measures,” May 7, 2015 at 3,

emphasis added.
'd. at 2, emphasis added. :
"Moody’s Investors Service: “Rating Action: Moody's Upgrades American Water to A3,"

August 7, 2015, emphasis added.
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Moody’'s expects that better cost recovery (e.g., revenue decoupling
and infrastructure trackers) will support improving financial metrics on
an ongeoing basis.

AWK’s rating reflects its size, scale and diversity that results from
regulated utility operations across 16 states. This is rather unigue in
the industry, as most US water utilittes are smaller, and have a higher
degree of geographic and regulatory concentration. For AWK,
consolidated operations benefit from numerous revenue and cash flow
streams, which help protect AWK's financial position from the potential
of a negative regulatory outcome in any one jurisdiction. '

IV.C. MAWC’s Proposed Capital Structure

WHAT IS MAWC’S PROPOSED CAPITAL STRUCTURE?

is sponsored by MAWC witness Scott Rungren. Mr. Rungren proposes a

structure for the pro forma period ending January 31, 2016.

TABLE 1

MAWC'’s Proposed Capital Structure
{January 31, 2016)

Description Weight
Long-Term Debt 47.51%

" Preferred Stock 0.12%
Common Equity 52.37%
Total 100.00%

Source: Rungren Direct, Schedule SWR-1, page 1.

MAWC's proposed capital structure is shown below in Table 1. This capital structure

capital

BMoody’s Investors Service: “Rating Action: Moody's Changes American Water Works
Outlook to Positive from Stable,” April 22, 2015,
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IS MAWC’S PROPOSED CAPITAL STRUCTURE REASONABLE?

No. Mr. Rungren’'s proposed capital structure for MAWC contfains considerably more
common equi.ty than MAWC's capital structure used in its last rate case. MAWC's
last rate case was in 2012, and in that case the parties settled on a capital structure
which included a common equity ratio of 50.57%." At the time of MAWC's last rate
case, its parent company's (AWW) common equity ratio fotai capital was about
46.1%. AWW's common equity ratio at year-end 2014 was 47 4%, and its Value Line
projected common equity ratio over the period 2018-2020 is 47.0%.*° Because
MAWC’s pareﬁt company's capital structure is largely the capital structure that
supports its bond rating, and the bond rating of AWCC, it is important to note that the
parent company's capital structure is largely the same today as it was in 2012,

Again, this is significant because AWW's and AWCC's bond ratings have
been upgraded since MAWC'’s last rate case. This is a clear indication that the
capital structure at the parent company has supporied strong and improving credit
standing. As such, the capital structure previously approved for MAWC contributed to
the capital structure at the parent company in its last rate case which was a strong
investment grade bond rating. Increasing the common equity ratio in this case as
proposed by Mr. Rungren will unnecessarily increase MAWC’s claimed revenue
requirement, without producing measurable benefits to MAWC’s retail customers.
Therefore, Mr. Rungren’s proposal to increase the common equity ratio relative to

MAWTC's last rate case should be rejected.

YInstitutional Investors Presentation, November 2015 at 36..
®The Value Line Investment Survey, AWW, October 16, 2015.
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WHY WOULD A CAPITAL STRUCTURE TOO HEAVILY WEIGHTED WITH
COMMON EQUITY UNNECESSARILY INCREASE MAWC’S COST OF SERVICE
IN THIS PROCEEDING?

A capital structure too heavily weighted with common equity unnecessarily increases
MAWC's claimed revenue deficiency because common equity is the most expensive
form of capital and is subject to income tax expense. For example, if MAWC's
authorized return on equity is set at 9.0%, the revenue requirement cost to customers
would be approximately 14.4%, or 9.0% adjusted by a tax revenue conversion factor
of approximately 1.6x. In contrast, the cosf of debt capital is not subject to an income
tax expense. MAWC's current marginal cost of debt is around 5.50%. Common
equity is more than twice as expensive on a revenue requirement basis than is debt
capital.

A reasonable mix of debt and equity {50% debt/50% equity) is necessary in
order to balance MAWC's financial risk, support an investment grade credit rating,
and permit MAWC access to capital under reasonable terms and prices. However, a
capital structure too heavily weighted with common equity witl unnecessarily increase

its cost of capital and revenue requirement for ratepayers.

PLEASE COMPARE AWW FROM MAWC’S LAST RATE CASE TO THIS CASE.

As noted above, AWW's current investment grade bond rating from both Moody’s and
S&P is “Stable.” Indeed, as noted above, S&P regards AWWS cash flow to be stable
largely due to its reguiated utility operations, and supportive regulatory treatment in its
various jurisdictions. Further, AWW wés upgraded twice since the Commission
authorized a common equity ratio of 50.57%. On May 24, 2013 S&P increased the

Company’s credit rating from BBB+ to A- and on May 7, 2015 the credit rating agency
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further increased AWW's credit rating to A. Importantly, S&P baseé its assessment
on the Company’s most recent financial position. S&P estimated AWW's equity ratio
over the last three years to be approximately 45%, as reported on S&P’s Global
Credit Portal, excluding off-balance sheet adjustment. Hence, a capital structure
composed of approximately 45% (unadjusted) comman equity has been adequate to
support AWW's current bond rating with a "Stable” outiook.

| bedieve this is significant because it demonstrates the capital structure mix is
adequate to support AWW's access to capital at reasonable terms and prices, while

minimizing its cost to retail customers in various jurisdictions, including Missouri.

WOULD THE COMMISSION BE OBLIGATED TO MAKE DISALLOWANCES FOR
MAWC’'S COST OF SERVICE IF IT ACCEPTS YOUR CAPITAL STRUCTURE
ADJUSTMENT IN THIS PROCEEDING?

No. MAWC can modify its actual capital structure to reflect what the Commission
finds appropriate for setting rates in this proceeding. Indeed, Mr. Rungren's
workpapers clearly illustrate the flexibility and control MAWC has on its actuai capital
structure.

Specifically, Mr. Rungren projects a capital structure for MAWC by assuming a
$30 million equity infusion, and a $20 million debt issuance to support the Company’s
capitai program. While | understand that the equity infusion has already taken place,
the Company can reverse or modify its capital structure to accommodate the capital
structure weights found appropriate and reasonable by the Commission.

The Commission should find an appropriate rate-setting capital structure and
MAWC can revise its capital structure by issuing a higher amount of debt and/or

reversing the equity infusion of $30 million which the Company received from its

Michael P. Gorman
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parent company in May 2015, If the capital additions are madified to reflect a
$12 million equity infusion (rather than $30 million) and a $38 million debt issue
(rather than $20 million), the resulting capital structure for MAWC will be in line with
what the Commission approved in its last rate case, and which has helped to support
a sfrong and improving i_nvestment grade bond rating for MAWC, and its capital
affiliate, AWCC. Hence, MAWC can respond to the Commission’s capital structure

decision in this case by actually adjusting its capital structure.

WHAT IS YOUR PROPOSED CAPITAL STRUCTURE TO BE USED FOR
RATEMAKING PURPOSES IN THIS CASE?

My proposed capital structure is shown in Table 2 below.

TABLE 2

Gorman’s Proposed Capital Structure
(January 31, 2016)

Description Weight

- Long-Term Debt 49.28%
Preferred Stock 0.12%
Common Equity 50.59%
Total 100.00%

Source: Schedule MPG-1, page 1.
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WILL YOUR PROPOSED CAPITAL STRUCTURE ALLOW MAWC TO MAINTAIN
ITS FINANCIAL INTEGRITY?

Yes. My capital structure contains less common equity and more debt capital than
MAWC's proposed capital structure. As discussed later in my testimony, my
proposed capital structure will support the Company’s financial integrity for' regulated
utility operations, its current strong investment grade bond rating and will mitigate cost

to customers.

HAVE YOU REVISED THE COMPANY’S EMBEDDED COST OF DEBT?

Yes. Increasing the amount of debt issuance from $20 million to $38 mitlion reduced
the Company’s proposed cost of debt from 5.47% to 5.42%. This is based on a
MAWC assumed interest rate for the new debt issue as reflected in its filing. This

debt cost can be updated at true-up.

V. RETURN ON EQUITY

PLEASE DESCRIBE WHAT IS MEANT BY A “UTILITY'S COST OF COMMON

EQUITY.”
A utility’s cost of common equity is the return investors require on an investment in

the utility. Investors expect to achieve their return requirement from receiving

dividends and stock price appreciation.

PLEASE DESCRIBE THE FRAMEWORK FOR DETERMINING A REGULATED

UTILITY'S COST OF COMMON EQUITY.

In general, determining a fair cost of common équity for a regulated utility has been

framed by two hallmark decisions of the U.S. Supreme Court: Bluefield Water Works
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& improvement Co. v. Pub. Serv. Comm'n of W, Va., 262 U.S. 679 (1923) and Fed.

Power Comm’n v. Hope Natural Gas.Co., 320 U.S. 591 (1944).

These decisions identify the general standards ito be considered in
establishing the cost of common equity for a public utility. Those general standards
provide that the authorized return should: (1) be sufficient to maintain financiat
integrity; (2) attract capital under reasonable terms; and (3) be commensurate with

returns investors could earn by investing in other enterprises of comparable risk.

PLEASE DESCRIBE THE METHODS YOU HAVE USED TO ESTIMATE MAWC'S
COST OF COMNMON EQUITY.

| have used several modeis based.on financial theory to estimate MAWC's cost of
common equity. These models are: (1) a constént growth Discounted Cash Flow
("DCF") model using consensus analysts’ growth rate projections; (2) a constant
growth DCF using sustainable growth rate estimates; (3) a multi-stage growth DCF
model; (4) a Risk Premium model; and (5) a Capital Asset Pricing Model (“CAPM"). |
have applied these models to water and gas groups of publicly traded utilities that

have investment risk similar to MAWC's.

WILL YOU APPLY THESE MODELS DIRECTLY TO MAWC?
No. | applied these models to water and gas groups of publicly traded companies
that reasonably approximate'the investment risk of MAWC. MAWC is not a pubiicly

traded company and therefore these models cannot be applied directly to MAWC.
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V.A. Risk Proxy Groups

Q

HOW DID YOU SELECT A WATER UTILITY PROXY GROUP SIMILAR IN
INVESTMENT RISK TO MAWC TO ESTIMATE ITS CURRENT MARKET COST OF
EQUITY?
I relied on a water utility proxy group that | determined to be comparable in
investment risk to MAWC. My recommended water ufility proxy group is the same
utility proxy group used by MAWC witness Dr. Morin to estimate MAWC’s return on
equity. However, | excluded Consolidated Water because it is not rated by S&P and
Moody’s. Further, this company has a Value Line common equity ratio of 100% and
was aiso excluded from Mr. Rungren’s analysis.

In addition, 1 also developed a gas utility proxy group, comparable to MAWC.
My gas utility proxy group was developed by starting with the gas companies followed
by Value Line. Then, | excluded AGL Resources because it is involved in a
significant merger transaction and excluded Chesapeake Ultilities Corporation

because it is not rated by S&P and Moody'’s.

WHY DID YOU RELY ON GAS UTILITIES AS A PROXY GRCUP IN ESTIMATING
MAWC’S COST OF EQUITY?

| relied on a gas proxy group along with the water proxy group to better measure
MAWC’s cost of equity. This was necessary for several reasons. First, a gas proxy
group’s securities are more widely followed than are water utility stocks, and therefore
the estimated cost of equity from a gas proxy group provides a more robust estimate
of MAWC's current market cost of equity. Second, the assets capitalization and
operations of gas and water utilities are very simélar. Both utility groups’ operations

are dependent on large main investment and operations, infrastructure replacement
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and upgrades, and reliability and safety compliance with state, local and federal
regulations. The two groups produce a better investment risk proxy than only a water
proxy group.

For these reasons, | believe these two proxy groups are reasonable to.

estimate the investment risk of MAWC.

PLEASE DESCRIBE WHY YOU BELIEVE YOUR WATER UTILITY PROXY GROUP
IS REASONABLY COMPARABLE IN INVESTMENT RISK TO MAWC.
The water proxy group is shown on page 1 of Schedule MPG-2. This proxy group
has an average corporate credit rating from S&P of A+, which is identical to S&P's
corporate credit rating for MAWC (AWW). The water proxy group’'s corporate credit
rating from Mocdy's of A2 is one notch higher than MAWC's (AWW) rating from
Moody’s of A3.

The water proxy group has an average common equity ratio of 52.4% from
AUS Utiiity Reports ("AUS") and 54.5% (excluding short-term debt) from Value Line
for 2014. The water proxy group’s common equity ratio is considerably higher than
that of AWW with a Value Line projected common equily ratio in 2014 of
approximately 47%. Despite the proxy group’s considerably larger common equity
ratio compared to AWW, | believe its overall risk assessment is reascnably
comparable based on a direct comparison of the S&P and Moody’s bond ratings.

| believe that my water proxy group reasonably approximates the investment

risk of MAWC, and can be used to estimate a fair return on equity for MAWC.
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PLEASE DESCRIBE WHY YOU BELIEVE YOUR GAS UTILITY PROXY GROUP IS
REASONABLY COMPARABLE IN INVESTMENT RISK TO MAWC,

The gas proxy group is shown on page 2 of Scheduie MPG-2. This proxy group has
an average corporate credit rating from S&P of A, which is one notch lower than
S&P’'s corporate credit rating for MAWC (AWW) of A+. The gas proxy group’s
corporate credit rating from Moody's of A2 is one notch higher than MAWC’s (AWW)
rating from Moody's of A3.

The gas proxy group has an average common equity ratio of 46.7% from AUS
and 51.6% (excluding short-term debt} from Value Line in 2014. The gas proxy
group’s common equity ratio is comparable to AWW's projected commoen equity ratio
of 47% from Value Line. This indicates that the gas proxy group has reasonably
comparable financial risk to the Company.

| believe that my gas proxy group reasonably approximates the investment

risk of MAWC, and can be used to estimate a fair return on equity for MAWC.

V.B. Discounted Cash Flow Model

PLEASE DESCRIBE THE DCF MODEL.
The DCF model posits that a stock price is valued by summing the present vaiue of
expected future cash flows discounted at the investor's required rate of return or cost
of capital. This model is expressed mathematicaily as follows:
Po= Dy + D .... D. where - (Equation 1)
(1+K) (1K) (1+K)"
Po = Current stock price

D = Dividends in periods 1 - =
K = lInvestor's required return
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This model can be rearranged in order to estimate the discount rate or
investor-required return, “K.” If it is reasonable to assume that earnings and
dividends will grow at a constant rate, then Equation 1 can be rearranged as follows:

K =DPy+G {Equation 2)

K = Investor's required return

Dy = Dividend in first year

Py = Current stock price

G = Expected constant dividend growth rate

Equation 2 is referred to as the annual “constant growth” DCF model.

PLEASE DESCRIBE THE INPUTS TO YOUR CONSTANT GROWTH DCF MODEL.
As shown in Eguation 2 above, the DCF model requires a current stock price,

expected dividend, and expected growth rate in dividends.

WHAT STOCK PRICE HAVE YOU RELIED ON IN YOUR CONSTANT GROWTH
DCF MODEL? |

| relied on the average of the weekiy high and low stock prices of the utilities in the
proxy groups over a 13-week pericd ending on November 20, 2015. An average
stock price is less susceptible to market price variations than a spot price. Therefore,
an average stock price is less susceptible to aberrant market price movements, which
may not be reflective of the stock’s long-term value.

A 13-week average stock price reflects a period that is still short enough to
contain data that reasonably reflect current market expectations, but the period is not
so short as to be susceptible to market price variations that may not reflect the stock’s
long-term value. In my judgment, a 13-week average stock price is a reasonable
balance between the need to reflect current market expectations and the need to
capture sufficient data to smooth out aberrant market movements.,
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WHAT DIVIDEND DID YOU USE IN YOUR CONSTANT GROWTH DCF MODEL?
| used the most recently paid quarterly dividend, as reported in Value Line?' This
dividend was annualized {multiplied by 4) and adjusted for next year's growth to

produce the D, factor for use in Equation 2 above.

WHAT DIVIDEND GROWTH RATES HAVE YOU USED IN YOUR CONSTANT
GROWTH DCF MODEL?

There are several methods that can be used to estimate the expected growth in
dividends. However, regardless of the method, for purposes of determining the
market-required return on common equity, one must attempt to estimate investors’
consensus about what the dividend or earnings growth rate will be, and not what an
individual investor or analyst may use to make individual investment decisions.

As predictors of future returns, security analysts’ growth estimates have been
shown to be more accurate than growth rates derive& from historical data.? That is,
assuming the market generally makes rational investment decisions, analysts’ growth
projections are more likely to influence investors’ decisions which are captured in
observable stock prices than growth rates derived only from historical data.

For my constant growth DCF analysis, | have relied on a consensus, or mean,
of professional security analysts’ earnings growth estimates as a proxy for investor
consensus dividend growth rate expectations. | used the average of analysts’ growth _

rate estimates from three sources: Zacks, Yahoo! Finance and Reuters.

“'The Value Line Investment Survey, September 4 and October 16, 2015.
2gge, 8.g., David Gordon, Myron Gordon, and Lawrence Gould, “Choice Among Methods of

Estimating Share Yield,” The Joumal of Portfolio Management, Spring 1989,
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WHAT ARE THE GROWTH RATES YOU USED IN YOUR CONSTANT GROWTH
DCF MODEL?

The growth rates t used in my DCF analysis are shown on Schedule MPG-3. The
average growth rates for my water and gas proxy groups are 6.30% and 5.79%,

respectively.

WHAT ARE THE RES.ULTS OF YOUR CONSTANT GROWTH DCF MCDEL?

As shown on Schedule MPG-4, the average and median constant growth DCF
returns for my water proxy group are 9.16% and 8.02%, respectively. The average
and median constant growth DCF returns for my gas proxy group are 9.18% and

9.30%, respectively.

DO YOU HAVE ANY COMMENTS ON THE RESULTS OF YOUR CONSTANT
GROWTH DCF ANALYSIS?

Yes. The constant growth DCF analyses for my water and gas proxy groups are
based on long-term sustainable growth rates of 6.30% and 5.79%, respectively. The
growth rates are approximafely 140-190 basis points higher than my estimate of a
maximum long-term sustainable growth rate of 4.4%, which | discuss later in this .
testimony. Consequently, | believe my constant growth DCF analyses produce an

overstated return estimate for MAWC.

HOW DID YOU ESTIMATE A MAXIMUM LONG-TERM SUSTAINABLE GROWTH
RATE?
A long-term sustainable growth rate for a utility stock cannot exceed the growth rate

of the economy in which it sells its goods and services. Hence, a reasonable proxy
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for the long-term maximum sustainable growth rate for a utility investment is best
proxied by the projected long-term Gross Domestic Product ("GDP"). Blue Chip
Economic Indicators projects that over the next 5 and 10 years, the U.S. nominal
GDP will grow in the range of 4.4% to 4.3%. As such, the average growth rate over
the next 10 years is around 4.4%, which | believe is a reasonable proxy of long-term
sustainable growth.?

I discuss in my multi-stage growth DCF analysis academic and investment
practitioner support for accepting the projected long-term GDP growth outlook as a
maximum sustainable growth rate projection. Hence, recognizing the long-term GDP
growth rate as a maximum sustainable growth is logical, and is generally consistent

with academic and economic practitioner accepted practices.

V.C. Sustainable Growth DCF

Q

PLEASE DESCRIBE HOW YOU ESTIMATED A SUSTAINABLE LONG-TERM
GROWTH RATE FOR YOUR SUSTAINABLE GROWTH DCF MODEL.
A sustainable growth rate is based on the percentage of the utility's earnings that is
retained and reinvested in utility plant and equipment. These reinvested earnihgs
increase the earnings base (rate base). Earnings grow when plant funded by
reinvested earnings is put into service, and the utility is allowed to earn its authorized
return.on such additional rate base investment.

The internal growth methodology is tied to the percentage of earnings retained
in the company and not paid out as dividends. The earnings retention ratio is 1 minus

the dividend payout ratio. As the payout ratio declines, the earnings retention ratio

®Blue Chip Economic Indicators, October 10, 2015, at 14.
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increases. An increased earnings retention ratic will fuel stronger growth because
the business funds more investments with retained earnings.

The payout ratios of the proxy group are shown in my Schedule MPG-5.
These dividend payout ratios and earnings retention ratios then can be used fo
develop a sustainable iong-termrearnings retention growth rate. A sustainable
long-term earnings retention ratio will help gauge whether analysts’ current three- to
five-year growth rate projections can be sustained over an indefinite period of time.

The data used to estimate the long-term sustainable growth rate is based on
the Company’s current market-to-book ratio and on Value Line’s three- to five-year
projections of earnings, dividends, earned returns on book equity, and stock
issuances.

As shown in Schedule MPG-B, pages 1 and 3, the average sustainable growth
rates for the water and gas proxy groups using this internal growth rate model are

5.19% and 5.81%, respectively.

WHAT IS THE DCF ESTIMATE USING THESE SUSTAINABLE LONG-TERM
GROWTH RATES?

As shown my Schedule MPG-7, a sustainabie growth DCF analysis produces water
proxy group average and median DCF resulis for the 13-week period of 8.02% and
7.57%, respectively. The sustainable growth DCF analysis for the gas pro>;y group

produces average and median results of 2.22% and 9.40%, respectively.
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V.D. Multi-Stage Growth DCF Model

HAVE YOU CONDUCTED ANY OTHER DCF STUDIES?

Yes. My first constant growth DCF is based. on consensus analysts’ growth rate
projections, so it is a reasonable reﬂecfion of rational investment expectations over
the next three to five years. The limitation on the constant growth DCF model is that
it cannot reflect a rational expectation that a period of highflow short-term growth can
be followed by a change in growth to a rate that is more refiective of long-term
sustainable growth. Hence, | performed a multi-stage growth DCF analysis to reflect

this outiook of changing growth expectations.

WHY DO YOU BELIEVE GROWTH RATES CAN CHANGE OVER TIME?

Analyst projected growth rates over the next three to five years will change as utility
earnings growth outlooks change. Utility companies go through cycles in making
investments in their systems. When utility companies are making large investments,
their rate base grows rapidly, which in turn accelerates earnings growth. OCnce a
major construction cycle is completed or levels off, growth in the utility rate base
slows, and its earnings growth slows from an abnormally high three- to five-year rate
to a lower sustainable growth rate.

As major consfruction cycies extend over longer periods of time, even with an
accelerated construction program, the growth rate of the utility will slow simply
because rate base growth will slow, and the utility has limited human and capital
resources available to expand its construction program. Therefore, the three- to five-
year grbwth rate projection should be used as a long-term sustainable growth rate but

not without making a reasonable informed judgment to determine whether it
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considers the current market environment, the industry, and whether the three- to

five-year growth outlook is sustainahle.

PLEASE DESCRIBE YOUR MULTI-STAGE GROWTH DCF MODEL.

The muiti-stage growth DCF model reflects the possibility of non-constant growth for
a company over time. The multi-stage growth DCF model reflects three growth
periods: (1) a short-term growth period, which consists of the first five years; (2) a
transition period, which consists of the neﬂ five years (6 through 10);, and (3) a
long-term growth period, starting in year 11 through perpetuity.

For the short-term growth period, | relied on the consensus anaiysts’ growth
projections described above in relationship to my constant growth DCF meodel. For
the transition period, the growth rates were reduced or increased by an equal factor,
which reflects the difference between the anélysts’ growth rates and the long-term
sustainable growth rate. For the long-term growth period, | assumed each company’s

growth wouid converge to the maximum sustainable long-term growth rate.

WHY IS THE GDP GROWTH PROJECTION A REASONABLE PROXY FOR THE
MAXIMUM SUSTAINABLE LONG-TERM GROWTH RATE?

Utilities cannot indefinitely sustain a growth rate that exceeds the growth rate of the
economy in which they sell services. Utilities” earnings/dividend growth is created by
increased utility investment or rate base. Such investment, in turn, is driven by
service area economic growth and demand for utility service. In other words, utilities
invest in plant to meet sales demand growth, and sales growth, in turn, is tied to

ecanomic growth in their service areas.
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IS THERE RESEARCH THAT SUPPORTS YOUR POSITION THAT, OVER THE
LONG TERM, A COMPANY’S EARNINGS AND DIVIDENDS CANNOT GROW AT
A RATE GREATER THAN THE GROWTH OF THE U.S. GDP? |
Yes. This concept is supported in published analyst literature and academic work.
Specifically, in a fextbook entitled “Fundamentals of Financial Management,”
published by Eugene Brigham and Joel F. Houston, the authors state as follows:

The constant growth model is most appropriate for mature companies

with a stable history of growth and stable future expectations.
Expected growth rates vary somewhat among companies, but

dividends for mature firms are often expected to grow in the future at

about the same rate as nominal gross domestic product (real GDP

plus inflation).**

IS THERE ANY ACTUAL INVESTMENT HISTORY THAT SUPPORTS THE
NOTION THAT THE CAPITAL APPRECIATION FOR STOCK INVESTMENTS WILL
NOT EXCEED THE NOMINAL GROWTH OF THE U.S. GDP?
Yes. This is evident by a comparison of the compound annual growth of the U.S.
GDP compared to the geometric growth of the U.S. stock market. Morningstar
measures the historical geometric growth of the U.S. stock market over the pe.riod
1926-2014 to be approximately 5.9%. During this same time period, the U.S. nominal
compound annual growth of the U.S. GDP was approximately 6.2%.%

As sﬁch, the compound geometric growth of the U.S. nominal GDP has been
higher but comparable to the nominal growth of the U.S. stock market capital
appreciation. This historical relationship indicates the U.S. GDP growth outlook is a

conservative estimate of the long-term sustainable growth of U.S. stock investments.

#«Fundamentals of Financial Management” Eugene F. Brigham and Joel F. Houston,

Eleventh Edition 2007, Thomson South-Western, a Division of Thomson Corporation at 298, emphasis

added.
BMomningstar, Inc., Ibbotson SBBI 2015 Classic Yearbook inflation rate of 3.0% at 91, and

U.S. Bureau of Economic Analysis, August 27, 2015.
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HOW DID YOU DETERMINE A SUSTAINABLE LONG-TERM GROWTH RATE
THAT REFLECTS THE CURRENT CONSENSUS CUTLOCK OF THE MARKET?

| relied on the consensus analysts' projections of long-term GDP growth. Blue Chip
Econormic Indicators publishes consensus economists’ GDP growth projections twice
a year. These consensus analysts’ GDP growth outlooks are the best available
measure of the market's assessment of fong-term GDP growth. These analyst
projections reflect all current outlooks for GDP, as reflected in analyst projections, andr
are likely the most influential on investors’ expectations of future growth outlooks.
The consensus economists’ published GDP growth rate outlock is 4.4% to 4.3% over
the next 10 years.”

Therefore, | propose to use the consensus economists’ projected 5- and
10-year average GDP consensus growth rates of 4.4% and 4.3%, respectively, as
published by Blue Chip Economic Indicators, as an estimate of long-term sustainable
growth. Blue Chip Economic Indicators projections provide real GDP growth
projections of 2.3% and 2.2%, and GDP inflation of 2.1%.% over the 5-year and
10-year projection periods, respectively. These consensus GDP growth forecasts
represent the most likely views of market participants because they are based on

published consensus economist projections.

PO YOU CONSIDER OTHER SOURCES OF PROJECTED LONG-TERM GDP

GROWTH?

Yes, and these sources corroborate my consensus analysts’ projections, as shown

below in Table 3.

i‘;’B!ue Chip Economic Indicators, October 10, 2015, at 14.
Id.
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TABLE 3
GDP Forecasts
Real Nominal
Source Term GDP Inflation GDP

EIA — Annual Earnings Outlook® 25Yrs 2.4% 1.8% 4.2%
Congressional Budget Office® 10 Yrs 2.6% 1.8% 4.5%
Moody's Analytics® 30 Yrs 2.1% 2.0% 4.2%
Social Security Administration®’ 30-75 Yrs 4.5%
The Economist Intelligence Unit* 15 Yrs 2.2% 2.0 4.2%
Blueg Chip Economic Indicators 10 Yrs 2.3% 2.1% 4.4%

The U.S. EIA in its Annual Energy Qutlook projects real GDP out to 2040. In
its 2015 Annual Report, the EIA projects real GDP through 2040 to be in the range of
1.8% to 2.9%, with an approximate midpoint or reference case of 2.4%, and a
long-term GDP price inflation projection of 1.8%. The ElA data supports a long-term
nominal GDP growth outlook of 3.6% to 4.8%, with a midpoint of 4.2%.%

Also, the Congressional Budget Office ("*CBO") makes long-term economic
projections. The CBO is projecting real GDP growth in the range of 2.1% to 3.0%,
with a midpoint of 2.6% during the next 10 years, with a GDP price inflation outlook of
1.8%.% The CBO’s real GDP and GDP inflation projections produce nominal GDP
projections of 4.5%, which is comparable to the consensus economists.

Moody's Analytics also makes long-term economic projections. In its recent

30-year outlook to 2044, Moody's Analytics is projecting real GDP growth of 2.1%

154.

BNOE/EIA Annual Energy Outlook 2015 With Projections to 2040, April 2015, at 4 and A-38.
BCBO: The Budget and Economic Outlook: Fiscal Years 2015 to 2025, January 2015, at
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with GDP inflation of 2.0%.® Moody’s projection of real GDP and GDP inflation is
slightly below the consensus economists. Based on these projections, Moody's is
projecting nominal GOP growth of 4.2% over the next 30 years.

The Sacial Security Administration makes long-term economic projections out
to 2090. The Sociai Security Administration’s nominal GDP projections, under its
intermediate cost scenario for 30 and 75 years, ranges from 4.5% fo 4.4%,
respectively.*' These projections are in line with the consensus economists.

The Economist intelligence Unit, a division of The Economist and a third-party
data provider to SNL Financial, makes a long-term economic projection out to 2030.%
The Economist Intelligence Unit is projecting real GDP growth of 2.2% with an
inflation rate of 2.0% out to 2030. The real GDP growth projection is in line with the
consensus economists, while projected inflation is slightly higher. The long-term
nominal GDP projection based on these outlooks is approximately 4.2%.

The real GDP and nominal GDP growth projections made by these
independent sources support the use of the consensus economist 5-year and 10-year
projected GDP growth outlooks as a reasonable estimate of market participants’

long-term GDP growth outlooks.

WHAT STOCK PRICE, DIVIDEND, AND GROWTH RATES DID YOU USE IN YOUR
MULTI-STAGE GROWTH DCF ANALYSIS?

| refied on the same 13-week average stock prices and the most recent quarterly
dividend payment data discussed above. For stage one growth, | used the

consensus analysts’ growth rate projections discussed above in my constant growth

30Www.t=:conomv.com, Moody’s Analytics Forecast, July 6, 2015.
31www.ssa.gov. “2015 OASDI Trustees Report,” Table VI.G4.
%2 SNL Financial, Economist Intelligence Unit, downioaded on September 10, 2015.
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1 DCF model. The first stage growth covers the first five years, consistent with the term
2 of the analyst growth rate projections. The second stage, or transition stage, begins
3 in year 6 and extends through year 10. The second stage growth transitions the
4 growth rate from the first stage to the third stage using a linear trend. For the third
5 stage, or long-term sustainable growth stage, which starts in year 11, | used a 4.4%
6 Iong~terh1 sustainable growth rate, which is based on the consensus economists’
7 long-term projected nominal GDP growth rate.
8 Q WHAT ARE THE RESULTS OF YOUR MULTI-STAGE GROWTH DCF MODEL?
9 A As shown in Schedule MPG-8, the average and median DCF returns on equity for my
10 water proxy group using the 13-week average stock price are 7.60% and 7.44%,
11 respectively. The average and median DCF results for my gas proxy group based on
12 this model are 8.04% and 7.92%, respectively.
13 Q PLEASE SUMMARIZE THE RESULTS FROM YOUR DCF ANALYSES.
14 A The results from my DCF analyses are summarized in Table 4 below:
TABLE 4
Summary of DCF Results
Water Gas
Proxy Group Proxy Group
Description Average Median Average Median
Constant Growth DCF Model {Analysts’ Growth) 9.16% 8.02% 9.18% 9.30%
Constant Growth DCF Model (Sustainable Growth) 8.02% 7.57% 9.22% 9.40%
Muiti-Stage Growth DCF Madel 7.60% 7.44% 8.04% 7.92%
Average 8.26% 7.68%  8.81% 8.87%

BRUBAKER & ASSOCIATES, INC.
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| concluded that my DCF studies support a return on equity of 8.8%, which is

the approximate midpoint of my recommended DCF range of 8.3% to 9.3%.

V.E. Risk Premium Model

PLEASE DESCRIBE YCUR BOND YIELD PLUS RISK PREMIUM MODEL.
This model is based on the principle that investors require a higher return to assume
greater risk. Common equity investments have greater risk than bonds because
bonds have more security of payment in bankruptcy procéedings than common equity
and the coupon payments on bonds represent contractual obligations. In contrast,
companies are not required to pay dividends or guarantee returns on common equity
investments. Therefore, common equily securities are considered to be more risky
than bond securities.

This risk premium model is based on two estimates of an equity risk premium.
First, | estimated the difference between the required return on utility common equity
investments and U.S. Treasury bonds. The difference between the required return on
common equity and the Treasury bond yield is the risk premium. | estimated the risk
premium on an annuatl basis for each year over the period 1986 through September
2015. The common equity reduired returns were based on regulatory commission-
authorized returns for gas utility companies. | relied on authorized returns for gas
utilities, rather than water utilities, because gas utility rate cases have outnumbered
those for water utilities, and gas utilities are more widely followed by industry financtal
trade organizations. The source of my documents, Regulatory Research Associates,
fracks electric and gas utilities’ authorized returns on equity, but does not provide a
similar service for water utilities. In my opinion, the authorized returns on gas utilities

are a robust estimate for low-risk regulated utility operations such as gas and water

Michael P. Gorman
Page 42

BRUBAKER & ASSOCIATES, INC.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

companies. it should ailso be noted that authorized returns are typically based on
expert witnesses' estimates of the contemporary investor-required return.

The second equity risk premium estimate is based on the difference between
regulatory commissicn-authorized returns on common equity and contemporary
“A”rated utility bond vyields by Moody's. | selected the period 1986 through
September 2015 because public utility stocks consistently traded at a premium to
book value during that period. This is illustrated on Schedule MPG-9, which shows
that the markef—to-book ratio since 1986 for the utility industry was consistently above
a muitiple of 1.0x. Over this period, reguiatory authorized returns were sufficient to
support market prices that at least exceeded book value. This is an indication that
regulatory authorized returns on common equity supported a utility's ability to issue
additional common stock without diluting existing shares. It further demonstrates that
utilities were able to access equity markets without a detrimental impact on current
shareholders.

Based on this analysis, as shown on Schedule MPG-10, the average indicated
equity risk premium over U.S. Treasury bond yields has been 5.31%. On a 5-year
rolling average basis, the range of equity risk premium ranged from 4.17% to 6.48%.
On a 10-year relling average basis, the equity risk premium ranged from 4.30% to
6.13%. Since the risk premium can vary depending upon market conditions and
changing investor risk perceptions, | believe using an estimated range of risk
premiums based on rolling averages over 5-year and 10-year periods provides the
best method to measure the current refurn on common equity using this
methadology.

As shown on Schedule MPG-ﬁ, the average indicated equity risk premium

over contemporary Moody’s utility bond yields was 3.93% over the period 1986
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through September 2015. The indicated equity risk premium estimates based on this
analysis fall in the range of 2.80% to 5.37% on a 5-year rolling average basis, and

between 3.11% and 4.80% on a 10-year rolling average basis.

DO YOU BELIEVE THAT THESE EQUITY RISK PREMIUM ESTIMATES ARE
BASED ON A TIME PERIOD THAT 1S TOO LONG OR TOO SHORT TO DRAW
ACCURATE CONCLUSIONS CONCERNING CONTEMPORARY MARKET
CONDITIONS?

No. The time period | use in this risk premium study is a generally accepted period to
develop a risk premium study using “expectational” data.

Contemporary market conditions can change dramatically during the period
that rates determined in this proceeding will be in effect. A relatively long period of
time where stock valuations reflect premiums to book value is an indication that the
authorized returns on equity and the corresponding eguity risk premiums were
supportive of investers’ return expectations and provided utilities access to the equity
markets under reasonable terms and conditions. Further, this time period s long
enough to smooth abnormal market movement that might distort equity risk
premiums. While market conditions and risk premiums do vary over time, this
historical time period is a reasonable period to estimate contemporary risk premiums.

Alternatively, studies have recommended that use of “actual achieved
investment return data” in a risk premium study should be based on long historical
time periods. The studies find that achieved returns over short time periods may not
reflect investors’ expected returns due to unexpected and abnormal stock price
performance. Short-term abnormal actual returns would be smoothed over time and

the achieved actual investment returns over long time periods would approximate
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investors’ expected returns. Therefore, it is reasonable to assume that averages of
annual achieved returns over long time periods will generally converge on the
investors' expected returns.

My risk premium study is based on expectational data, not actual investment

returns, and, thus, need not encompass a very long historical time period.

BASED ON HISTORICAL DATA, WHAT RISK PREMIUM HAVE YOU USED TO
ESTIMATE MAWC'’S COST OF COMMON EQUITY IN THIS PROCEEDING?

The equity risk premium should reflect the relative market perception of risk in the
utility industry today. | have gauged investor perceptions in utility risk teday in Exhibit
MPG-12. In Exhibit MPG-12, | show the yield spread between utility bonds and.
Treasury bonds over the last 36 years. As shown in this exhibit, the average utility
bond yield spreads over Treasury bonds for "A” and “Baa” rated utility bonds for this
historical period are 1.52% and 1.95%, respectively. The utility bond yield spreads
over Treasury bonds for “A” and “Baa” rated utilities through September 2015 were
1.24% and 2.06%, respectively. The current average "A” rated utility bond yield
spread over Treasury bond vields is now lower than the 36-year average spread.
The current “Baa” rated utility bond yield spread over Treasury bond yields is
comparabie to, albeit somewhat higher than, the 36-year average spread.

A current 13-week average “A’ rated utility bond yieid of 4.35%, when
compared to the current Treasury bond yield of 2.94% as shown in Exhibit MPG-13,
page 1, implies a yield spread of around 140 basis points. This current utility bond
yield spread is lower than the 36-year average spread for “A” rated utility bonds of
1.52%. The current spread for the “Baa” rated utility bond yield of 2.53% is higher

than the 36-year average spread of 1,.95%,
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These utility bond yield spreads are evidence that the market perception of
utility risk is about average reiative to this historical time period and demonstrate that

utilities continue to have strong access to capital in the current market.

HOW DID YOU ESTIMATE MAWC’S COST OF COMMON EQUITY WITH THIS
RiSK PREMIUM MODEL.?
| added a projected long-term Treasury bond yield to my estimated equity risk
premium over Treasury yields. The 13-week average 30-year Treasury bond yield,
ending November 20, 2015, was 2.94%, as shown in Exhibit MPG-13. Blue Chip
Financial Forecasts projects the 30-year Treasury bond yield to be 3.80%, and a
10-year Treasury bond yield to be 3.10%.% Using the projected 30-year Treasury
bond yield of 3.80%, and a Treasury bond risk premium of 4.17% to 6.48%, as
developed above, produces an estimated common equity return in the range of
7.97% (3.80% + 4.17%) to 10.28% (3.80% + 6.48%). My risk premium estimates fall
in the range of 7.97% to 10.28%.

| next added my equity risk premium over utility bond yields to a current
13-week avérage yield on “A” rated utility bonds for the period ending November 20,
2015, of 4.35%. Adding the utility equity risk premium of 2.80% to 5.37%, as
developed above, to an “A” rated bond yield of 4.35%, produces a cost of equity in

the range of 7.15% (4.35% + 2.80%) to 9.72% (4.35% + 5.37%).

®Blue Chip Financial Forecasts, November 1, 2015 at 2.
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Q WHAT iS YOUR RECOMNENDED RETURN FOR MAWC BASED ON YOUR RISK
PREMIUM STUDY?

A To be conservative, | am recommeanding more weight to the hi'gh-end risk prermium
estimates than the low-end. | staté this because of the relatively low level of interest
rates now, but relative upward movements of utility yields more recently. Hence, |
propose to provide 60% weight to my high-end risk premium estimates and 40% to
the low-end. Based on this methodology, my Treasury bond risk premium is 9.36%™
and based on my utility bond risk premium | recommend a return of 8.69%.%

This methodology produces a return on equity in the range of 8.70% to 9.40%,

with a midpoint of approximately 9.10%.

V.F. Capital Asset Pricing Model (“CAPM”)

Q PLEASE DESCRIBE THE CAPM.

A The CAPM method of analysis is based upon the theory that the market-required rate
of return for a security is equal to the risk-free rate, plus a risk‘premium associated
with the specific security. This relationship between risk and return can be expressed
mathematically as follows:

Ri = Re + B; X (R, - Ry) whereé:
Required return for stock i
Risk-free rate

Expected return for the market portfolio
Beta - Measure of the risk for stock

3
nuw nn

WD

The stock-specific risk term in the above equation is beta. Beta represents
the investment risk that cannot be diversified away when the security is held in a

diversified portfolio. When stocks are held_in a diversified portfolio, firm-specific risks

37.97% * 40%) + (10.28% * 60%) = 9.36%.
¥(7.15% * 40%) + (9.72% * 60%) = 8.69%.

Michael P. Gorman
Page 47

BRUBAKER & ASSOCIATES, INC.



10

L

12

13

14

15

16

17

18

19

20

can be eliminated by baiancing the portfolio with securities that react in the opposite
direction to firm-specific risk factors (e.g., business cycle, competition, product mix,
and production limitations).

The risks that cannot be eliminated when held in a diversified portfolio are
non-diversifiable risks. Non-diversifiable risks are related to the market in general
and are referred to as systematic risks. Risks that ban be eliminated by diversification
are regarded as non-systematic risks. In a broad sense, systematic risks are market
risks, and non-systematic risks are business risks. The CAPM theory suggests that
the market will not compensate investors for assuming risks that can be diversified
away. Therefore, the only risk that investors will be compensated for are systematic '
or non-diversifiable risks. The beta is a measure of the systematic or

non-diversifiable risks.

PLEASE DESCRIBE THE INPUTS TO YOUR CAPM.
The CAPM requires an estimate of the market risk-free rate, the Company's beta, and

the market risk premium.

WHAT DID YOU USE AS AN ESTIMATE OF THE MARKET RISK-FREE RATE?

As previously noted, Blue Chip Financial Forecasts' projected 30-year Treasury bond
yield is 3.80%.* The current 30-year Treasury bond yield is 2.94%, as shown in
Exhibit MPG-13. | used Bfue Chip Financial Forecasts' projected 30-year Treasury

bond yield of 3.80% for my CAPM analysis.

*Blue Chip Financial Forecasts, November 1, 2015 at 2.
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WI;!Y DID YOU USE LONG-TERM TREASURY BOND YIELDS AS AN ESTIMATE
OF THE RISK-FREE RATE?

Treasury securities are backed by the full faith and credit of the United States
government, so long-term Treasury bonds are considered to have negligible credit
risk. Also, long-term Treasury bonds have an investment horizon simitar to that of
common stock. As a result, investor-anticipated long-run inflation expectations are
reflected in both common stock required returns and long-term bond vyields.
Therefore, the nominal risk-free rate (or expected inflation rate and real risk-free rate)
included in a long-term bond yield is a reasonable estimate of the nominal risk-free
rate included in common stock returns.

Treasury bond vyields, however, do include risk premiums related to
uhanticipated future inflation and interest rates. A Treasury bond yield is not a
risk-free rate. Risk premiums related to unanticipated inflation and interest rates are
systematic or market risks. Consequently, for companies with betas less than 1.0,
using the Treasury bond yield as a proxy for the risk-free rate in the CAPM analysis

can produce an overstated estimate of the CAPM return.

WHAT BETA DID YOU USE IN YOUR ANALYSIS?

As shown in Exhibit MPG-14, the average Value Line beta estimate is 0.73 and 0.82

for the water and gas proxy groups, respectively,

HOW DID YOU DERIVE YOUR MARKET RISK PREMIUM ESTIMATE?
1 derived two market risk premium estimates, a forward-looking estimate and one

based on a long-term historical average.
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The forward-looking estimate was derived by estimating the expected return
on the market (as represented by the S&P 500) and subtracting the risk-free rate from
this estimate. | estimated the expected return on the S&P 500 by adding an expected
inflation rate to the long-term historical arithmetic average real return on the market.
The real return on the market represents the achieved return above the rate of
inflation.

Momingstar's Sfocks, Bonds, Bills and Inflation 2015 Classic Yearbook
estimates the historical arithmetic average real market return over the period 1926 to
2014 as 8.9%.% A current consensus analysts’ inflation projection, as measured by
the Consumer Price Index, is 2.3%.% Using these estimates, the expected market
return is 11.40%.% The market risk premium then is the difference between the
11.40% expected market return, and my 3.80% risk-free rate estimate, or
approximately 7.6%.

The historical estimate of the market risk premium was also estimated by
Morningstar in Stocks, Bonds, Bills and Inflation 2015 Classic Yearbook. Over the
period 1926 through 2014, Morningstar’s study estimated that the arithmetic average
of the achieved total return on the S&P 500 was 12.1%,*® and the total return on
long-term Treasury bonds was 6.10%.*" The indicated market risk premium is 6.0%

(12.1% - 6.1% = 6.0%). The average of my maiket risk premium estimates is 6.80%

(6.0% to 7.6%).

 Morningstar, Inc., Ibbotson SBBI 2015 Classic Yearbook at 92.

BBhe Chip Financial Forecasts, November 1, 2015 at 2.

B [(1+0.089) * (1 +0.023) ] = 1)+ 100.

:‘:Momingstan Inc., Ibbotson SBBI 2015 Classic Yearbook at 91.
id.
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HOW DOES YOUR ESTIMATED MARKET RISK PREMIUM RANGE COMPARE TO
THAT ESTIMATED BY MORNINGSTAR?

Morningstar's analysis indicates that a 'market risk premium falls somewhere in the
range of 6.3% to 7.0%. My market risk premium falls in the range of 6.0% to 7.6%.
My average market risk prehium of 6.80% is within Morningstar’s range.

Morningstar estimates a forward-looking market risk premium based on actual
achieved data from the historical period of 1926 through 2014. Using this data,
Morningstar estimates a market risk premium derived from the total return on large
compaﬁy stocks (S&P 500), less thé income refurn on Treasury bonds. The total
return inrcludes capital appreciation, dividend or coupon reinvestment returns, and
annual yields received from coupons and/or dividend payments. The income return,
in contrast, only reflects the income return received from dividend payments or
coupon yields. Morningstar claims that the income return is the only true risk-free
rate associated with Treasury bonds and is the best approximation of a truly risk-free
rate.*? | disagree with this assessment from Morningstar, because it does not reflect a
true investment option avai]ab_lé to the marketplace and therefore does not produce a
legitimate estimate of the expected premium of investing in the stock market versus
that of Treasury bonds. Nevertheless, | will use Morningstar's conciusion to show the
reasonableness of my market risk premium estimates.

Morningstar's range is Based on several methodologies. First, Morningstar
estimates a market risk premium of 7.0% based on the difference between the total
market return on common stocks (S&P 500) less the income return on Treasury bond
investments. Second, Morningstar found that if the New York Stock Exchange

("“NYSE") was used as the market index rather than the S&P 500, that the market risk

21d. at 153.
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premium would be 6.8%, not 7.0%. Third, if only the two deciles of the largest
companies included in the NYSE were considered, the market risk premium would be
6.3%.%

Finally, Morningstar found that the 7.0% market risk premium based on the
S&P 500 was influenced by an abnormal expansion of price-to-earnings (“P/E”) ratios
relative to earnings and dividend growth during the period 1980 through 2001.‘
Momingstar believes this abnormal P/E expansion is not sustainable.** Therefore,
Morningstar adjusted this market risk premium estimate to normalize the growth in the
P/E ratio to be more in line with the growth in dividends and earnings. Based on this
alternative methodology, Marningstar published a long-horizon supply-side market

risk premium of 6.1%.%

®Morningstar observes that the S&P 500 and the NYSE Decile 1-2 are both large

capitalization benchmarks. /d. at 152,

“1d. at 156.
®id. at 157,
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WHAT ARE THE RESULTS OF YOUR CAPM ANALYSIS?

As shown in Exhibit MPG-15, based on my low market risk premium of 6.0% and my
high market risk premium of 7.6%, a risk-free rate of 3.8%, and a beta of 0.73, my
CAPM analysis produces a return in the range of 8.15% to 8.31% for the water group.
Similarly, using the same inputs and a Value Line beta of 0.82 for my gas group
produces a return in the range of 8.70% to 10.01%. Because of the relatively low
historical level of the risk-free rates, | similarly recommend giving 60% weight to my
high-end CAPM return estimates and 40% weight to the low-end return estimates for
my two proxy greups. This produces a recommended CAPM return estimate in the

range of 8.9% to 9.5%, with a midpoint of 9.2%.%¢

Return on Equity Summary

Q

BASED ON THE RESULTS OF YOUR RETURN ON CONMMON EQUITY
ANALYSES DESCRIBED ABOVE, WHAT RETURN ON COMMON EQUITY DO
YOU RECOMMEND FOR MAWC?

Based on my analyses, | estimate MAWC's current market cost of equity to be 9.00%.

TABLE §

Return on Common Equity Summary

Description Results
DCF 8.8%
Risk Premium 9.1%
CAPM 9.2%

%5(8.15% * 40%) + (9.31% * 60%) = 8.85%.
(8.70% * 40%) + (10.01% * 60%) = 9.49%.
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My recommended return on comman equity of 9.00% is at approximately the
midpoint of my estimated range of 8.8% to 9.2%. As shown on Table 5 above, the
high-end of my estimated range is based on my CAPM studies. The low-end is
based an my DCF studies. The risk premium return estimate fails within this
recommended range.

This range reflects current market capital costs, increased interest rate risk in
the current market due to Federal Reserve policies and other factors, and represents
fair compensation to MAWC's investors for the total investment risk of its regulated

utility.

Financial Integrity

Q

WILL YOUR RECOMMENDED OVERALL RATE OF RETURN SUPPORT AN
INVESTMENT GRADE BOND RATING FOR MAWC?

Yes. | have reached this conclusion by comparing the key credit rating financial
ratios for MAWC, at my proposed return on equity and my proposed capital structure,

to S&P’s benchmark financial ratios using S&P’s new credit metric ranges.

PLEASE DESCRIBE THE MOST RECENT S&P FINANCIAL RATIO CREDIT
METRIC METHODOLOGY.

S&P publishes a matrix of financial ratios that correspond to its assessment of the
business risk of utility companies and related bond ratings. On May 27, 2009, S&P
expanded its matrix criteria by including additional business and financial risk

categories.¥’

$&P updated its 2008 credit metric guidelines in 2008, and incorporated utility metric

benchmarks with the general corporate rating metrics. Standard & Poor's RatingsDirect. “Criteria
Methodology: Business Risk/Financial Risk Matrix Expanded,” May 27, 2009.
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Based on S&P's most recent credit matrix, the business risk profile categories
are “Excellent,” “Strong,” “Satisfactory,” “Fair,” “Weak,” and “Vulnerable.” Most
utilities have a business risk profile of "Excellent” or “Strong.”

The financial risk profile categories are “Minimal,” “Modest,” “Intermediate,”
“Significant,” “Aggressive,” and “"Highly Leveraged.” Most of the utilities have a
financial risk profile of “Aggressive.” MAWC has an “Excelient” business risk profile

and an “Intermediate” financial risk profile.

PLEASE DESCRIBE S&P’S USE OF THE FINANCIAL BENCHMARK RATIOS IN
ITS CREDIT RATING REVIEW.

S&P evaluates a utility's credit rating based on an assessment of its financial and
business risks. A combination of financial and business risks equates to the overall
assessment of MAWC’s total credit risk exposure. On November 19, 2013, S&P
updated its methodology. In its update, S&P published a matrix of financial ratios that
defines the level of financial risk as a function of the level of business risk.

S&P publishes ranges for three primary financial ratios that it uses as
guidance in its credit review for utility companies. The two core financial ratio
benchmarks it relies on in its credit rating process inciude: (1) Debt to Earnings
Before Interest, Taxes, Depreciation and Amortization (“EBITDA™); and (2) Funds

From Operations (“FFO") to Total Debt.*®

BStandard & Poor's RatingsDirect. “Criteria: Corporate Methodology,” November 19, 2013.
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HOW DID YOU APPLY S&P'S FINANCIAL RATIOS TO TEST THE
REASONABLENESS OF YOUR RATE OF RETURN RECOMMENDATIONS?

| calculated each of S&P’s financial ratios based on MAWC's cost of service for its
retail jurisdictional operations. While S&P would normally locok at fotal consclidated
MAWC financial ratios in its credit review process, my investigation in this proceeding
is not the same as S&P’'s. | am attempting o judge the reasonableness of my
proposed cost of capital for rate-setting in MAWC's retail regulated utility operations.
Hence, 1 am attempting to determine whether my proposed rate of return will in turn
support cash flow metrics, balance sheet strength, and earnings that will support an

investiment grade bond rating and MAWC's financial integrity.

DID YOU INCLUDE ANY OFF-BALANCE SHEET DEBT EQUIVALENTS?
No. Even though S&PF accounts for operating leases, | did not have the necessary
informaticn to identify the exact amount, if any, atiributed to MAWC. Therefore, | did

not include any off-halance sheet debt equivalents.

PLEASE DESCRIBE THE RESULTS OF THIS CREDIT METRIC ANALYSIS AS IT
RELATES TC MAWC,
The S&P financial metric calculations for MAWC at a 9.0% return are developed on
Exhibit MPG-16, page 1. S&P currently rates MAWC’s business risk as “Excellent”
and financial risk as "Intermediate.” The credit metrics produced helow, with this
financial and business risk outlook by S&P, will be used to assess the strength of the
credit metrics based én MAWC’s retail operations in Missouri.

MAWC’s adjusted total debt ratio is approximately 49.0%. This adjusted debt

ratio is generally comparable to, albeit somewhat stronger than, the adjusted debt
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ratios for utilities with an S&P bond rating of A. Hence, | concluded this capital
structure reasonably supports MAWC's current investmerﬁ grade bond rating. This
adjusted total debt ratio will support an investment grade bond rating.

Based on an equity return of 9.00%, MAWC will be provided an opportunity to
produce a debt to EBITDA ratio of 3.5x. This is within S&P’'s “Intermediate” guideline
range of 3.0x to 4.0x,* which reflects less risk and a stronger metric than needed to
suppoﬁ MAWC’s risk ranking of “Intermediate.” This ratio also supports an
investment grade credit rating.

MAWC’s retail operations FFO to total debt coverage at a 9.0% equity return
is 22%, which is within S&P’s “Intermediate” metric guideline range of 13% to 23%.
This FFQftotal debt ratio will support an investment grade bond rating.

At my recommended return on equity of 9.00% and my proposed embedded
debt cost and capital structure, MAWC's financial credit metrics continue to be

supportive of its investment grade utility bond rating.

VI. RESPONSE TO MAWC WITNESS DR. ROGER MORIN

WHAT RATE OF RETURN ON COMMON EQUITY IS MAWC REQUESTING IN
THIS PROCEEDING? |

MAWC is requesting a return on common equity of 10.70% based on the analysis
and testimony sponsored by Dr. Roger Morin. He recommends a return on equity at

the upper end of his range of 10.1% to 10.7%.

®1d.
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PLEASE DESCRIBE HOW DR. MORIN DEVELOPED HIS RETURN ON EQUITY
RANGE FOR MAWC.
Dr. Morin used a DCF model, a CAPM, an ECAPM, and a risk premium study to
support his return on equity estimate for MAWC. Dr. Morin employed thése models to
a group of water utilities followed by Value Line.

His estimated return on equity resuits for MAWC are shown below in Table 6
under Column 1. Under Column 2, | show adjustmenis {o Pr. Morin's return

estimates.

Further, Dr. Morin proposes to adjust his return estimates to account for
flotation costs. As discussed below, the use of a flotation cost adder increases the

actual cost of equity for MAWC by 20-30 basis peoints and should be rejected.
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TABLE 6

Summary of Dr. Morin’s Return on Equity Estimates

Morin
Description Results Adjusted
(1) (2)

Constant Growth DCF
Value Line Growth 10.0% 8.9%
Analysts’ Growth 9.0% 8.3%

Average Constant Growth DCF 9.5% 8.6%
CAPM
Traditionat CAPM 9.8% 5.0%
Empirical CAPM 10.3% 8.6%

Average CAPM 10.1% 8.8%
Risk Premium
Historical Risk Premium 10.1% 9.5%
Allowed Risk Premium 10.7% 9.4%

Average Risk Premium 10.4% 9.5%

Recommended Return on Equity 10.1% - 10.7% 9.0%

Source: Morin Direct Testimony at 59.

With reasonable adjustments described in detail below, Dr. Morin's analyses

will support a current market cost of equity for MAWC of 9.0%.

VI.A. Dr. Morin’s DCF Analyses

Q. PLEASE DESCRIBE DR. MORIN'S DCF ANALYSES.

A Dr. Morin performed two. constant growth DCF analyses on a group of water utilities
followed by Value Line, using consensus analysis’ growth rate projections from
Yahoo! Finance for the first one and Value Line’s projected growth rates for the

second one.

Michael P. Gorman
Page 59

BRUBAKER & ASSOCIATES, INC.



10
11
12
13
14
15
16
17

18

19
20
21

22

As shown on Schedules RAM-2 and Schedule RAM-3, he relied on growth
rate estimates in the range of 6.2% to 7.2% from both Yahoo! Finance and Value Line

to preduce a DCF cost of equity in the range of 9.00% to 10.00%.

PLEASE DESCRIBE THE ISSUES YOU TAKE WITH DR. MORIN'S DCF
ANALYSES.

My major concern with Dr. Morin’s DCF studies is that he failed to provide any
evaluation of whether or not the proxy group three- to five-year growth rate estimates

are reasonable estimates of long-term sustainable growth.

WHY ARE THE GROWTH RATE ESTIMATES USED IN DR. MORIN’S DCF STUDY
NOT REASONABLE?

Dr. Morin's average growth rates from Value Line and Yahoo! Finance fall in the
range of 6.2% to 7.2%. These growth rate estimates exceed the projected GDP
growth rate of 4.4% for the next five to 10 years. As explained in detail earlier in my
testimony, the GDP growth rate can be used as a proxy for long-term sustainable
growth rate because it represents the maximum growth rate of the U.S. economy.
The growth rate estimates used in Dr. Morin’s DCF study exceed the projected GDP
growth rate of 4.40% by 180-280 basis points, and inflate the DCF return on equity

results for MAWC.

CAN DR. MORIN'S DCF MODEL BE MODIFIED TO REFLECT MORE
REASONABLE GROWTH RATE ESTIMATES?
Yes. As discussed at length in my testimony above, a utility cannot grow at a faster

rate than the economy in which it provides goods and services. Hence, Dr. Morin's
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growth rates are not sustainable indefinitely as required by the constant growth DCF
model. Therefore, the relatively high short-term growth outlooks for security analysts
can be included in a muiti-stage DCF analysis to produce a more reasonable and
sustainable long-term growth outlook.

The muiti-stage growth DCF analysis should be used to gauge the accuracy of
Dr. Morin's constant growth DCF model. Because the growth rates included in his
model reflect three- to five-year projections, and are not reasonable estimates of
long-term sustainable growth, additional data is necessary in order to produce a
reliable DCF return estimate. Using Dr. Morin’s data, and a multi-stage growth DCF
analysis with a rational estimate of long-term sustainable growth, éxpands Dr. Morin's
DCF study to produce a more reasonable .range of DCF return estimates that more
accurately measure MAWC's cost of common equity.

Using Dr. Morin’s dividend and growth rates as an initial growth period for five
years, transitioning toward the GDP growth rate for years six to 10, and growing
indefinitely at the GDP growth rate of 4.4% starting in year 11, results in an average
cost of equity estimate of 7.67% for his Value Line growth rates and 7.50% for his
analysts’ growth rates, as shown on Schedule MPG-17.

Therefore, giving equal weight to Dr. Morin’s constant growth DCF estimates,
excluding flotation costs and the multi-stage DCF analysis based on his data, will
produce a DCF return estimate for MAWC of 8.9%"° based on his Vafue Line growth
rates and 8.3%"' based on his analysts’ growth rates. The midpoint of this adjusted

DCF return on equity for MAWC is 8.6%.

%(10.0% + 7.7%)/2 = 8.85%, rounded to 8.9%.
51(9.0% + 7.5%)/2 = 8.25%, rounded to 8.3%.
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VI.B. Dr. Morin’s CAPM Analysis

PLEASE DESCRIBE DR. MORIN’S TRADITIONAL CAPM ANALYSIS.
Dr. Morin developed a CAPM return estimate of 9.80% based on a group average

beta of 0.74, a risk-free rate of 4.4% and a market risk premium of 7.3%.°

WHAT ISSUES DO YOU TAKE WITH DR. MORIN'S CAPM ANALYSIS?

| have primarily two issues with Dr. Morin’s CAPM study. First, his risk-free rate of
4.4% significantly exceeds independent market participants’ outlooks for Treasury
bond vyields. Second, his market risk premium is in part developed from an

unreasonable market DCF study.

PLEASE DESCRIBE HOW DR. MORIN DEVELOPED HIS MARKET RISK

PREMIUM ESTIMATE.

Dr. Morin’s market risk premium estimate of 7.5% is based on the average DCF

- return estimate of the S&P 500 (11.9%) minus his risk-free rates of 4.4%. Second, he

relied on the market risk premium of 7.0% published by Ibbotson. Dr. Morin gave
equal weight to his DCF market risk premium estimate, and that published by

Ibbotson. This produces a market risk premium estimate of 7.3%.

DO YOU BELIEVE THAT DR. MORIN’'S MARKET RISK PREMIUM ESTIMATES
ARE REASONABLE?

| take issue with the risk premium based on Dr. Morin’'s DCF return on the market.
Dr. Morin’s DCF return on the market reflects a growth rate that is too high to -be a

reasonable estimate of long-term sustainable growth, and therefore produces a DCF

2Morin Direct Testimony at 43.
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return on the market which is not reliable. In his market DCF, Dr. Morin relied on a
growth rate of 10.0% (Schedule RAM-5). As described at length in my testimony
above, this growth rate is excessive and not sustainable in perpetuity as the constant
growth form of the DCF model requires. In fact, this growth estimate is more than

double a reasonable outiook for sustainable expected growth.

HOW DID DR. MORIN DEVELOP HIS RISK-FREE RATE ESTIMATE?

Dr. Morin developed his risk-free rate estimate using Globaf Insight, and Value Line.
He also considered the projections made by the CBO and Wall Street. At page 34 of
his testimony, he outlines projected Treasury bond yields from 2016 to 2019 reflecting
these sources. Based on these outlooks, Dr. Morin states that the average forecast |
over the period 2016 through 2619 was 4.4%. This reflects a uniform outiook of
around 4.3% for 2017, which reflects an increase from the 3.9% projection for 2016.
The higher estimates of 4.7% largely reflect projections for 2018 and 2018.
Dr. Morin's Treasury bond yield significantly exceeds the consensus projections he

provided in his testimony.

WHAT ISSUES DO YOU HAVE WITH DR. MORIN’S RISK-FREE RATE?
Dr. Morin used a projected risk-free rate of 4.4%, which is well in excess of the
consensus economists’ projected 30-year Treasury bond yield of 3.8% as published
in The Blue Chip Financial Forecasts.

Dr. Morin's 4.4% projected Treasury bond vyield exceeded consensus
economists’ ocutlooks by 60 basis points. Therefore, his CAPM return estimate is

overstated.,
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VI.C.

CAN DR. MORIN’'S TRADITIONAL CAPM ANALYSIS BE CORRECTED TO
PRODUCE MORE RELIABLE RESULTS?

Yes. Correcting Dr. Morin's traditional CAPM anaiysis by using an Ibbotson historical
market risk premium of 7.0%, an estimatéd beta of 0.74, and using a consensus
economists’ projected risk-free rate (30-year Treasury bond yield) of 3.8%, produces

a traditional CAPM cost estimate of approximately 9.0%.

Dr. Morin’s Empirical CAPM ("ECAPN’)

PLEASE DESCRIBE DR. MORIN'S ECAPM ANALYSIS.

The ECAPM analysis modifies the traditional CAPM equation by including a risk
premium weighted by the utility beta, and the overall market beta of 1.0. The original
ECAPM analysis was designed to use unadjusted regression betas. In Dr. Morin's
ECAPM analysis, he adds two weighted risk premiums to a risk-free rate. a 75%
weighted risk premium based on a 0.74 utility beta, and a 25% weighted risk premium
based on a beta equal to the overall market beta of 1.0. The theory of the ECAPM is
that a beta of less than 1.0 will increase toward the market beta of 1.0 over time,

which is necessary because the risk of securities will be increasing over time.

WHAT ISSUES DO YOU TAKE WITH DR. MORIN'S ECAPM ANALYSIS?

The ECAPM analysis should be rejected for several reasons. First, the praciical
resuit of Dr. Morin’s ECAPM is that the CAPM return is based on a beta estimate of
0.81,% instead of his actual Value Line utility beta of 0.74. The ECAPM analysis
significantly overstates a utility company-specific risk premium for use in a risk

premium analysis.

“Weighted at 75% utility proxy beta, plus the market beta of 1.0 weighted at 25%.
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Second, the ECAPM produces the same mathematical adjustments to the
result of a traditional CAPM return estimate as does the use of an adjusted Value
Line beta refative to an unadjusted raw beta. Theoretical constructs of the ECAFPM
are based on a raw beta or unadjusted betas. Using a raw beta, the ECAPM will
increase the CAPM return estimate when the raw betas are less than 1.0, and
decrease the CAPM return estimate when the raw betas are greater than 1.0.

Value Line’s adjusted beta creates the same impact on a CAPM return
estimate as the ECAPM. Value Ling’s adjusted betas are produced by giving 35%
weight to the market beta of 1.0 and 67% weight to the raw beta estimates. Value
Line’s beta adjustment when used in a traditional CAPM return estimate, wili increase
a CAPM return estimate when the beta is less than 1.0, and decrease the CAPM
return estimate when the beta is greater than 1.0. Therefore, an ECAPM with a raw
beta produces the same impact on the CAPM return estimate as does a traditional
CAPM using an adjusted beta estimate. Importantly, | am not aware of any research
that was subjected to peer review that supports Dr. Morin’s propbsed use of an
adjusted beta in an ECAPM study. Therefore, Dr. Morin’s proposal to use an
“adjusted” beta in an ECAPM is not based on sound academic principles, is not
supported by the academic community, and should be rejected.

Further, using an adjusted beta in an ECAPM analysis, as Dr. Morin proposes,
double-counts the increase in the CAPM return estimates for betas less than 1.0, and
correspondingly would decrease the CAPM return estimates for companies that have
betas greater than 1.0. Since utility companies have betas less than 1.0, Dr. Morin's
application of an ECAPM with adjusted beta estimates, overstates a CAPM return
estimate for a utility company.

For all these reasons, Dr. Morin’'s ECAPM analysis should be rejected.
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Vi.D.

IS THERE A WAY TO MODIFY DR. MORIN’S ECAPM ANALYSIS TO PRODUCE A
MORE REASONABLE ESTIMATE OF MAWC'S CURRENT COST OF EQUITY?

Yes. Adjusting Dr. Morin's use of the ECAPM analysis to reflect “raw” beta from
Value Line rather than Value Line’s adjusted beta wouid produce a more reasonable
ECAPM return estimate. Adjusting the proxy group’s reported Value Line beta of
0.74 to remove Value Line’s beta adjustment would reduce it to an unadjusted or raw
beta estimate of 0.58. Using a risk-free rate of 3.8% and market risk premium of
7.0% as discussed above produces an ECAPM estimate of 8.6%.** As this modified
ECAPM clearly shows, an ECAPM analysis produces approximately the same result
as a traditional CAPM return estimate if a raw beta is used in the ECAPM study, and

an adjusted beta is used in a traditional CAPM study.

Dr. Morin’s Historical Risk Premium

PLEASE DESCRIBE DR. MORIN'S HISTORICAL RISK PREMIUM.

Dr. Morin estimates the actual achieved return on electric utility stocks relative to that

of long-term Treasury bond securities over the period 1931 through 2G14. This

produced an achieved return on electric utility stocks above the achieved return on

Treasury bonds of 5.7%.%° |
Then he adds the estimated electric equity risk premium of 5.7% to his

projected yield on Treasury bonds of 4.4%, to arrive at a risk premium estimate of

10.1%.%°

5"38% +7.0% (75% x 0.58 + 25% x 1 00)-86%
Schedule RAM-6.
*Morin Direct Testimony at 48.
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VI.E.

WHAT ISSUE DO YOU TAKE WITH DR. MORIN’S RISK PREMIUM?

My main concern with Dr. Morin's analysis is his reliance on unrealistic and
overstated projected Treasury bond vields. As described above, Dr. Morin's Treasury
bond projection is substantially out of line with consensus economists’ outlooks that
are published by independent sources. | believe the consensus economists'
published Treasury bond projections are far more reascnable estimates of consensus

investor and market participants than are Dr. Morin’s subjective projections.

HOW WOULD THE RISK PREMIUM METHODOLOGY USED BY DR. MORIN
CHANGE IF IT IS UPDATED TO INCLUDE MORE REALISTIC TREASURY BOND

YIELDS?
Adding a more reasonable projected Treasury yield of 3.8% to his risk premium of

5.7% produces a cost estimate of 9.5%.

Dr. Morin’s Allowed Risk Premium

PLEASE DESCRIBE DR. MORIN’S ALLOWED RISK PREMIUM.

Dr. Morin measures the indicated risk premium of authorized electric returns over
Treasury bond yields over the period 1986 through 2014, The average indicated risk
premium that Dr. Morin calculates is 5.57%.5" Dr. Morin then performs a linear
regression analysis in an attempt to capture a simple inverse relationship between
interest rates and authorized electric return risk premiums. Dr. Morin then plugs in his

projected Treasury bond yields of 4.4% in the regression formula to calculate a

¥Schedule RAM-7.
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projected risk premium of 6.3%. Adding the risk premium estimate of 6.3% to his

projected 4.4% Treasury bond yield implies a cost of equity estimate of 10.7%.%

- WHAT ISSUES DO YOU HAVE WITH DR. MORIN'S ALLOWED RISK PREMIUM

ANALYSES?
My two main concerns with Dr. Morin's allowed risk premium analysis are his
continued reliance on unrealistic long-term Treasury bond yields and his use of a

simple inverse relationship to estimate a risk premium.

WHY IS DR. MORIN’S USE OF A SIMPLE INVERSE RELATIONSHIP BETWEEN
INTEREST RATES AND EQUITY RISK PREMIUMS NOT REASONABLE?
Dr. Morin's belief that there is a simplistic inverse relationship between equity risk
premiums and interest rates is not supported by academic research. While academic
studies have shown that, in the past, there has been an inverse relationship with
these variables, researchers have found that the relationship changes over time and
is influenced by changes in perception of the risk of bond investments relative to
equity investments, and not simply changes to interest rates.*

In the 1980s, equity risk premiums were inversely related to interest rates, but
that was likely attributable to the interest rate volatility that existed at that time.
Interest rate volatility currently is much lower than it was in the 1980s.%° As such,

when interest rates were more volatile, the relative perception of bond investment risk

Morin Direct Testimony at 51-52.
***The Market Risk Premium: Expectational Estimates Using Analysts’ Forecasts,” Robert S.

Harris and Felicia C. Marston, Journal of Applied Finance, Volume 11, No. 1, 2001 and “The Risk
Premium Approach fo Measuring a Utility's Cost of Equity,” Eugene F. Brigham, Dilip K. Shome, and
Steve R. Vinson, Financial Management, Spring 1985.

E"’Morningstar SBBI, 2015 Classic Yearbook at 86-87.
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increased relative to the investment risk of equities. This changing investment risk
perception caused changes in equity risk premiums.

In today’s marketplace, interest rate variability is not as extreme as it was
during the 1980s. Nevertheless, changes in the perceived risk of bond investments
relative to equity investments still drive changes in equity premiums. However, a
reiative investment risk differential cannot be measured simply by observing changes
to nominal interest rates. Changes in nominal interést rates are highly influenced by
changes 1o inflation outlooks, which also change equity return expectations. As such,
the relevant factor needed to explain changes in equity risk premiums is the relative
changes to the risk of equity versus debt securities investments, not simply changes
to interest rates.

Importantly, Dr. Morin’s analysis simply ignores investment risk differentials.
His projected-equity risk premium is based exclusively on changes in nominal interest
rates. This is a flawed methodology and does not produce accurate or reliable risk

premium estimates. His resuits should be rejected by the Commission.

CAN DR. MORIN’S RISK PREMIUM ANALYSES BASED ON PROJECTED YIELDS
BE MODIFIED TO PRODUCE MORE REASONABLE RESULTS?

Yes. Eliminating the reliance on a regression formula to estimate the equity risk
premium and relying on an updated consensus economists’ projection of Treasury

bond yield of 3.8% and Dr. Morin’s risk premium of 5.57% will result in a return on

‘equity risk premium cost estimate of 9.4%.
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Vi.F. Flotation Costs

Q

DID DR. MORIN [INCLUDE A FLOTATION COST ADJUSTMENT IN HIS
RECOMMENDED RETURN FOR MAWC?

Yes. Dr, Morin asserts that it is appropriate to include a flotation cost adjustment to
historical equity issues regardless if the utility is planning on issuing additional shares
of stock, or not, to support his positicn. Hence, he grows his proxy group’s average
dividend yield by a flotation cost of 5%. This produces a flotation-adjusted cost of
equity return of approximately 20-30 basis points higher. This flotation cost
adjustment is intended to recover the actual cost a utility incurs by issuing additional

stock to the pubiic.

WHY IS DR. MORIN’S FLOTATION COST ADJUSTMENT FLAWED?

Dr. Morin's flotation cost adjustment is not based on the recovery of prudent and
reasonable flotation expenses for MAWC. Rather, as discussed at pages 53-58 of
Dr. Morin's direct testimony, he derives a flotation cost adjustment based on generic
cost information. Because he does not show that his adjustment is based on
MAWC’s actual and verifiable flotation expenses, there are no means of verifying
whether Dr. Morin's proposal is 'reasdnable or appropriate. Stated differently,
Dr. Morin’s flotation cost adder is not based on known and measurable MAWC costs.
Therefore, the Commission shouid reject Dr. Morin's proposed flotation expense

return on equity adder.
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DO YOU HAVE ANY OTHER ISSUES WITH DR. MORIN'S RECOMMENDED
RETURN RANGE?

Yes. Dr. Morin's proposal to set the return on equity for MAWC at the upper end of
his range will place an unreasonable burden on the ratepayers and should be
rejected. As discussed below, MAWC’s relative risk is comparable to the risk of the

utility companies included in his proxy group.

WHY DO YOU BELIEVE THAT MAWC FACES RISKS THAT ARE COMPARABLE
TO THE RISKS FACED BY DR. MORIN'S PROXY GROUP COMPANEES?

The relative risks discussed on pages 60-62 of Dr. Morin's testimony are already
incorporated in the credit ratings of the proxy group companies. As described above
in regard to my proxy grroups, the average credit rating of Dr. Morin's and my water
proxy group is almost identical to the credit rating of MAWC. S&P and other credit
rating agencies go through great detail in assessing a utility’s business risk and
financial risk in order to evaluate their assessment of its total investment risk.
Therefore, this totai risk investment assessment of MAWC, in comparison to a proxy
group, is fully absorbed into the market’s percéption of MAWC's risk and the proxy

group fully captures the investment risk of MAWC.,

HOW DOES S&P ASSIGN CORPORATE CREDIT RATINGS FOR REGULATED
UTILITIES?

In assigning corporate credit ratings the credit rating agency considers both business
and financial risks. Business risks among others include a company's size and

competitive position, generation portfolio, as well as a consideration of the regufatory
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environment, current state of the industry and the economy as whoie, Specifically,

S&P states:

To determine the assessment for a corporate issuer's business risk profile, the
criteria  combine our assessments of industry risk, country risk, and
competitive position. Cash flowfleverage analysis determines a company's
financial risk profile assessment. The analysis then combines the corporate
issuer's business risk profile assessment and its financial risk profile
assessment to determine its anchor. In geperal, the analysis weighs the
business risk profile more heavily for investment-grade anchors, while the
financial risk profile carries more weight for speculative-grade anchors.®’'

Therefore, Dr. Morin's recommendation to allow MAWC a return on equity at

the upper end of his range should be rejected.

Q DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes.

¥ Standard & Poor's RatingsDirect: *Criteria/Corporates/General: Corporate Methodology,”
November 19, 2013.
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Qualifications of Michael P. Gorman

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
Micharel P. Gorman. My business address is 16690 Swingley Ridge Road, Suite 140,

Chesterfield, MO 63017,

PLEASE STATE YOUR OCCUPATION.
| am a consultant in the field of public utiiity regulation and a Managing Principal with

Brubaker & Associates, Inc. {"BAI"), energy, economic and regulatory consuitants.

PLEASE SUMMARIZE YOUR EDUCATIONAL BACKGROUND AND WORK
EXPERIENCE.

In 1983 | received a Bachelors of Science Degree in Electrical Engineering from
Southern lllinois University, and in 1986, | received a Masters Degree in Business
Administration with a concentration in Finance from the University of llincis at
Springfield. | have also completed several graduate level economics courses. -

In August of 1983, | accepted an analyst position with the lliinois Commerqe
Commission (*ICC"}. In this position, | performed a variety of analyses for both formai
and informal investigations before the ICC, including: marginal cost of energy, central
dispatch, avoided cost of energy, annual system production costs, and working
capital. In October of 1986, | was promoted to the position of Senior Analyst. [n this
position, | assumed the additional responsibilities of technical leader on projects, and
my areas of responsibility were expanded to include utility financial modeling and

financial analyses.
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In 1987, | was promoted to Director of the Financial Analysis Department. In
this position, | was responsible for all financial analyses conducted by the Staff.
Among other things, | conducted analyses and sponsored testimony before the ICC
on rate of return, financial integrity, financial modeling and related issues. | also
supervised the development of all Staff analyses and testimony on these same
issues. In addition, | supervised the Staff's review and recommendations to the
Commission concerning utility plans to issue debt and equity securities.

in August of 1989, | accepted a position with Merrill-Lynch as a financial
consultant. After receiving all required securities licenses, | worked with individual
investors and small businesses in evaluating and selecting investments suitable to
their requirements.

In September of 1990, | accepted a position with Drazen-Brubaker &
Associates, Inc. (‘“DBA"). In April 1995, the firm of Brubaker & Associates, Inc. was
formed. It includes most of the former DBA principais and Staff. Since 1990, | have

performed various analyses and sponsored testimony on cost of capital, cost/benefits

~ of utility mergers and acquisitions, utility reorganizations, level of operating expenses

and rate base, cost of service studies, and analyses relating to industriai jobs and
economic deveiopment. 1 also participated in a study used to revise the financial
policy for the municipal utility in Kansas City, Kansas.

At BAI, | also have extensive experience working with large energy users to
distribute and crftically evaluate responses to requests for proposals (“RFPs”} for
electric, steam, and gas energy supply from competitive energy suppliers. These
analyses include the evaluation of gas supply and delivery charges, cogeneration
andf/or combined cycle unit feasibility studies, and the evaluation of third-party
assel/supply management agreements. | have participated in rate cases on rate
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design and class cost of service for electric, natural gas, water and wastewater
utilities. 1 have also analyzed commodity pricing indices and forward pricing methods
for third party supply agreements, and have also conducted regional electric market
price forecasts.

| In addition to our main office in St. Louis, the firm alse has branch offices in

Phoenix, Arizona and Corpus Christi, Texas.

HAVE YOU EVER TESTIFIED BEFORE A REGULATORY BODY?
Yes. | have sponsored testimony on cost of capital, revenue requirements, cost of
service and other issues before the Federal Energy Regulatory Commission and

numerous state regulatory commissions inciuding: Arkansas, Arizona, California,

'Colorado, Delaware, Florida, Georgia, ldaho, lllinois, Indiana, lowa, Kansas,

Louisiana, Michigan, Mississippi, Missouri, Montana, New Jersey, New Mexico, New
York, North Carclina, Ohio, Oklahoma, Oregon, South Carolina, Tennessee, Texas,
Utah, Vermont, Virginia, Washington, West Virginia, Wisconsin, Wyoming, and before
the provincial regulatory boards in Alberta and Nova Scotia, Canada. 1 have also
sponsored testimony before the Board of Public Utilities in Kansas City, Kansas,;
presented rate setting position repbrts to the reguiatory board of the municipal utility
in Austin, Texas, and Salt River Project, Arizona, on behalf of industrial customers;
and negotiated rate disputes for industrial customers of the Municipal Electric

Authority of Georgia in the LaGrange, Georgia district.
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Q PLEASE DESCRIBE ANY PROFESSIONAL REGISTRATIONS OR
ORGANIZATIONS TO WHICH YOU BELONG.

A | earned the designation of Chartered Financial Analyst {(“CFA") from the CFA
Institute. The CFA charter was awarded after successfully completing three
examinations which covered the subject areas of financial accounting, economics,
fixed income and equity valuation and professional and ethical conduct. | am a

member of the CFA Institute’s Financial Analyst Society.

Wooc\Shares\ProlavDocs\SOMI 0138\ Testimeny -BAIZ90503.docx
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Missouri-American Water Company

Description

Long-Term Debt*
Preferred Stock
Comman Equity**

Total

Source:

$
$
$
$

Rate of Return
(January 31, 2016)

Schedule SWR-1, Page 1 of 4.

* Page 2.
** Page 3.

Amount Weight Cost
M 2 (3
498,608,750  49.28% 5.42%
1,227,850  0.12% 9.46%
511,870,981  50.58% 9.00%
1,014,707,681  100.00%

Weighted
Cost

4
267%
0.01%
4.55%
7.24%

Schedule MPG-1
Page 10f3
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Missouri-American Water Company

Common Equity

Balance Equity Net Dividend Balance
Line Description @ 1213114 Infusion income Paid @ 131116
(1 (2) (3 ) (5
1  Common Stock $95,994,075 - - $95,994,075
2 Paid-in Capital* 196,529,823 | $12,000,000 - - 208,529,923
3 Retained Earnings 192,797,508 - $50,432,287  ($35,882,812) 207,346,984
4  Total Common Equity $485,321,506 $12,000,000 $50,432,287  ($35,882,812) |$51 1,870,981 |

Source:

Schedule SWR-1, Page 4 of 4.
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Missouri-American Water Company

Proxy Group

Water Utilities

Credit Ratings’

Common Equity Ratlos

Company S&P Moody's Aus' Value Line®

(1) (2) (3) (4)
American States Water A+ A2 59.4% 60.9%
American Water Works A+ A3 44.4% 47 4%
Aqua America AA- N/A 49.5% 51.5%
California Water AA- N/A 53.1% 59.9%
Conneclicut Water Service A N/A 54.1% 54.1%
Middlesex Water A N/A 55.3% 58.8%
SJW Corperation A N/A 47 4% 48.4%
York Water Company (The) A- N/A 55.8% 58.2%
Average A+ A2 52.4% 54.5%
Missouri-American Water Company - A+® A3® 50.6%*

Sources:
1 AUS Monthiy Utility Reports, November 2015.

2 The Value Line Investment Survey, QOctober 16, 2015,

® Ratings for American Water Works Company.
* Schedule MPG-1.
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Missouri-American Water Company

Proxy Group

Company

Atmos Energy Corporation

Laclede Group, Inc. (The)

New Jersey Resources Corporaticn
NiSource Inc,

Northwest Natural Gas Company

Piedmont Natural Gas Company, Inc.

South Jersey Industries, Inc.
Southwest Gas Corporation
UG! Corporation

WGL Holdings, Inc.

Average

Missouri-American Water Company

Sources:

Gas Utilities

Credit Ratings'

Common Equity Ratios

S&P Moody's Aus! Value Ling?
(1 (2) (3 (4)
A- A2 54.5% 55.7%
A+ A3 44.2% 44.9%
A+ Aa2 56.0% 61.8%

BBB- Baa1 38.4% 431%
AA- At 48.9% 55.2%
A A2 43.9% 47.9%
A A2 42.5% 52.0%
A- A3 50.2% 47.6%
N/A A2 36.6% 43.6%
A+ A1 51.8% 63.8%
A A2 46.7% 51.6%
A+ A3 50.6%*

t AUS Monthly Utifity Reports, November 2015,
2 The Value Line Investment Survey , September 4, 2015,

® Ratings for American Water Works Company.

4 Schedule MPG-1.

Schedule MPG-2
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Missouri-American Water Company

Company

ot
=
]

American States Water
American Water Works
Aqua America

California Water
Connecticut Waler Service
Middlesex Water

SJW Corporation

York Water Company {The}

QD bW N -

<] Average

Sources:

Consensus Analysts' Growth Rates

Water Utilities

1 Zacks, hitp:/Avwav.zacks.com/, downloaded on Novemnber 20, 2015,

2 Yahoo! Finance, http:/ffinance yahco.com/, downloaded on November 20, 2015.

¥ Reuters, http:/Awww.reuters.com/, downloaded on November 20, 2015,

Yahoo! Finance Reufers Average of
Estimated  Number of Estimated  MNumber of Estimated Number of Growth
Growth %' Estimates Growth %’ Estimates  Growth %’ Estimates Rates
(1) (2) 3 4 (5) (6) 7
5.00% N/A 4.00% NIA 4.00% 1 4.33%
7.20% NIA 7.34% N/A 7.30% 4 7.28%
6.00% NiA 5.55% N/A 5.50% 2 5.68%
5.00% NIA 5.00% NIA 5.00% 1 5.00%
5.00% N/A 5.00% N/A 5.00% ] 5.00%
5.70% NIA 2.70% NIA NIA NIA 4.20%
NIA NIA 14.00% NIA NIA NiA 14.00%
N/A NIA 4.90% NIA N/A NIA 4.90%
5.66% N/A 6.06% NIA 5.36% 2 6.30%

Schedule MPG-3
Page 1of 2
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Missouri-American Water Company

Consensus Analysts' Growth Rates
Gas Utilities

Zacks Yahoo Finance Reuters Average of
Estimated Number of Estimated Number of Estimated Number of Growth
Company Growth %' Estimates  Growth %’ Estimates Growth % Eslimates Rales
(1) 2) 3) ) ) (6} )
Atrmos Energy Corporation 7.00% N/A 7.00% N/A 7.00% 1 7.00%
Laciede Group, Inc. (The} 4.80% N/A 4.44% N/A 4.44% 4 4.56%
New Jersey Resources Corporation 6.00% N/A 6.00% N/A 6.00% 1 6.00%
NiSource Inc. -0.80% N/A -2.27% N/A -2.27% 3 N/A
Northwest Natural Gas Company 4.00% N/A 4.00% N/A NIA N/A 4.00%
Piedment Natural Gas Company, Inc. 5.00% NIA 5.00% N/A B.00% 1 5.33%
South Jersey Industries, lnc. NiA N/A 6.00% NiA N/A NfA 6.00%
Southwest Gas Corporation 5.00% N/A 4.00% N/A N/A NIA 4.50%
UGH Corporation 7.70% NA 8.00% N/A 8.00% 2 7.90%
WGL Holdings, Inc. 6.50% N/A 7.00% NIA ©7.00% 1 6.83%
Average 5.75% N/A 5.72% N/A 6.41% 2 5.79%

Sources:
¥ Zacks, hitp:fivvww.zacks.comv, downloaded on November 20, 2015,
2 Yanool Finance, hitp:ifinznca.yahco.com/, downioaded on November 20, 2045,
3 Reuters, http:/fwvevw.reuters.comv, downloaded on November 20, 2015

Schedule MPG-3
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Missouri-American Water Company

Constant Growth DCF Model
(Consensus Analysts' Growth Rates)

Water Utilities

13-Week AVG Analysts’

Company Stock Price’ Growth®
)] (2)
American States Water $40.03 4.33%
American Water Works $55.07 7.28%
Aqua America $26.99 5.68%
California Water $21.81 5.00%
Connecticut Water Service $40.03 5.00%
Middlesex Water $24.26 4.20%
SJW Corporation $30.26 14.00%
Yark Water Company (The) $22.23 4.90%
Average $32.58 6.30%
Median
Sources:

' Nasdaq.com, Downloaded November 23, 2015.

2 Schedule MPG-3, page 1.
3 The Value Line Investment Survey, October 16, 2015.

Annualized
Dividend®
{3)

$0.90
$1.36
$0.71
$0.67
$1.07
" $0.77
%0.78
$0.60

$0.86

Adjusted
Yield
(4)

2.34%
2.65%
2.79%
3.23%
2.81%
3.31%
2.94%
2.82%

2.86%

Constant
Growth DCF
(5)

6.67%
9.93%
8.47%
8.23%
7.81%
7.51%
16.94%
7.72%

9.16%
8.02%

Schedule MPG4
Page 1 of 2



|
=
]

I -

W2~ 3t bW =

-
(=]

T —
MY =

Missouri-American Water Company

Constant Growth DCF Model
{Consensus Analysts' Growth Rates)

Company

Atmos Energy Corporation

Laclede Group, Inc. (The)

New Jersey Resources Corporation
NiSource Ine.

Northwest Natural Gas Company

Piedmont Natural Gas Company, lnc.

South Jersey Industries, Inc.
Southwest Gas Corporation
UGI Corporation

WGL Holdings, Inc.

Average
Median

Sources:

Gas Utilities

13-Week AVG Analysts’
Stock Price’ Growth?
(1 (2}
$58.25 7.00%
$55.01 4.56%
$29.54 6.00%
$18.28 NIA
$45.71 4,00%
$44.97 533%
32479 6.00%
$57.48 4.50%
$34.77 7.90%
$57.68 6.83%
$42.65 5.79%

' Nasdagq.com, Downloaded November 23, 2015.

2 Schedule MPG-3, page 2.

3 The Value Line Investment Survey, September 4, 2015.

Annualized
Dividend®
(3

$1.66
$1.84
$0.92
$0.62
$1.86
$1.32
$1.00
$1.62
50.92
$1.85

$1.35

Adjusted Constant
Yield Growth DCF
4 {5)
2.87% 9.87%
3.50% 8.06%
3.30% 9.30%
N/A N/A
4.23% 8.23%
3.09% 8.43%
4.29% 10.29%
2.95% 7.45%
2.85% 10.75%
3.43% 10.26%
3.29% 9.18%
9.30%

Schedule MPG-4
Page 2 0of 2
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Missouri-American Water Company

Payout Ratios

Water Utilities

Dividends Per Share Earnings Per Share Payout Ratio -
2014 Projected 2014 Projected 2014 Projected

(1) {2) (3 4) {5) (6)
American States Water $0.83 $1.15 $1.67 $2.15 52.87% 53.49%
American Water Works $1.24 $1.75 $2.39 $3.25 50.63% 53.85%
Agua America $0.63 $1.00 $1.20 $1.85 52.50% 54.05%
California Water $0.65 $0.97 $1.19 $1.55 54 62% 62.58%
Connecticut Water Service $1.01 $1.30 $1.92 $2.25 52.60% 57.78%
Middlesex Water $0.76 $0.85 $1.13 $1.35 67.26% 62.96%
SJW Corporation $0.75 $1.05 $2.54 $1.75 29.53% 606.00%
York Water Company (The)} $0.57 $0.80 $0.89 $1.15 64.04% 69.57%
Average $0.80 $1.11 $1.60 $1.91 53.01% 59.28%

Source:

The Value Line Investment Survey, Octaber 16, 2015.

Schedule MPG-5
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Missouri-American Water Company

Atmos Energy Corporation

Laclede Greup, Inc. (The)

New Jersey Resources Corporation
NiSource Inc.

MNorthwest Natural Gas Company

Piedmont Natural Gas Company, Inc.

South Jersey Industries, Inc.
Southwest Gas Corporation
UGI Corporation

WGL Holdings, Inc.

Average

Source:

Payout Ratios

Gas Utilities

Dividends Per Share

Earnings Per Share

Payout Ratio

2014 Projected 2014 " Projected 2014 Projected
N (2) (3} (4) {8) (6)
§1.48 $1.90 $2.96 $3.80 50.00% 50.00%
$1.76 $2.20 $2.35 $4.20 74.89% 52.38%
$0.86 $0.98 3210 $2.00 40.95% 48.00%
$1.02 $0.80 $1.67 $1.40 61.08% 57.14%
$1.85 $2.10 $2.16 $3.30 85.65% 63.64%
$1.27 $1.47 $1.84 $2.10 69.02% 70.00%
$0.96 $1.35 $1.57 $2.35 61.15% 57.45%
51.46 $2.10 $3.01 $4.50 48.50% 46.67%
$0.79 $1.01 $1.92 $2.65 41.15% 38.11%
$1.72 $1.99 52,68 $3.55 64.18% 56.06%
$1.32 $1.59 $2.23 $2.99 59.66% 54.04%

The Value Line Investment Survey, September 4, 2015.

Schedule MPG-5
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Missouri-American Water Company

Sustainable Growth Rate

Water Utilities
310 § Year Projections Sustainable
pDividends  Eamings BookValue BookValue Adjustment  Adjusted Payout Retention Internal Growth
PerShare PerShare PerShare Growth ROE Factor ROE Ratio Rate Growth Rate Rate
(1 {2 ) 4) (6} 6) [t {8) 2 {10} {11

American States Water $1.15 32,15 314.85 2.32% 14.48% 1.01 14.64% 53.49% 46.51% 6.81% 6.81%
American Water Works $1.75 $3.25 §38.75 6.06% 8.84% 1.03 9.10% 53.85% 46.15% 4.20% 4.72%
Agqua America §1.00 $1.85 $11.75 4.86% 15.74% 1.02 16.12% 54.05% 45.95% 7.41% 741%
Califomia Waler $0.97 $1.55 $16.00 4.06% 9.89% 1.02 9.88% 62.58% 37.42% 3.70% 4.19%
Connecticut Water Service $1.30 3225 §23.35 4.40% 4.64% i.02 9.84% 57.78% 42.22% 4.16% 5.59%
Middlasex Water 5086 $1.35 $14.30 3.16% 9.44% 1.02 9.59% 62.96% 37T.04% 3.56% 4.42%
SJW Corporaticn $1.05 $1.75 $22.60 4.95% 7.74% 1.02 7.93% 60.00% 40.00% 3.17% 466%
York Water Company {The} 50,80 $1.15 $9.50 3.11% 12.11% 1.02 12.29% 6§9.57% 30.43% 3.74% 3.74%
Average $1.11 $1.91 $18.64 4.11% 10.96% 1.02 1147% 59.28% 40.72% 4.58% 5.19%

Seurces ard Notes:

Cols. (1), (2) and (3):  The Value Line Investment Survey , October 16, 2015,
Col. (4): [ Col (3)/ Page 2 Cot. (2) A {1i6) - 1.

Col. {5): Col. (2) f Col. (3).

Col. (8):[2* (T + Col. (4))1/(2 + Col. (4)).

Col. (7): Col. (6} * Col (5).

Col, (8): Col. (1)/Col. (2).

Col. {8) 5 - Col. (8).

Col. {(10); Cet. (8) * Col. (7).

Col. (11): Col. (10) + Pags 2 Col. (8).

Schedule MPG-6
Page 1 of 4



Missouri-American Water Company

Susfainable Growth Rate

Water Utilities
13-Week 2014 Market Common Shares
Average Book Value to Book Outstanding {in Mi!llons)’
Line Company Stock Price’  Per Share’ Ratie 2013 3-5 Years Growth - § Facter®
(N {2) 3) 4} (6) {8} {7

1 American States Water £40.03 51324 3.02 w29 37.00 0.57% -1.72%
2 American Water Works $55.07 $27.39 20 179.46 185,00 0.51% 1.02%
3 Agua America $26.99 $9.27 291 178.59 170.00 -0.82% -2.38%
4 California Water $21.81 $15.11 1.66 47.81 50.00 0.75% 1.25%
5 Connecticut Water Senvice $40.03 $18.83 213 11,12 12.00 1.28% 21%%
6 Middlasex Water $2426 $12.24 1.68 16.12 17.00 0.68% 1.76%
7 SJW Corporation $30.28 S17.75 1.70 2028 23.00 21415 3.80%
8 York Water Company (The) 52223 $8.15 273 12.63 1200 AA1% -3.02%
9 Average $32.58 $15.00 227 63.06 63.25 1.1% 2.07%

Sources and Netes:

! Nasdaq.com, Downloaded November 23, 2015

! The Value Line lnvestment Survey, October 18, 2015.

* Expected Growth In the Nuenter of Shares, Cotumn (3) * Column (6).
* Expected Profit of Steck Investment, [ 1- 17 Column (3) ]

¥ factor
8

65.92%
§0.27%
65.65%
38.88%
52.96%
49.54%
41.34%
63.33%

63.74%

-1.15%
0.51%
-1.56%
¢.50%
1.44%
0.87%
1.49%
-1.81%

0.96%

Schedule MPG-6
Page 2 of 4
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Atmios Energy Corperation

Lacleda Group, Inc. (The)

New Jersey Resources Corporation
HiSource nc.

Northest Natural Gas Company
Piedmont Natural Gas Company, Inc.
Seuth Jersey Industries, ng.
Southaest Gas Corporation

UGH Corporation

WL Holdings, Inc.

Average

Sources and Notes:

Missouri-American Water Company

Sustainable Growth Rate
Gas Utilities

Cols. {1}, (2} and (3)  The Velue Line lrvestment Survey, September 4, 2015,
Col. {4): { Col. (3} / Page 2 Col. {2} ] (1/5) - 1.

Cot. (5): Col. (2) / Cal. (3).

Col. (8):[27 {1+ Col. (4)) 1/ (2+ Cel. (4)).

Col. (73: Col. {6) * Cai. (5).

Col. (8): Col. {1}/ Cot. {2).

Col. {9): 1- Col. (8).

Col. {10): Cot. {9) * Col. (7).

Col. (11%: Col {10) + Paga 2 Cal. ().

3 to 5 Year Projeclions Sustainable
Dividends Eamings Book Value Book Value Adjustment  Adjusted Payout Retention tnternal Growth
PerShare PerShare PerShare Growth ROE Factor ROE Ratio Rats Growth Rate Rate
M 2) 3 4 8 6 1G] (8 (9 (10} {11)
5$4.90 53.80 3885 3.56% 10.37% 1.02 10.55% 50.00% 50.00% 528% 7.88%
§220 %420 $48.10 661% 8.73% 1.03 9.01% 52.38% 47 62% 429% 4.69%
$0.98 $2.00 31625 7.22% 12.31% 1.03 12.74% 49.00% 51.00% 5.50% 6.74%
30.80 $1.40 $24.50 497% 562% 1.02 5.76% 57.14% 42 86% 2.47% 2 47%
5210 $3.30 $33.85 3.78% 9.75% 1.02 9.03% 63.64% 36.36% 361% 3.88%
$1.47 $2.10 $2030 3.66% 10.34% 1.02 10.54% 70.00% 30.00% 3.16% 391%
$135 $235 $18.40 §.15% 1277% 1.03 13.15% 57.45% 42.55% 560% 7.06%
$2.10 $4.50 $39.40 4268% 11.42% 1.62 11.86% 46.67% 53.33% B.2%% T12%
51.0% 3266 $2285 823% 11.60% 1.04 12.08% BUS 61.89% 7.48% 8.33%
$1.89 $3.55 $20.80 4.35% 11.91% 1.02 12.17% 56.06% 43.845% 535% 535%
$1.59 $2.99 $29.05 5.30% 10.48% 1.03 10.76% 54.04% 45.96% 4.90% 5.81%
Schedule MPG-6
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Missouri-American Water Company

Sustainable Growth Rate

Gas Utilities
13-Week 2014 Market Common Shares
Average  BookValue  toBook Outstanding {in Milllons}’
Company Stock Price’  Per Share? Ratio 2043 3.5Years  Growth §Factor’ ¥ Factor sV
4] e} {3 4 (5} ® n (8) (2
Atmos Energy Corporation $5825 $30.74 1.89 100.39 120.00 3.02% 5.72% 47.23% 270%
Laciede Growp, Inc. (The) $65.01 $34.93 1.57 43.18 4500 0.69% 1.99% B51% 0.40%
New Jersey Resources Corporation $29.54 51147 258 8420 85.00 0.16% 0.41% 61.18% 0.25%
NiSouwrce [nc. 51828 $19.64 0.94 316.04 32500 0.47% 0.44% -6.8%% -0.03%
Nortirwest Naturaf Gas Company 845.71 $28.12 183 2728 28.00 0.44% 0.71% 38.48% 0.27%
Piegmont Natural Gas Company, inc. $44.97 $16.80 268 .88 80.00 0.45% 1.20% 62.64% 0.76%
South Jersey industies, Inc. $24.79 $13.65 1.82 68.33 7B8.00 1.79% 325% 44.94% 1.48%
Soutiraest Gas Corporation $57.48 $31.85 1.80 458.52 5200 1.87% 3.37% 44.42% 1.50%
UGI Corporaton S34.TT $15.39 236 17273 180.00 0.69% 1.56% 55.74% 087%
WGL Heldings, Inc. 457 68 $24.08 2.40 51.76 50,00 0.57% -1.38% 58.25% -0.80%
Average $42.65 $22.67 1.96 83483 104.10 1.06% 1.97% 49,93% . 1.02%

Sources and Notes:

1 Nasdaq.com, Doantoaded November 23, 2015,

2 The Yalue Line Invesiment Sunvey, Seplerber 42015,

3 Expected Groath in the Number of Shares, Column (3) * Column {6).
* Expected Profi of Stock Investment, [ 1- 1/ Column (3) |

Schedule MPG-8
Page 4 of 4



Missouri-American Water Company

Constant Growth DCF Model
{Sustainable Growth Rate)
Water Utilities

13-Week AVG Sustainable  Annualized Adjusted Constant

—

Line Company Stock Price’ Growth? Dividend® Yield Growth DCF
{1) {2) (3) (4) (5)
1 American States Water $40.03 6.81% $0.90 2.38% 9.20%
2 American Water Works $55.07 4.72% $1.36 2.58% 7.30%
3 Aqua America $26.99 7.41% $0.71 2.83% 10.24%
4 California Water $21.81 4.19% $0.67 3.20% 7.40%
5 Connecticut Water Service $40.03 5.59% $1.07 2.82% 8.42%
6 Middlesex Water $24.26 4.42% $0.77 3.32% 7.74%
7 SJW Corporation $30.26 4.66% $0.78 2.70% 7.36%
8 York Water Company (The) $22.23 3.74% $0.60 2.79% 6.53%
] Average $32.58 5.19% $0.86 2.83% 8.02%
10 Median 7.57%

Sources:

' Nasdaq.com, Downloaded November 23, 2015.

% Schedule MPG-8, page 1.

* The Value Line Investment Survey, October 16, 2015.

Schedule MPG-7
Page 1 of 2
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Missouri-American Water Company

Constant Growth DCF Model

Company

Almos Energy Corporation

Laclede Group, Inc. (The)

New Jersey Resources Corporation
NiSource Inc.

Morthwest Naturat Gas Company

Piedmont Natural Gas Company, Inc.

South Jersey Industries, Inc.
Southwest.Gas Corporation
UGI Corporation

WGL Holdings, Inc.

Average
- Median

Sources:

(Sustainable Growth Rate)

Gas Utilities
13-Week AVG Sustainahle
Stock Price! Growth®
(1) (2)
$58.25 7.98%
$55.01 4.69%
$29.54 6.74%
£18.28 2.47%
$45.71 3.88%
$44.97 3.91%
$24.79 7.06%
$57.48 7.72%
$34.77 8.33%
$57.68 5.35%
$42.65 5.81%

' Nasdag.com, Downloaded November 23, 2015.

2 Schedule MPG-8, page 3.

® The Value Line Investment Survey , September 4, 2015.

Annualized
Dividend®

(3)

$1.56
$1.84
$0.92
$0.62
$1.86
$1.32
$1.00
$1.82
$0.92
$1.85

$1.35

Adjasted
Yield
(4)

2.89%
3.50%
3.32%
3.48%
4.23%
3.05%
4.34%
3.04%
2.87%
3.38%

3.41%

Constant
Growth DCF
(%)

10.87%
8.19%
10.07%
5.94%
8.11%
6.96%
11.39%
10.75%
11.20%
8.73%

9.22%
9.40%

Schedule MPG-7
Page 2 of 2
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Cemgpany

American Siales Waler
Amencan \Water Works
Aqua America

Caffornia \Water
Connecticut Walter Service
Middlesex Waler

SJW Cosporation

Yor« Water Company (The)

Averzge
Median

Sources:

13 Veek AVG
Stock Price’
1§}]

340.03
$55.07
$26.99
$21.81
$40.023
$24.26
$30.26
$2223

$32.58

' Nasdaq.com, Downloaded November 23, 2018,
2 The Valus Line Invesiment Sunvey, October 16, 2015,

* Sehedula MPG-4, page 1,

Missouri-American Water Company

Annuatized
Dividend®
{2}

$0.20
$136
5074
5067
§1.07
50.77
$0.78
$0.80

5088

* Blue Chip Economic Indicators, October 10, 2015 at 14,

Muiti-Stage Growth DCF Model
Water Utilities
First Stage Second Stage Growth
Growtn® Year§ Year 7 Year 8 Yeard Year 10
3 4 1] {8) 7 [}

4.33% 4.34% 4.26% #.37% 4.38% 4.39%
728% 8.80% 8.32% 5.84% 5.36% 4.88%
568% 547% 5.26% 5.04% 4.83% 4B1%
5.00% 4.90% 4.80% 4.70% 4.60% 4.50%
5.00% 4.90% 4.80% 470% 4605 4.50%
4207 4.23% 4.27% 4.30% 433% 437%
14.00% 12.40% 10.80% 2.20% 7.60% 5.00%
4.90% 4.82% 4.73% 4.65% 4.57% 448%
6.30% 5.88% 5.67% 5.35% T 5.03% 4755

Third Stage
Growth?
(9}

4.40%
4.40%
4.45%
4.40%
A4 40%
4.40%
4.40%
4.40%

4.40%

Muiti-Stage
Growih DCF
{10}

6.70%
7.50%
7.38%
7.13%
72¢%
1.66%
923%
729%

7.60%
T.44%

Schedule MPG-8

Page 1 of 2
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Company

Atmos Energy Corporation

Ladlede Group, Inc. (The)

New Jersey Resources Corporaton
NiSourcs 1ac.

Northwest Natural Gas Company
Piedmont Nalural Gas Company, Inc.
South lersey Industies, Inc,
Southreeest Gas Corperation

UGl Corporaton

WGL Holdings, Inc.

Average
Median

Sources:

13-Week AVG
Stock Price’
{f

$58.25
$55.01
$29.54
$18.28
$45.71
$44.97
$24.79
§57.48
$34.77
$57.68

$42.85

1 Nasdag.com, Doanloaded November 23, 2015,
2 Tha Value Line fnvesiment Suney, Seplember 4, 2015,

3 Schedule MPG-4, page 2.

* Blue Chip Evomanic Indcators, Oclober 10, 2015 at 14,

Missouri-American Water Company

Annuatized
Dividend®
2

§1.56
.84
$0.92
$0.62
3186
3132
$1.00
$1.62
§0.92
$1.85

$1.35

Multi-Stage Growth DCF Mode!

Gas Utilities

- First Stage
Growth®
3

7.00%
4.56%
£.00%
NA
4.00%
533%
8.00%
4.50%
7.90%
5.83%

5.7%%

Second Stage Growth

Year6 Year? Year 8 Yearg Year 10

(4} {5 {5} [t} @
6.57% 6.13% 570% 5274 4.83%
4.53% 4.51% 4.48% 4.45% 4.43%
573% 547% 520% 4.93% 467%

N/A HIA NIA NA NIA
4.07% 4.13% 420% 4.27% 433%
5.18% 5.02% 4874 4.71% 4.56%
573% 5.47% 5.20% 4.93% 4.E7%
4.48% 4.47% 4.45% 4.43% 4.42%
7.32% 6.73% 6.15% 5574 4.08%
8.43% 6.02% 5862% 521% 4.81%
5.56% 5.33% 5.10% 4.86% 4.63%

Third Stage  Bulti-Stage
Growth*  Growth DCE
9 [RL)}
4.40% 7.70%
4,40% 7.92%
4.40% 8.00%
4.40% /A
4.40% 8.54%
4.40% 7.85%
4.40% 9.07%
4.40% 7.35%
4.40% 7.85%
4.40% B8.31%
4.40% B.O4Y%
7.92%
Schedule MPG-8

Page 2 of 2



Missouri-American Water Company

Common Stock Market/Book Ratio
2.500
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*through Sep 2015

Source;
AUS Litility Reports, various dates,

Exhibit MPG-9



Missouri-American Water Company

Equity Risk Premium - Treasury Bond

Authorized 3 yr. indicated Rolling Roiling
Gas Treasury Risk §-Year 10 - Year
Line Year Returns' Bond Yield’ Premium Average Average
1 2} (3) {4) - {5}
1 1986 13.46% 7.80% 5.66%
2 1987 12.74% 8.58% 4.16%
3 1988 12.85% 8.96% 3.80%
4 1989 12.88% 8.45% 4.43%
5 1990 12.67% 8.61% 4.06% 4.44%
6 1991 12.46% 8.14% 4.32% 4.17%
7 1992 12.01% 7.67% 4.34% 4.21%
8 1993 11.35% 6.60% 4.75% 4.38%
g 1994 11.35% 7.37% 3.98% 4.29%
10 1995 11.43% 5.88% 4.55% 4.39% 4.42%
11 1996 11.19% 6.70% 4.49% 4.42% 4.30%
12 1997 11.29% 6.61% 4.68% 4.49% 4.35%
13 1998 11.51% 5.58% 5.93% 4.73% 4.55%
i4 1999 10.66% 5.87% 4.79% 4.89% 4.59%
15 2000 11.38% 5.94% 5.45% 5.07% 4.73%
16 2001 10.95% 5.49% 5.468% 5.26% 4.84%
17 2002 11.03% 5.43% 5.60% 5.45% 4.97%
18 2003 10.98% 4.96% 6.03% 547% 5.10%
19 2004 10.59% 5.05% 5.54% 5.62% 5.25%
20 2005 10.46% 4.65% 5.81% 5.69% 5.38%
21 2006 10.43% 4.99% 5.44% 5.69% 5.47%
22 2007 10.24% 4.83% 5.41% 5.65% 5.55%
23 2008 10.37% 4.28% 6.09% 5.66% 5.56%
24 2009 10.19% 4.07% 6.12% 577% 5.69%
25 2010 10.08% 4.25% 5.83% 5.78% 5.73%
26 2011 9.92% 3.91% - 8.01% 5.89% 5.78%
27 2012 9.94% 2.92% 7.02% 8.21% 5.93%
28 2013 9.68% 3.45% 68.23% 8.24% 5.95%
29 2014 9.78% 3.34% 6.44% 8.31% 6.04%
30 2015 ° 9.49% 2.80% 6.69% 6.48% 6.13%
3 Average 11.41% 5.81% 5.31% 5.26% 5.25%
32 Minimum 4.17% 4.30%
Maximum 6.48% 6.13%
Sources:

! Regulatery Research Assodiates, Inc., Regulatory Focus, Major Rate Case Decisions,
Jan. 1897 through Cct. 2015.

231, Louis Federat Reserve: Economic Research, hitp:/research.stlouisfed.org/.
The yields from 2002 to 2005 represent the 20-Year Treasury yields obtained
from the Federal Reserve Bank.

¥ The data includes the period Jan - Sep 2015.

Scheduie MPG-10



Missouri-American Water Company

Equity Risk Premium - Utility Bond

Authorized Average Indicated Rolting Rolling
Gas "A" Rated Utility Risk § - Year 10 - Year
Line Year Returns' Bond Yield® Premium Average Average
(1} (2 @) 7 &
1 1986 13.46% 9.58% 3.88%
2 1987 12.74% 10.10% 2.64%
3 1988 12.85% 10.49% 2.36%
4 193¢ 12.88% 9.77% 3.11%
5 1980 12.67% 9.86% 2.81% 2.96%
6 1991 12.46% 9.36% 3.10% 2.80%
7 1992 12.01% 8.69% 3.32% 2.94%
8 1993 11.35% 7.59% 3.76% 3.22%
9 1984 11.35% 8.31% 3.04% 3.21%
10 1995 11.43% 7.89% 3.54% 3.35% 3.16%
11 1996 11.19% 7.75% 3.44% 3.42% 3.11%
12 1997 11.29% 7.60% 3.69% 3.49% 3.22%
13 1998 11.51% 7.04% 4.47% 3.64% 3.43%
14 1999 10.66% 7.62% 3.04% 3.64% 3.42%
15 2000 11.39% 8.24% 3.15% 3.56% 3.45%
16 2001 10.95% 7.76% 3.15% 3.51% 3.46%
i7 2002 11.03% 7.37% 3.66% 3.50% 3.50%
18 2003 10.99% 6.58% 4.41% 3.49% 3.56%
19 2004 10.59% 6.16% 4.43% 3.77% 3.70%
20 2005 10.46% 5.65% 4.81% 4,10% 3.83%
21 2006 10.43% 6.07% 4.36% 4.33% 3.92%
22 2007 10.24% 6.07% 4.17% 4.44% 3.97%
23 2008 10.37% 6.53% 3.84% 4.32% 3.91%
24 2009 16.19% 6.04% 4.15% 4.27% 4.02%
25 2010 16.08% 5.46% 4.62% 4.23% 4.16%
26 2011 9.92% 5.04% 4.88% 4.33% 4.33%
27 2012 9.94% 4.13% 5.81% 4.66% 4.55%
28 2013 9.68% 4.48% 5.20% 4.93% 4.63%
29 2014 9.78% 4.28% 5.50% 5.20% 4.73%
30 2015 3 9.49% 4.04% 5.45% 5.37% 4.80%
31 Average 11.11% 7.18% 3.93% 3.87% 3.86%
32 Minimum 2.80% 3.41%
33 Maximum 5.37% 4.80%
‘Sources:

! Regulatory Research Associates, Inc., Regulatory Focus, Major Rate Case Decisions,
Jan, 1997 through Oet. 2015.

2 Mergent Public Ulifity Manual, Mergent Weekly News Reports, 2003. The ufility yields
for the period 2001-2009 were obtained from the Mergent Bond Record. The utifity
yields from 2010-2015 were oblained from hitp://creditirends.moodys.com/.

¥ The data includes the period Jan - Sep 2015.
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Missouri-American Water Company

Bond Yield Spreads

Pubilic Utility Bond Corporate Bond Utility to Corporate
T-Bond A.T-Bond  Haa-T-Bond Aaa-Y-Bond Baa-T-Bond Baa A-Aaa
Line Year Yield' A Baa® Spread Spread Aaa' Baa' Spread Spread Spread Spread
(1} {2 (&) (4) &) (6) {7) (8} ®) (10} (11}
1 1880 11.30% 13.34% 13.85% 2.04% 2.65% 11.24% 13.67% 0.64% 237% 0.28% 1.40%
2 1981 13.445% 15.85% 16.60% 2.51% 3.16% 14.47% 16.04% 0.73% 2.60% 0.56% 1.78%
3 1982 12.76% 15.86% 16.45% 3.10% 3.69% 13.78% 1611% 1.03% 3.35% 0343 207%
4 1983 11.18% 13.66% 14.20% 2.48% 3.02% 12.04% 13.55% 0.86% 238% 0.65% 1.62%
) 1984 12.39% 14.03% 1453% 1.64% 2.14% 12.71% 14.19% 032% 1.80% 0.34% 1.32%
5] 1985 10.78% 12.47%  1286% 1.68% 217% 11.37% 1272% 0.58% 1.93% 0.24% 1.10%
7 1685 7.80% 9.58% 10.00% 1.76% 2.20% 8.02% 10.39% 1.22% 2.59% 0.3%% 0.56%
8 1887 8.58% 10.10% 10.53% 1.52% 1.95% 938% 10.58% 0.80% 2.00% 0.05% 072%
9 1948 B8.896% 10.49%  11.00% 1.53% 204% 9.71% 10.83% 0.78% 1.87% 0.17% 0.78%
16 1689 8.45% 977%  8.97% 1.52% 1.62% 926% 10.18% 0.81% 1.73% -0.21% 0.51%
1 1990 861% 9.86%  10.08% 1.25% 1.45% 9.32% 10.36% 071% 1.75% -0.28% 0.54%
12 1991 8.14% 9.36% 9.55% 1.22% 1.41% 8714  0.80% 0.63% 1.67% 0.25% 0.59%
i3 1992 7.67% B8.69% 8.65% 1.02% 1.18% 8.14% 8.98% 0.47% 1.31% -0.12% ¢.55%
14 1993 560% 7.59% 791% 0.59% 1.31% 7.22% 7.93% 0.62% 1.33% -0.02% 0.37%
15 1994 7.37% 8.31% 863% 0.84% 1.26% 7.96% B862% 0.59% 1.25% 0.01% 0.35%
16 1985 6.86% 7.89% 829% 1.01% 141% 7.59% 8.20% 0.71% 1.32% 0.09% 0.30%
i7 1926 5.70% 7.75% 8.17% 1.05% 1.47% T37%  8.05% 0.67% 1.35% 0.12% 0.38%
18 1997 6.61% 7860% 7.85% 0.99% 1.34% 7.26% T.E86% 0.66% 1.26% 0.05% 034%
19 19498 5.58% T.04%  7.26% 1.45% 1.68% 6.53% 7.22% 0.95% 1.84% 0.04% 051%
20 1899 5.87% 7.62% 7.88% 1.75% 2.01% T04% 7.87% 1.18% 2.01% 0.01% 058%
21 2000 584% 8.24% 8.36% 2.30% 2.42% 762% B836% 1.68% | 2.42% G.01% 062%
22 2001 5.49% 7.76% 8.03% 227% 2.54% 7.08% 7.95% 1.59% 2.45% 0.08% 068%
23 2002 5.43% 7.37% 802% 1.94% 2.59% 649% 7.80% 1.06% 2.37% 0.22% 0.88%
24 2003 4.96% 8.58% 6.84% 1.62% 1.84% 5687% 6.77% 071% 1.81% 0.08% 081%
25 2004 5.05% 6.16% 6.40% 1.11% 1.35% 563% 6.39% 0.58% 1.35% 0.00% 0.53%
26 2005 465% 5.65% 593% 1.0G% 1.28% 524% H5.06% 0.59% 1.42% -0.14% 041%
27 2006 4.99% 6.07% 6.32% 1.08% 1.32% £.56% 6.48% 0.60% 1.49% 0.16% 0.46%
28 2007 483% 6.07% 6.33% 1.24% 1.80% 556%  6.48% 0.72% 1.65% 0.15% 0.52%
29 2008 428% 6.53% 7.25% 225% 2.97% 563% 7.45% 1.35% 3NT% 0.20% 0.80%
30 pavii] 407% 6.04% T.06% 1.97% 2.99% 531% 7.30% 1.24% 3.23% 0.24% 0.72%
3 2010 4 25% 5.46% 5.9%% 1.21% 1.71% 494% 6.04% 0.68% 1.79% -0.08% 0.52%
32 2011 3.91% 5.04% 5.56% 1.13% 1.85% 464%  5B6% 0.73% 1.76% -0.10% 0.40%
33 2012 292% 4.13% 4.83% 1.21% 1.81% 3674 4.94% 0.75% 2.01% -0.11% 0.46%
34 2013 3.45% 4.48% 4.988% 1.03% 1.53% 424% 510% 0.78% 1.85% 012% 0.24%
35 2014 3.34% 4.28% 4.80% 0.94% 1.46% 416% 4.85% 0.82% 1.51% 0.06% 011%
35 20153 2.80% 4.04% 4.86% 1.24% 2.06% 385% 4.86% 1.05% 2.06% 0.0 0.19%
37 Average 6.83% 8.36% 8.79% 1.62% 1.95% 7.66% 8.77% 0.83% 1.93% 0.02% 0.69%
Yield Spreads
Treasury Vs, Corporate & Treasury Vs. Utility
4.00%
3.50%
3.00%
2564 |2
2.00%
1.60%
1.06%
0.50%
0.00% - — , - W—
1630 182 1634 1965 1268 1590 1682 1934 1836 1933 2000 2002 2004 2006 2008 2010 2092 2014
- Uity A - T-Bond Spread === Lifility Baa - T-Bord Spread
—a—Corporate Aaa - T-8ond Spread --+--Corporate Baa - T-Bond Spread

Sowxces:

! SL Louis Federal Reserve: Economic Research, hitp:firesearch stiouisfed.orgl.

2 Mergent Public Utility Manusl, Mergent Weekly News Reports, 2003. The utifity yields
for the period 2001-2009 were obteined from the Mergent Bond Record. The utiity
ylelds from 2010-2015 were oblained from hitp/fcreditirends moodys.comy.

*The data Inciudes the period Jan - Sep 2015.
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Missouri-American Water Company

Treasury and Utility Bond Yields

Date

11/20/15
11/13/15
11/06/15
10/30/15
10/23/15
10/16/15
10/09/15
10/02/15
09/25/15
09/18/15
09/11115
09/04/15
08/28/15

Average
Spread To Treasury

Sources:

Treasury

Bond Yield'

(n

3.00%
3.06%
3.09%
2.93%
2.90%
2.87%
2.94%
2.82%
2.96%
2.93%
2.95%
2.89%
2.92%

2.94%

"A" Rated Utility
Bond Yield®
(2)

4.39%
4.43%
4.46%
4.32%
4.29%
4.27%
4.34%
4.25%
4.39%
4.36%
4.38%
4.32%
4.34%

4.35%
1.41%

“Baa" Rated Utility
Bond Yield®
(3)

5.58%
5.59%
5.62%
5.47%
5.46%
5.45%
5.50%
5.44%
5.45%
5.37%
5.38%
5.36%
5.39%

5.47%
2.53%

! St. Louis Federal Reserve: Economic Research, hitp://research.stlovisfed.org.
% hitp:/fcredittrends. moodys.com/.

Schedule MPG-13
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Missouri-American Water Company

Trends in Bond Yields

10.00%

9.00%

8.00%

' Y4
_ |——"Baa" Rated Utlllty Bond Yiel ﬂ
7.00%

mw"A" Rated Utility Bond Yield \/ﬁ\ '\'\A

2003 T TR TR e T T T T T T T T T T T T T T T T T T T T T T T T T T TR Y T T T T T T T T T T T T T T T T T T TR T T T T T T T T T T T T YT T
A S SIS A R R R S R A o S s\ ST .Y
4@ \}'a %o g‘a \-k;a- L \\0 ﬁe, “9 VS, @0 bl ‘t@ ‘\0 A é@ V‘Q ‘\O <(e, “(3 VS' Q_O <‘e, “{b 3 \"0 ,‘!, ‘3@ vs \\0 g‘z @‘3 _‘;o bd \3;: {i’
& e S AT R R R NG

Sources:

Mergent Bond Record, .

www.moodys.com, Bond Yields and Key Indicators. Schedule MPG-13
St. Louis Federat Reserve: Economic Research, http:/fresearch.stlouisfed.org/ Page 2 0of 3



Missouri-American Water Company
Yield Spread Between Utility Bonds and 30-Year Treasury Bonds

5.00%

5.00% A

4.00%

LRy B e o B o 0 B o 010 0 20 10 0 2 e A B I e e B e e B R R B I B B o w o o e e e
S S o o A & e o g
LT FE ST FE N FFE N FE ST P F PSS SN
FF Y FFFEOE P YN D SN N KGN

—4—ASpread —t—Baa Spread

Sources:

Mergent Bond Record.

vrnv.moodys.com, Bond Yields and Key Indicators. Schedule MPG-13
St. Louis Federal Reserve: Economic Research, hitp:/research.stlouisfed.org/ Page 3 of 3



Missouri-American Water Company
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Value Line Beta
Water Utilities -

Company

American States Water
American Water Works
Agua America

California Water
Connecticut Water Service
Middlesex Water

SJW Corporation
York Water Company (The)

Average

Source:
The Value Line Investment Survey,
October 16, 2015.

0.70
0.70
0.75
0.75
0.65
0.75

0.75
0.756

0.73

Scheduler MPG-14
Page 1 of 2



Missouri-American Water Company
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Value Line Beta
Gas Utilities

Company

Atmos Energy Corporation

Laclede Group, Inc. (The)

New Jersey Resources Corporation
NiSource Inc.

Northwest Natural Gas Company

Piedmont Natural Gas Company, Inc.

South Jersey Industries, inc.
Southwest Gas Corporation
UGl Corporation

WGL Holdings, Inc.

Average

Source:
The Value Line Investment Survey;

September 4, 2015,

0.85
0.70
0.85
NMF
0.70
0.80

0.85
0.85
0.95
0.80

0.82

Schedule MPG-14
Page 2 of 2



Missouri-American Water Company

CAPM Return
Water Utilities

High Low
Market Risk Market Risk
ine Pescription Premium Premium
(1) (2)
1 Risk-Free Rate' 3.80% 3.80%
2 Risk Premium? 7.60% 6.00%
3 Beta® 0.73 0.73
4 CAPM 9.31% 8.156%

Sources:
' Blue Chip Financial Forecasts; November 1, 2015, at 2.

2 Morningstar, Inc. fbbotson SBBI 2015 Classic Yearbook at 91, 92 and 152,
% Schedule MPG-14, page 1.

Schedule MPG-15
Page 1 of 2



Missouri-American Water Company

CAPM Return

Gas Utilities
High Low
Market Risk Market Risk
Line Description Premium Premium
(1) (2)

1 Risk-Free Rate’ : 3.80% 3.80%
2 Risk Premium? 7.60% ' 6.00%
3 Beta® 0.82 0.82
4 CAPM 10.01% 8.70%

Sources:
' Biue Chip Financial Forecasts; November 1, 2015, at 2.

2 Morningstar, Inc. Ibbotson SBBI 2015 Classic Yearbook at 91, 92, and 152.
® Schedule MPG-14, page 2.

Scheduie MPG-15
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Missouri-American Water Company

Standard & Poor's Credit Metrics

Retail
Cost of Service S&P Benchmark {Low Volatitity)'”
Description Amount Modest intermediate  Slqnificant Reterence

(1) 2} 3 {4 8
Rale Base $ 1,082,646,851 Schedule CAS-1.
Weighted Common Retum - 4.55% Page 2, Line 3, Col. 4.
Pre-Tax Rate of Retum 10.16% Page 2, Line 4, Col, 5.
Income to Cemmon 3 49,298,628 Line 1 x Line 2.
EBIT 3 109,968,251 Line 1 x Line 3.
Depreciation & Amorization 3 42,015,486 Schedule CAS-2.
Imputed Amortizalion $ - N/A
Deferred tncome Taxes & [TC $ 28,365,769 Schedule CAS-1.
Funds from Operations (FFO) 3 119,709,883 Sum of Line 4 and Lines 6 through 8.
Imputed and Capilalized Interest Expent $ - N/A
EBITDA $ 151,983,737 Sum of Lines 5 through 7 and Line 10.
TFotal Debt Ratio 49% Page 3, Line 3, Col. 2,
Debtto EBITDA 3.5x 2.0x-3.0x 3.0x-4.0x 4.0x - 5.0x {Line 1 x Line 12}/ Line 11.
FFQ to Total Debt 2T% 3% - 35% 13% - 23% 9% - 13% Line 9/ (Line 1 x Line 12).

Sources:

! Standard & Poer's RatingsDirect: "Criteria; Corporate Melhodalogy,” November 19, 2013,
2 Standard & Poor's RatingsDirect: "Research Update: American Waler Works Co. Inc. And Subsidiaries Ratings Raised To 'A' From A~
On Improved Financial Measures.,” May 7, 2015,

Note:

Based on the May 2015 S&P report, AWWC has an "Excellent” business risk profle and an “Intermediate” finandial risk profile,
and falls under the "Low Volatiity™ matrix.

Schedule MPG-16

Page 1 of 3
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Missouri-American Water Company

Standard & Poor's Credit Metrics

Description

Long-Term Debt
Preferred Stock
Common Equity
Total

Tax Conversicn Factor*

Sources:

! Schedule MPG-1.
* Schedule CAS-1.

(Pre-Tax Rate of Return)

Amount'
(1)
$ 498,608,750
$ 1,227,850
$ 511,870,981

Weight
(2)
49.28%
0.12%
50.59%

$1,011,707,581

100.00%

Cost
(3}
5.42%
9.46%
9.00%

Weighted
Cost

(4)
2.67%
0.01%
4.55%
7.24%

Pre-Tax
Weighted

Cost
(5)
2.67%
0.01%
7.47%
10.16%

1.6415

Schedule MPG-16
Page 2 of 3



Missouri-American Water Company

Standard & Poor's Credit Metrics
(Financial Capital Structure)

Line Description Amount Weight
{nm (2)
1 Long-Term Debt $ 498,608,750 49.28%
2 Preferred Stock 3 1,227,850 0.12%
3 Total Debt $ 499,836,600 49.41%
4 Common Equity 511,870,981 50.59%
5 Total $1,011,707,5681 100.00%
Sources:
Page 2.

Schedule MPG-16
Page 3 of 3
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Amsfican States Walss
American Water Works
Agqua America

Ca'fomia Vater
Connecticut Water Senice
Middiesex Water

S Corporstion
Consotidated Water

‘York WWater Company {The)

Average
Wedian

Sowrees:

13-¥eek AVG

Slock Price!
{1}

$39.78
$54.68
$25.81
$24.76
$365.82
322.97
$30.62
312.43
$24.01

$30.32

1 The Value Line invesiment Survey, Apdl 17, 2016,

? Schedu'e RAM-2, page 2.

1 Bwe Chip Economic indealors, Octover 10, 2015 81 14,

Missouri-American Water Company

Annualized

Dividend!
2

$0.88
5133
5071
s067
55.05
5077
50.78
$0.30
5060

50.79

Morin's Water Utilities

Muilti-Stage Growth DCF Modsl

Yalue Line Second Stage Growth
Geowth® Years Year7 Years Years Year 10
[5}] {4} 15} [8) 4] {8}

6.50% 8.15% 5.80% 5.45% 510% 4.75%
T.56% 6.58% 6.47% 5.95% 5.43% 4.92%
8.00% 7.40% 6.80% E20% 550% 5.00%
7.50% 6.58% 6.47% 5.95% 5.43% 4.92%
5.50% 6.15% 5.80% 5.45% 5.10% 4.75%
5.00% 4.90% 4.80% 470% 460% 4.50%
6.50% 6.15% 5.80% 5.45% 510% 475%
10.50% 9.48% 8.47% 7.45% 6.43% 542%
5.50% 6.15% 5.80% 5.45% 5.10% 4.70%
747% 6.71% 5.24% 5.78% 532% 4.86%

Third Stage  Multi-Stage
Growth'  Growth DCF
{9) {t0)

4.40% 7.03%
4.40% 749%
4.40% 7.81%
440% 7.84%
440% 7.80%
4.40% 8.03%
440% TA4%
440 8.10%
440% 7.38%
4.40% 7.67%
7.80%

Schedule MPG-17
Page 1 of 2
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American Stales Water
American Waler Works
Aqua AmEica

Carlomia Water
Connecticit Yiater Service
Niddtesex YWeter

ShY Comperation
Consotdated Water

York Water Company (The)

Average
Median

Sources.

13-¥eek AVG
Stock Price’
M

$39.76
$54.68
$26.81
$24.76
$36.82
$22.97
$30.62
$12.43
$24.01

$30.32

1 The Value Line imesiment Survey, Apaid 17, 2015,

2 Schedule RAM-3, page 1.

By Chip Economie xfcators, Ocleber 10, 2015 at 14,

Missouri-American Water Company

Annualized
Dividend!
2)

$0.88
$1.33
5071
2067
§1.05
$0.77
$0.78
£0.30
$0.60

$0.79

Multi-Staqe Groveh DCF Model|

Morin's Water Utilities

Analysts* Second Stage Growth

Growih® Yeart Year? Years Yeard Year 19

{3 ] (9 (6} !} (8}

3.00% 323% 347% 3.70% 3.93% 417%
7.80% L T23% 5.67% 6.10% 5.53% 4.897%
£50% 4.48% 4.47% 4.45% £.43% 4.42%
5.00% 4.90% 4.80% 4.70% 4.60% 4.50%
5004 4.90% 4.80% 4.70% 480% 4.50%4
2.79% 288% I2T% 3.55% 3.83% 4.52%
14.00% 12.40% 10.80% 920% 7.60% 6.00%
9.00% 8.23% TATH &.70% 5.93% 5.17%
4.00% 4.832% 4.73% 4.65% 457% 4.48%
8.21% 5.91% 5.61% 5.31% 5.00% 4.70%

Third Stage  Muiti-Stage
Growth!  Growth DCF
9 {10}

4.40% §.46%
4.40% 755%
4.40% 7.17%
4.40% 733%
4.40% 7.49%
4 4G 7824
4.40% 9.57%H
4.40% 1%
4.40% 7.08%
4.40% 1.50%
7.49%

Schedule MPG-17
Page 2 of 2





