Random Thoughts on Picking the Sample
of Comparable Firms for the Rate Case
By
Leonard S. Hyman, CFA
Senior Advisor

Black & Veatch Corporation

Presented to

Society of Utility and Regulatory Financial AnalgySSURFA)
39th Financial Forum

Washington, DC

19 April 2007




4.

First the confession. | never made my living fraate cases, so maybe | shouldn’t say anything. IRlit] pick

many comparable companies when working in moneyageament, stock brokerage and investment banking. So
| suppose, | represent the people whose thoughtdatery experts attempt to read when opining oatwh
investors want. I'm not sure whether that is alifjoation, or not.

Random Thoughts on Picking the Sample of CompaFibigs for the Rate Case

Investors, basically, want to know why they shduly (or sell) this stock as opposed to that oneyTdompare.
Bankers try to value companies based on valuatibesnilar companies, often. These comparisons,dvew
have honest and dishonest motives:

1. To determine the valuation of a security rglato similar securities.

2. To create an appearance of misvaluation thatdacause the recipient of the information to take
action beneficial to the party creating the appecga

Selectivity is the key to both procedures. The ystalying to determine relative value has to cleoesally
comparable securities. WGL Holdings (known as Wagioin Gas Light in the days when companies had siame
and Hong Kong & China Gas both run local gas distion systems. Should | compare them? That's atopre
More to the point, should | pick comparables inesrtb draw a predetermined conclusion? We all khow to

do that: exclude supposed “outliers” and compawiés numbers affected by “unusual” circumstancesjust

pick the sample that backs the predetermined ceiiywithout rationalizing the selection procd3en’t

explain unless asked.

Considering the declining number of companies atgl for comparison—such as for natural gas distiob, or
water utilities, or electric utilities not engagedunnatural activities—I think that making a simpstatistically
valid comparison of clearly similar companies beesmore difficult by the day.

Expert witnesses want to show the requirementswastors. I’'m not convinced that investors lookatrow
samples for comparability anymore. Some investriemds might specialize narrowly, but the fund tinaests

in utilities, for instance, has the leeway to sWitlsvestments between sectors, and might havegioegid
domestic investments. | suspect that most inveskomg buy utilities or gas or electric or watertelecom stocks
because they absolutely most own those stocksekmeindex funds that must) but rather becausestbcks
exhibit certain characteristics, such as a relbtikigh dividend income, predictable growth, norclagal
earnings, low price volatility and a negative ctatien with interest rates.

Index funds and exchange traded funds do haveckocpimpanies or industries, more than charactesighiut
they can achieve their goal, to track the indexXitimits, without replicating the index. Theygtchave leeway,
although not much.

If you believe in modern portfolio theory and therfiection of the market place—in a religious senged-will
argue, | think, that the market takes all this imtgount, and the pricing of a small sample of bowhpanies
reflects all the influences of worldwide cost opital. If you look upon modern portfolio theory asiseful
model, rather than a natural law, and take intoastall the studies of market imperfections ared th
economically irrational behavior that people engaggou might develop some doubts about using araige
samples to determine cost of capital within one@eatage point, no less two decimal places.
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4.

As an investor, | wonder about the usefulness okWward looking betas to determine future risks tredreturns
appropriate for those risks. As an investor, | mayt to invest in a particular industry, which ikat the
standard selection process for a utility rate dagpdies, or | might want to invest in stocks witbrtain
characteristics, such as high dividend yield, goremt supervision and predictable earnings. Baodkstoffer
high dividends, government oversight of financed ask management, and their earnings do not boarmend
a lot. Why not compare utilities to banks?

Random Thoughts on Picking the Sample of CompaFibigs for the Rate Case

And why only comparisons with American stocks? Btees can choose among many solid, well-managed,
dividend paying foreign utilities on the New Yorko8k Exchange. You can't fence in global capsal why
artificially fence in the investors whose desiresi attempt to divine?

| understand that regulatory agencies run on pexgethat regulators make subjective judgments tedioy the
evidence, and that the average utility is doingypka why bother to reexamine the procedures? aker¢hree
possible reasons:

1. A declining number of publicly-traded pure ititds will make the process more complicated and
subjective in the future and, therefore, more prtonmanipulation.

2. Pressure to improve infrastructure, combineti an end to rate freezes, will lead to more rates that
could have an impact on investment and service.

3. At some point, the unprecedented liquidityhia markets—which may cause investors to not cakula
risk and return properly because they need anyrretvnilable—could end, and utilities would haveyto
back to attracting capital, as opposed to just mgethe door and letting it in.

To sum up, | think that rate case experts and atgrd should broaden the scope of their analyseisdefine
comparability better. | have no idea whether daagvould materially change the results of rate asat | do
believe that doing so would lessen the likelihobdaming up with a wrong number.

Thank you.
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and Hong Kong & China Gas both run local gas distion systems. Should | compare them? That's atopre
More to the point, should | pick comparables inesrtb draw a predetermined conclusion? We all khow to

do that: exclude supposed “outliers” and compawiés numbers affected by “unusual” circumstancesjust

pick the sample that backs the predetermined ceiiywithout rationalizing the selection procd3en’t

explain unless asked.

Considering the declining number of companies atgl for comparison—such as for natural gas distiob, or
water utilities, or electric utilities not engagedunnatural activities—I think that making a simpstatistically
valid comparison of clearly similar companies beesmore difficult by the day.
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