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Staff Proxy Group Characteristics

Parent Company Rating
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Page 1 of 2

'Source: U.S. Electric Utility Companies, Strongest To Weakest , July 3, 2008.

2Source: Moody's, Credit Opinion or Rating Action , accessed July 24, 2008.
3Source: Accessed 10-K report and annual reports for the period ending December 31, 2007.
“Source: Value Line Investment Survey's 2008 estimate from May 9 2008, May 30 2008 and June 27 2008 publications.

*The Moody's rating for Alliant Energy Corp. is for Interstate Power and Light Company.

®The Moody's rating for MGE Energy Inc. is for Madison Gas and Electric Company .
"The Moody's rating for Vectren Corp. is for Southern Indiana Gas & Electric Company.

S&P Business S&P Financial Regulated Equity

Company S&P' Moody's? Profile’ Score Profile’ Score Revenue (%)° Ratio®

. ALLETE BBB+ Baa1 Strong 2 Intermediate 3 86.0% §9.00%
. Alliant Energy Corp.® BBB+ Baa1 Excellent 1 Aggressive 4 90.5% 68.50%
. Ameren Corp. BBB- Baa2 Satisfactory 3 Aggressive 4 83.8% 49.00%
. American Electric Power BBB Baa2 Excellent 1 Aggressive 4 90.4% 40.50%
. Avista Corp. BBB- Baa3 Strong 2 Aggressive 4 90.9% 50.50%
. Cleco Corp. BBB Baa3 Strong 2 Aggressive 4 96.4% 51.00%
. Consolidated Edison A- A2 Excellent 1 Intermediate 3 82.5% 49.50%
. DPLInc. BBB Baa2 Excellent 1 Aggressive 4 79.6% 42.00%
. DTE Energy Co. BBB Baa2 Excellent 1 Aggressive 4 79.6% 45.50%
. Duke Energy Corp. A- Baa2 Excellent 1 Intermediate 3 76.2% 64.50%
. Edison international BBB- Baa2 Strong 2 Aggressive 4 79.9% 46.50%
. Empire District Electric BBB- Baa2 Strong 2 Aggressive 4 99.3% 50.00%
. Entergy Corp. BBB Baa3 Strong 2 Aggressive 4 80.6% 44.00%
. FirstEnergy Corp. BBB Baa3 Strong 2 Aggressive 4 88.3% 51.00%
. FPL Group, Inc. A A2 Excellent 1 Intermediate 3 76.1% 49.50%
. Hawaiian Electric Industries Inc. BBB Baa1 Strong 2 Aggressive 4 83.0% 50.50%
. IDACORRP, Inc. BBB Baa2 Strong 2 Aggressive 4 93.6% 50.00%
. MGE Energy Inc.® AA- Aa3 Excellent 1 Modest 2 99.0% 65.00%
. NiSource Inc. BBB Baa3 Excellent 1 Aggressive 4 86.8% 45.00%
. Northeast Utilities BBB Baa2 Excellent 1 Aggressive 4 98.6% 44.00%
. NSTAR A+ A2 Excellent 1 Intermediate 3 95.8% 39.50%
. PG&E Corp. BBB+ Baa1 Excellent 1 Intermediate 3 100.0% 50.50%
. Pinnacle West Capital Corp. BBB- Baa3 Strong 2 Aggressive 4 82.8% 51.50%
. Portland General Electric BBB+ Baa2 Strong 2 Intermediate 3 84.2% 46.50%
. Progress Energy BBB+ Baa2 Excellent 1 Aggressive 4 83.8% 46.50%
. Public Service Enterprise Group BBB- Baa2 Excellent 1 Aggressive 4 92.6% 49.00%
. Southern Co. A A3 Excellent 1 Intermediate 3 98.6% 44.50%
. TECO Energy, Inc. BBB- Baa3 Excellent 1 Aggressive 4 78.8% 38.50%
. Vectren Corp.’ A- Baa1 Excellent 1 Intermediate 3 771% 51.00%
. Wisconsin Energy Corp. BBB+ A3 Excellent 1 Aggressive 4 99.7% 48.00%
. Xcel Energy, Inc. BBB+ Baat Excellent 1 Aggressive 4 99.3% 46.50%
Staff Proxy Group Average: 1.4 3.6 88.2% 48.95%
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Page 2 of 2
Staff Proxy Group
Average S&P and Moody’s Debt Rating
{See Legend) |
Electric Utility Holding Co. RATNGS 1 Score
S&P Moody's S&P Moody's

.|ALLETE BBB+ Baa1 8 8
.|Alliant Energy Corp.’ BBB+ Baa1 8 8
.|Ameren Corp. BBB- Baa2 10 9
.|American Electric Power BBB Baa2 9 9
.|Avista Corp. BBB- Baa3 10 10
.|Cleco Corp. BBB Baa3 9 10
.|Consolidated Edison A- A2 7 6
.|DPL Inc. BBB Baa2 9 9
.|DTE Energy Co. BBB Baa2 9 9
.|Duke Energy Corp. A- Baa2 7 9
.|Edison International BBB- Baa2 10 9
.|Empire District Electric BBB- Baa2 10 9
.|Entergy Corp. BBB Baa3 9 10
.|FirstEnergy Corp. BBB Baa3 9 10
.|FPL Group, Inc. A A2 6 6
.|Hawaiian Electric Industries, Inc. BBB Baa1 9 8
.[IDACORP, Inc. BBB Baa2 9 9
.[MGE Energy Inc.* AA- Aa3 4 4
.[NiSource Inc. BBB Baa3 9 10
.|Northeast Utilities BBB Baa2 9 9
.INSTAR A+ A2 5 6
.|PG&E Corp. BBB+ Baa1 8 8
.|Pinnacle West Capital BBB- Baa3 10 10
.|Portland General Electric BBB+ Baa2 8 9
.|Progress Energy BBB+ Baa2 8 9
.|Public Service Enterprise Group BBB- Baa2 10 9
.|Southern Co. A A3 6 7
.|Teco Energy, Inc. BBB- Baa3 10 10
.|Vectren Corp.5 A- Baa1 7 8
.|Wisconsin Energy Corp. BBB+ A3 8 7
.| Xcel Energy, Inc. BBB+ Baa1 8 8

Average: 8.33 8.47

" Source: U.S. Electric Utility Companies, Strongest To Weakest, July 3, 2008.

2 Source: Moody's, Credit Opinion or Rating Action, accessed July 24, 2008.

3 The Moody's rating for Alliant Energy Corp. is for Interstate Power and Light Company.
*The Moady's rating for MGE Energy Inc. is for Madison Gas and Electric Company .
5The Moaody'’s rating for Vectren Corp. is for Southern Indiana Gas & Electric Company.

LEGEND:
S&P Moody's Score
AAA Aaa 1
AA+ Aatl 2
AA Aa2 3
AA- Aa3 4
A+ A1 5
A A2 6
A- A3 7
BBB+ Baa1 8
BBB Baa2 9
BBB- Baa3 10
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CONSOLIDATED EDISON COMPANY OF NEW YORK, INC.
AVERAGE COST OF LONG TERM DEBT
TWELVE MONTHS ENDING MAR. 31, 2010
{Thousands of Dollars)
. Average Effective
Debentures Due Deb; g::/t;(t)z:r:)dmg Cost Rate Balance A\geratge Cost
3/31/2010 os Rate
1998[Series |B_ | 02/01/28 105,000 7.100% 105,000 | 7,455 | 0.078%
1998|Series |D | 10/01/28 75,000 6.900% 75,000 5,175 0.054%
1999|Series |B 12/01/09 0 7.1560% 133,333 9,533 0.100%
2000|Series |A | 05/01/10 325,000 8.125% 325,000 26,406 0.276%
2000|Series [B | 09/01/10 300,000 7.500% 300,000 22,500 0.235%
2002|Series |A | 07/01/12 300,000 5.625% 300,000 16,875 0.176%
2002|Series |B 02/01/13 500,000 4.875% 500,000 24,375 0.255%
2003|Series |A | 04/01/33 175,000 5.875% 175,000 10,281 0.107%
2003|Series |B | 06/15/13 200,000 3.850% 200,000 7,700 0.080%
2003|Series |C | 06/15/33 200,000 5.100% 200,000 10,200 0.107%
2004|Series |A | 02/01/14 200,000 4.700% 200,000 9,400 0.098%
2004|Series |B 02/01/34 200,000 5.700% 200,000 11,400 0.119%
2004|Series [C | 06/15/09 0 4.700% 57,292 2,693 0.028%
2005|Series |A | 03/01/35 350,000 5.300% 350,000 18,550 0.194%
2005|Series |B | 07/01/35 125,000 5.250% 125,000 6,563 0.069%
2005|Series [C | 12/15/15 350,000 5.375% 350,000 18,813 0.196%
2006|Series |A | 03/15/36 400,000 5.850% 400,000 23,400 0.244%
2006|Series |B | 06/15/36 400,000 6.205% 400,000 24,820 0.259%
2006|Series |C | 09/15/16 400,000 5.500% 400,000 22,000 0.230%
2006|Series |D 12/01/16 250,000 5.300% 250,000 13,250 0.138%
2006|Series |E 12/01/36 250,000 5.700% 250,000 14,250 0.149%
2007 |Series |A | 08/15/37 525,000 6.300% 525,000 33,075 0.345%
2008 |Series |A 04/01/18 600,000 5.850% 600,000 35,100 0.367%
2008 |Series |B | 04/01/38 600,000 6.750% 600,000 40,500 0.423%
2008 | Series |C | 09/01/18 300,000 5.870% 300,000 17,610 0.184%
2008 |Series |A | 06/01/39 600,000 6.510% 500,000 32,550 0.340%
2009 |Series |B | 06/01/19 620,000 5.870% 516,667 30,328 0.317%
2009 |Series |C | 12/01/19 460,000 5.870% 153,333 9,001 0.094%
$8,810,000 $8,490,625 $503,803 5.261%
Tax Exempt
Debht
1999|Series |A | 05/01/34 292,700 4.1001% 292700 12,001 0.125%
2001|Series |A | 06/01/36 224,600 4.6999% 224,600 10,556 0.110%
2001|Series |B 10/01/36 98,000 4.1000% 98,000 4,018 0.042%
2004|Series [A | 01/01/39 98,325 4.0997% 98,325 4,031 0.042%
2004 [Series |B1 | 05/01/32 127,225 4.0998% 127,225 5,216 0.054%
2004|Series |B2 | 10/01/35 19,750 4.1013% 19,750 810 0.008%
2004 |Series |C 11/01/39 99,000 2.2000% 99,000 2,178 0.023%
2005|Series |A | 05/01/39 126,300 2.2003% 126,300 2,779 0.029%
$1 ,0851900 $1,085,900 $41,589 0.434%
Subtotal: $9,576,525 $545,392
Plus: Amortization of Debt Expense: $16,478
Ending Balance of Unamortized Premium $33,624
TOTAL: $9,895,900 $9,610,149 $561,870 5.847%
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Case 08-E-0539
Exhibit___ (FP-6)
Page 3 of 3
Calculation of GFC Cost of Equity - Staff Proxy Group

Merrill Lynch Cost of Market':  11.50%

Treasury Rates?

10 year 30 year

Jan-08 3.74% 4.33%
Feb-08 3.74% 4.52%
Mar-08 3.51% 4.39%
Apr-08 3.68% 4.44%
May-08 3.88% 4.60%
Jun-08 4.10% 4.69%

Risk Free Rate (1/08 - 6/08) 4.14%
Proxy Group Beta 0.80

Proxy Group DCF ROE 9.83%
Traditional CAPM ROE 10.03%
Zero Beta CAPM ROE 10.40%

Generic CAPM ROE 10.22%

2/3 DCF 1/3 CAPM Weighting 9.96%
Return on Equity

Credit Quality Adjustment -0.49%

Issuance Expense Adjustment 0.04%

RECOMMENDED ROE (Unrounded) 9.51%

Sources:
'Merrill Lynch, Quantitative Profiles, August 11, 2008; figure is average of Implied and Required Returns
2Federal Reserve Statistical Release, FRB: Federal Reserve Statistical Release H.15 - Historical Data
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Staff Bond Yield Analysis and Credit Quality Adjustment

Moody's Long-Term Corporate Bond Yield Averages
{Seasoned Utility Bonds, 20Yr +)

Month Aa A Baa
January 5.87% 6.02% 6.35%
February 6.04% 6.21% 6.60%
March 5.99% 6.21% 6.68%
April 5.99% 6.29% 6.81%
May 6.07% 6.27% 6.79%
June 6.19% 6.38% 6.93%
6 Mo. Avg: 6.03% 6.23% 6.69%

Rating Scales 6 Mo Avg
Moody's S&P Yield
Aaal AAA+
Aaa? AAA
Aaa3 AAA-
Aa1l AA+
Aa2 AA 6.03%
Aa3 AA- 6.09%
A1 A+ 6.16%
A2 A 6.23% 6.27%
A3 A- 6.38%
Baa1 BBB+ 6.54% 6.60%
Baa2 BBB 6.69%
Baa3 BBB- -0.33%

Con Edison is rated "A1" by Moody's
Con Edison is rated "A-" by S&P
Proxy Group average bond ratings calculated on FP-7

Proxy Group Cost of Equity 9.96%

Ratio of Proxy Group Cost of Equity to
Proxy Group debt cost: 150.94%

Implied Credit Quality Adjustment for
Con Edison Common Equity Investors: -0.49%

Avg Spread

AavsA AvsBaa
0.21% 0.46%

Implied Yields For:
Con Edison

Proxy group

Implied Credit Quality Adjustment
for Con Ed Debtholders
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U.S. Utilities Ratings Analysis Now Portrayed In
The S&P Corporate Ratings Matrix

The electric, gas, and water utility ratings ranking lists published today by Standard & Poor's U.S. Utilities &
Infrastructure Ratings practice are categorized under the business risk/financial risk matrix used by the Corporate
Ratings group. This is designed to present our rating conclusions in a clear and standardized manner across all
corporate sectors. Incorporating utility ratings into a shared framework to communicate the fundamental credit
analysis of a company furthers the goals of transparency and comparability in the ratings process. Table 1 shows the

matrix.

Table 1

Business Risk/Financial Risk

Financial Risk Profile

Business Risk Profile Minimal Modest Intermediate Aggressive Highly leveraged

Excellent AAA AA A BBB BB
Strong AA A A- BBB- BB-
Satisfactory A BBB+ BBB BB+ B+
Weak BBB BBB- BB+ BB- B
Vulnerable BB B+ B+ B B-

The utilities rating methodology remains unchanged, and the use of the corporate risk matrix has not resulted in any
changes to ratings or outlooks. The same five factors that we analyzed to produce a business risk score in the
familiar 10-point scale are used in determining whether a utility possesses an "Excellent,” "Strong," "Satisfactory,"
"Weak," or "Vulnerable" business risk profile:

¢ Regulation,

e Markets,

e Operations,

¢ Competitiveness, and
e Management.

Regulated utilities and holding companies that are utility-focused virtually always fall in the upper range
{"Excellent” or "Strong"} of business risk profiles. The defining characteristics of most utilities--a legally defined
service territory generally free of significant competition, the provision of an essential or near-essential service, and
the presence of regulators that have an abiding interest in supporting a healthy utility financial profile--underpin the
business risk profiles of the electric, gas, and water utilities.

As the matrix concisely illustrates, the business risk profile loosely determines the level of financial risk appropriate
for any given rating. Financial risk is analyzed both qualitatively and quantitatively, mainly with financial ratios and
other metrics that are calculated after various analytical adjustments are performed on financial statements prepared
under GAAP. Financial risk is assessed for utilities using, in part, the indicative ratio ranges in table 2.

Standard & Poor’s RatingsDirect | November 30, 2007 2

Standard & Poor's. All rights reserved. No reprint or dissemination without S&Ps permission. See Terms of Use/Disclaimer on tha last page. G16365 [ 300120760



Exhibit _ (FP-8)
Page 3 of 4

U.S. Utilities Ratings Analysis Now Portrayed In The S&P Corporate Ratings Matrix

Table 2

Financial Risk Indicative Ratios - U.S. Utilities

{Fully adjusted, historically demonstrated, and expected to consistently continue)

Cash flow Debt leverage
{FFO/debt) (%) (FFO/interest) (x)  (Total debt/capital) (%)
Modest 40 - 60 40-6.0 25-40
Intermediate 25-45 30-45 35-50
Aggressive 10-30 20-35 45-60
Highly leveraged Below 15 250rless Over 50

The indicative ranges for utilities differ somewhat from the guidelines used for their unregulated counterparts
because of several factors that distinguish the financial policy and profile of regulated entities. Utilities tend to
finance with long-maturity capital and fixed rates. Financial performance is typically more uniform over time,
avoiding the volatility of unregulated industrial entities. Also, utilities fare comparatively well in many of the
less-quantitative aspects of financial risk. Financial flexibility is generally quite robust, given good access to capital,
ample short-term liquidity, and the like. Utilities that exhibit such favorable credit characteristics will often see
ratings based on the more accommodative end of the indicative ratio ranges, especially when the company's business
risk profile is solidly within its category. Conversely, a utility that follows an atypical financial policy or manages its
balance sheet less conservatively, or falls along the lower end of its business risk designation, would have to
demonstrate an ability to achieve financial metrics along the more stringent end of the ratio ranges to reach a given

rating.

Note that even after we assign a company a business risk and financial risk, the committee does not arrive by rote at
a rating based on the matrix. The matrix is a guide--it is not intended to convey precision in the ratings process or
reduce the decision to plotting intersections on a graph. Many small positives and negatives that affect credit quality
can lead a committee to a different conclusion than what is indicated in the matrix. Most outcomes will fall within
one notch on either side of the indicated rating. Larger exceptions for utilities would typically involve the influence
of related unregulated entities or extraordinary disruptions in the regulatory environment.

We will use the matrix, the ranking list, and individual company reports to communicate the relative position of a
company within its business risk peer group and the other factors that produce the ratings.

www.standardandpoors.com/ratingsdirect 3
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Copyright © 2008, Standard & Poors, a division of The McGraw-Hill Companies, Inc. (S&P). S&P and/or its third party licensors have exclusive proprietary rights in the data or
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New Business Profile Scores Assigned for U.S.
Utility and Power Companies; Financial
Guidelines Revised

Standard & Poor's Ratings Services has assigned new business profile scores to U.S. utility and power companies to
better reflect the relative business risk among companies in the sector. Standard & Poor's also has revised its
published risk-adjusted financial guidelines. The new business scores and financial guidelines do not represent a
change to Standard & Poor's ratings criteria or methodology, and no ratings changes are anticipated from the new

business profile scores or revised financial guidelines.

New Business Profile Scores and Revised Financial Guidelines

Standard & Poor's has always monitored changes in the industry and altered its business risk assessments
accordingly. This is the first time since the 10-point business profile scale for U.S. investor-owned utilities was
implemented that a comprehensive assessment of the benefits and the application of the methodology has been
made. The principal purpose was to determine if the methodology continues to provide meaningful differentiation of
business risk. The review indicated that while business profile scoring continues to provide analytical benefits, the
complete range of the 10-point scale was not being utilized to the fullest extent.

Standard & Poor's has also revised the key financial guidelines that it uses as an integral part of evaluating the credit
quality of U.S. utility and power companies. These guidelines were last updated in June 1999. The financial
guidelines for three principal ratios (funds from operations (FFO) interest coverage, FFO to total debt, and total
debt to total capital) have been broadened so as to be more flexible. Pretax interest coverage as a key credit ratio

was eliminated.

Finally, Standard & Poor's has segmented the utility and power industry into sub-sectors based on the dominant
corporate strategy that a company is pursuing. Standard & Poor's has published a new U.S. utility and power
company ranking list that reflects these sub-sectors.

There are numerous benefits to the reassessment. Fuller utilization of the entire 10-point scale provides a superior
relative ranking of qualitative business risk. A simultaneous revision of the financial guidelines supports the goal of
not causing rating changes from the recalibration of the business profiles. Classification of companies by sub-sectors
will ensure greater comparability and consistency in ratings. The use of industry segmentation will also allow more

in-depth statistical analysis of ratings distributions and rating changes.

The reassessment does not represent a change to Standard & Poor's criteria or methodology for determining ratings
for utility and power companies. Each business profile score should be considered as the assignment of a new score;
these scores do not represent improvement or deterioration in our assessment of an individual company's business
risk relative to the previously assigned score. The financial guidelines continue to be risk-adjusted based on
historical utility and industrial medians. Segmentation into industry sub-sectors does not imply that specific
company characteristics will not weigh heavily into the assignment of a company's business profile score.

Standard & Poor’s RatingsDirect | June 2, 2004 2
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New Business Profile Scores Assigned for U.S. Utility and Power Companies; Financial Guidelines Revised

Results

Previously, 83% of U.S. utility and power business profile scores fell between '3' and '6', which clearly does not
reflect the risk differentiation that exists in the utility and power industry today. Since the 10-point scale was
introduced, the industry has transformed into a much less homogenous industry, where the divergence of business
risk--particularly regarding management, strategy, and degree of competitive market exposure--has created a much
wider spectrum of risk profiles. Yet over the same period, business profile scores actually converged more tightly
around a median score of '4*. The new business profile scores, as of the date of this publication, are shown in Chart

1. The overall median business profile score is now 'S".

Chart1

Chart 1
Distribution of Business Profile Scores

% of Companies
18

16
14
12
10

8

6

4 -

2

0 T ™ T T + T

1 2 3 4 5 6 7 ] 9 10

New Business Profile Score

Table 1 contains the revised financial guidelines. It is important to emphasize that these metrics are only guidelines
associated with expectations for various rating levels. Although credit ratio analysis is an important part of the
ratings process, these three statistics are by no means the only critical financial measures that Standard & Poor's
uses in its analytical process. We also analyze a wide array of financial ratios that do not have published guidelines

for each rating category.

Table 1

Revised Financial Guidelines

Funds from operations/interest coverage (x)

Business Profile AA A BBB BB
1 3 25 25 15 15 1
www.standardandpoors.com/ratingsdirect 3
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New Business Profile Scores Assigned for U.S. Utility and Power Companies; Financial Guidelines Revised

Table 1

Revised Financial Guidelines (cont.)

4 3 3 2 2 1
45 35 35 25 25 15 15 1
5 42 42 35 35 25 25 15
55 45 45 38 38 28 28 18
6 52 52 42 42 3 3 2
8 65 65 45 45 32 32 22
0 75 75 55 55 35 35 25
0 7 7 4 4 28
1 8 8 5 5 3

I {IN|DD|O | |W]|N

—
o

Funds from operation/total debt (%)

Business Profile ~ AA A BBB BB

20 15 15 10 10 5

25 20 20 12 12 8

30 25 25 15 15 10 10

3% 28 28 20 20 12 12 8

40 30 30 22 22 15 15 10

45 35 3% 28 28 18 18 12

55 45 45 30 30 20 20 15

70 55 55 40 40 25 25 15
B5 45 45 30 30 20
70 55 55 40 40 25

W o|I~NOD|O W] —

—_
o

Total deht/total capital (%)

Business Profile ~ AA A BBH BB

48 55 5 60 B0 70

45 52 52 58 58 68

42 50 50 55 55 65 65 70

38 45 45 52 52 62 62 68

35 42 42 50 50 60 60 65

32 40 40 48 48 58 58 62

30 38 38 45 45 55 55 60

25 35 35 42 42 52 52 58
32 40 40 50 50 55
25 35 35 48 48 52

Wlo|I~NOD| || W IN] =

—y
o

Again, ratings analysis is not driven solely by these financial ratios, nor has it ever been. In fact, the new financial
guidelines that Standard & Poor's is incorporating for the specified rating categories reinforce the analytical
framework whereby other factors can outweigh the achievement of otherwise acceptable financial ratios. These
factors include:

o Effectiveness of liability and liquidity management;
¢ Analysis of internal funding sources;
e Return on invested capital;

Standard & Poor’s RatingsDirect | June 2, 2004 4

© Standard & Poor's. All rights reserved. No reprint or dissemination without Standard & Poor's permission. See Terms of Use/Disclaimer on the last page. 377679 | 30020760




Exhibit _ (FP-9)
Page 5 of 19

New Business Profile Scores Assigned for U.S. Utility and Power Companies; Financial Guidelines Revised

The record of execution of stated business strategies;

Accuracy of projected performance versus actual results, as well as the trend;
e Assessment of management's financial policies and attitude toward credit; and
e Corporate governance practices.

Charts 2 through 6 show business profile scores broken out by industry sub-sector. The five industry sub-sectors

are:

e Transmission and distribution--Water, gas, and electric;
e Transmission only--Electric, gas, and other;

e Integrated electric, gas, and combination utilities;

e Diversified energy and diversified nonenergy; and

¢ Energy merchant/power developer/trading and marketing companies.
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Chart3

Chart 3
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Chart4

Chart 4
integrated Electric, Gas, and Combination Utilities
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Chart5
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Chart6

Chart6
Energy Merchant/Developers/Trading and Marketing
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The average business profile scores for transmission and distribution companies and transmission-only companies
are lower on the scale than the previous averages, while the average business profile scores for integrated utilities,

diversified energy, and energy merchants and developers are higher.

The Appendix provides the company list of business profile scores segmented by industry sub-sector and ranked in

order of credit rating, outlook, business profile score, and relative strength.

Business Profile Score Methodology

Standard & Poor's methodology of determining corporate utility business risk is anchored in the assessment of
certain specific characteristics that define the sector. We assign business profile scores to each of the rated companies
in the utility and power sector on a 10-point scale, where '1' represents the lowest risk and '10' the highest risk.
Business profile scores are assigned to all rated utility and power companies, whether they are holding companies,
subsidiaries or stand-alone corporations. For operating subsidiaries and stand-alone companies, the score is a
bottom-up assessment. Scores for families of companies are a composite of the operating subsidiaries' scores. The
actual credit rating of a company is analyzed, in part, by comparing the business profile score with the risk-adjusted
financial guidelines.

For most companies, business profile scores are assessed using five categories; specifically, regulation, markets,
operations, competitiveness, and management. The emphasis placed on each category may be influenced by the
dominant strategy of the company or other factors. For example, for a regulated transmission and distribution
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company, regulation may account for 30% to 40% of the business profile score because regulation can be the

single-most important credit driver for this type of company. Conversely, competition, which may not exist for a

transmission and distribution company, would provide a much lower proportion (e.g., §% to 15%) of the business

profile score.

For certain types of companies, such as power generators, power developers, oil and gas exploration and production

companies, or nonenergy-related holdings, where these five components may not be appropriate, Standard & Poor's

will use other, more appropriate methodologies. Some of these companies are assigned business profile scores that

are useful only for relative ranking purposes.

As noted above, the business profile score for a parent or holding company is a composite of the business profile

scores of its individual subsidiary companies. Again, Standard & Poor's does not apply rigid guidelines for

determining the proportion or weighting that each subsidiary represents in the overall business profile score. Instead,

it is determined based on a number of factors. Standard & Poor's will analyze each subsidiary's contribution to

FFO, forecast capital expenditures, liquidity requirements, and other parameters, including the extent to which one

subsidiary has higher growth. The weighting is determined case-by-case.

Appendix: U.S. Utility and Power Company Ranking List

U.S. Utitity and Power Company Ranking List

Company Corporate Credit Rating Business Profile

1. Regulated Transmission and Distribution - Electric, Gas, and Water

Baton Rouge Water Works Co. (The) AA/Stable/-- 1
Nicor Gas Co. AA/Stable/A-1+ 2
Nicor Inc. AA/Stable/A-1+ 3
Washington Gas Light Co. AA-/Stable/A-1+ 2
WGL Holdings Inc. AA-/Stable/A-1+ 3
New Jersey Natural Gas Co. A+/Stable/A-1 1
Aqua Pennsylvania A+/Stable/-- 2
KeySpan Energy Delivery Long Island A+/Negative/-- 1
KeySpan Energy Delivery New York A+/Negative/-- 1
Elizabethtown Water Co. A+/Negative/-- 2
California Water Service Co. A+/Negative/-- 3
Questar Gas Co. A+/Negative/-- 3
Southern California Gas Co. A/Stable/A-1 1
Boston Edison Co. A/Stable/A-1 1
Commonwealth Electric Co. A/Stable/-- 1
Cambridge Electric Light Co. A/Stable/-- 1
NSTAR A/Stable/A-1 1
Massachusetts Electric Co. A/Stable/A-1 1
Narragansett Electric Co. A/Stable/A-1 1
Northwest Natural Gas Co. A/Stable/A-1 1
Connecticut Water Service Inc. A/Stable/ - 2
Connecticut Water Co. (The) A/Stable/ -- 2
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U.S. Utility and Power Company Ranking List (cont.)

Aquarion Co, A/Stable/-- 2
Aguarion Water Co. of Connecticut A/Stable/-- 2
NSTAR Gas Co. A/Stable/-- 2
Piedmont Natural Gas Co. Inc. A/Stable/A-1 2
National Grid USA A/Stable/A-1 2
Consolidated Edison Co. of New York Inc. A/Stable/A-1 2
Orange and Rockland Utilities Inc. A/Stable/A-1 2
Rockland Electric Co. A/Stable/-- 2
Consolidated Edison Inc. A/Stable/A-1 2
Laclede Gas Co. A/Stable/A-1 3
Laclede Group inc. A/Stable/-- 3
Atlantic City Sewerage Co. A/Stable/-- 3
Niagara Mohawk Power Corp. A/Stable/-- 3
Central Hudson Gas & Electric Co. A/Stable/-- 3
American Water Capital Corp. A/Negative/ 2
Boston Gas Co. A/Negative/-- 2
Colonial Gas Co. A/Negative/-- 2
Middlesex Water Co. A/Negative/-- 3
York Water Co. (The) A-/Stable/-- 2
Alabama Gas Corp. A-/Stable/-- 2
Atlanta Gas Light Co. A-/Stable/-- 2
Public Service Co. of North Carolina Inc. A-/Stable/A-2 2
Wisconsin Gas Co. A-/Stable/A-2 2
North Shore Gas Co. A-/Stable/A-2 2
Peoples Gas Light & Coke Co. A-/Stable/A-2 2
ONEOK Inc. A-/Stable/A-2 B
Indiana Gas Co. Inc. A-/Negative/-- 1
Southern California Water Co. A-/Negative/-- 3
American States Water Co. A-/Negative/-- 3
United Water New Jersey A-/Negative/-- 4
United Waterworks A-/Negative/-- 4
PPL Electric Utilities Corp. A-/Negative/-- 4
Commonwealth Edison Co. A-/Negative/A-2 4
PECO Energy Co. A-/Negative/A-2 4
Centra! Hlinais Public Service Co. A-/CW-Neg/-- 3
Western Massachusetts Electric Co. BBB+/Stable/-- 1
Cascade Natural Gas Corp. BBB+/Stable/-- 2
South Jersey Gas Co. BBB+/Stable/-- 2
Baltimore Gas & Electric Co. BBB+/Stable/A-2 3
Connecticut Natural Gas Corp. BBB+/Negative/-- 3
Southern Connecticut Gas Co. BBB+/Negative/-- 3
Central Maine Power Co. BBB+/Negative/-- 3
Atlantic City Electric Co. BBB+/Negative/A-2 3
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U.S. Utility and Power Company Ranking List (cont.)

Potomac Electric Power Co. BBB+/Negative/A-2 K]
Delmarva Power & Light Co. BBB+/Negative/A-2 K]
Yankee Gas Services Co. BBB+/Negative/-- 3
Connecticut Light & Power Co. BBB+/Negative/-- 3
UG! Utilities Inc. BBB+/Negative/-- 4
Bay State Gas Co. BBB/Stable/-- 2
AEP Texas Central Co. BBB/Stable/-- 2
AEP Texas North Co. BBB/Stable/-- 2
Southwest Gas Corp. BBB-/Stable/-- 3
Columbus Southern Power Co. BBB/Stable/-- 3
Ohio Pawer Co. BBB/Stable/-- 3
Public Service Electric & Gas Co. BBB/Stable/A-2 3
Oncor Electric Delivery Co. BBB/Negative/-- 2
Southern Union Co. BBB/Negative/-- 3
Centerpoint Energy Houston Electric LLC BBB/Negative/-- 3
CenterPoint Energy Resources Corp. BBB/Negative/-- 3
Duguesne Light Co. BBB/Negative/ 4
Duguesne Light Holdings Inc. BBB/Negative/ -- 5
TXU Gas Co. BBB/CW-Dev/-- 3
Jersey Central Power & Light Co. BBB-/Stable/-- 4
Metropolitan Edison Co. BBB-/Stable/-- 4
Pennsylvania Electric Co. BBB-/Stable/-- 4
Texas-New Mexico Power Co. BB+/Stable/-- 4
AmeriGas Partners L.P BB+/Stable/-- 7
NUI Utilities Inc. BB/CW-Dev/-- 4
Suburban Propane Partners L.P. BB-/Stable/-- 8
Star Gas Partners L.P. BB-/Stable/-- 8
SEMCO Energy Inc. BB-/Negative/-- 5
Ferrellgas Partners L.P. BB-/Negative/-- 8
Potomac Edison Co. B/Stable/-- 3
West Penn Power Co. B/Stable/-- 3
[llinova Corp. B/Negative/-- 7
NorthWestern Corp. D/NM/-- 7
2. Transmission Only - Electric, Gas, and Other

Questar Pipeline Co. A+/Negative/-- 3
Mid-West Independent Transmission System Operator Inc.  A/Stable/-- 1
American Transmission Co. A/Stable/A-1 1
New England Power Co. A/Stable/A-1 1
Colonial Pipeline Co. A/Stable/A-1 3
Dixie Pipeline Co. -/--/A1 3
Plantation Pipeline Co. --/--{A-1 3
Explorer Pipeline Co. A/Stable/A-1 4
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U.S. Utility and Power Company Ranking List (cont.)

Northern Natural Gas Co. A-/Pasitive/-- 2
Buckeye Partners L.P. A-/Stable/-- 4
Kern River Gas Transmission Co. A-/Negative/-- 3
Northern Border Pipeline Co. A-/CW-Neg/-- 2
Texas Gas Transmission LLC BBB+/Stable/-- 3
Iroquois Gas Transmission System L.P. BBB+/Stable/-- 3
Florida Gas Transmission Co. BBB/Stable/-- 2
International Transmission Co. BBB/Stable 2
ITC Holding Corp. BBB/Stable 2
Texas Eastern Transmission L.P. BBB/Stable/-- 3
PanEnergy Corp. BBB/Stable/-- 3
TE Products Pipeline Co. L.P. BBB/Stable/-- 4
TEPPCQ Partners L.P. BBB/Stable/-- 4
Panhandle Eastern Pipeline LLC BBB/Negative/-- 3
Noark Pipeline Finance LLC BBB/Negative/-- 4
Southern Star Central Gas Pipeline Inc. BB/Stable/-- 3
Transwestern Pipeline Co. BB/CW-Dev/-- 4
Transcontinental Gas Pipe Line Corp. B+/Negative/-- 2
Northwest Pipeline Corp. B+/Negative/-- 2
Colorado Interstate Gas Co. B-/Negative/-- 2
Southern Natural Gas Co. B-/Negative/-- 2
ANR Pipeline Co. B-/Negative/-- 3
Tennessee Gas Pipeline Co. B-/Negative/-- 3
El Paso Tennessee Pipeline Co. B-/Negative/-- 3
Ei Paso Natural Gas Co. B-/Negative/-- 4
Gas Transmission-Northwest Corp. CC/CW-Pos/-- 2

3. Integrated Efectric, Gas, and Combination Utilities

Wisconsin Public Service Corp. AA-/Stable/A-1+ 4
Madison Gas & Electric Co. AA/Negative/A-1+ 4
Southern Co. A/Stable/A1 4
Georgia Power Co. A/Stable/A-1 4
Alabama Power Co. A/Stable/A-1 4
Mississippi Power Co. A/Stable/A-1 4
Gulf Power Co. A/Stable/-- 4
Savannah Electric & Power Co. A/Stable/-- 4
San Diego Gas & Electric Co. A/Stable/A-1 5
MidAmerican Energy Co. A/Stable/A-1 5
Questar Corp. -/--fA-1 6
Equitable Resources Inc. A/Stable/A-1 6
Florida Power & Light Co. A/Negative/A-1 4
South Carolina Electric & Gas Co. A-/Stable/A-2 4
SCANA Corp. A-/Stable/-- 4
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U.S. Utility and Power Company Ranking List (cont.)

Wisconsin Electric Power Co. A-/Stable/A-2 4
AGL Resources Inc. A-/Stable/A-2 4
Virginia Electric & Power Co. (Dominion Virginia) A-/Stable/A-2 5
Idaho Power Co. A-/Stable/A-2 5
IDACORP Inc. A-/Stable/A-2 5
Energen Corp. A-/Stable/-- 6
Vectren Utility Holdings Inc. A-/Negative/A-2 3
Wisconsin Power & Light Co. A-/Negative/A-2 4
Atmos Energy Corp. A-/Negative/A-2 4
Southern Indiana Gas & Electric Co. A-/Negative/-- 5
Montana-Dakota Utilities Co. A-/Negative/-- 5
PacifiCorp A-/Negative/A-2 5
Northern Border Partners L.P. A-/CW-Neg/-- 4
Central lllinois Light Co. A-/CW-Neg/-- 5
CILCORP A-/CW-Neg/-- 5
Union Electric Co. A-/CW-Neg/A-2 5
Ameren Corp. A-/CW-Neg/A-2 5
Cincinnati Gas & Electric Co. BBB+/Stable/A2- 4
Oklahoma Gas & Electric Co. BBB+/Stable/A-2 4
Northern States Power Wisconsin BBB+/Stable /A-2 5
Kentucky Utilities Co. BBB+/Stable/A-2 5
Louisville Gas & Electric Co. BBB+/Stable/A-2 5
Allete Inc. BBB+/Stable/A-2 5
Wisconsin Energy Corp. BBB+/Stable/A-2 5
PSI Energy Inc. BBB+/Stable/A-2 5
Union Light Heat & Power Co. BBB+/Stable/-- 5
Hawaiian Electric Co. Inc. BBB+/Stable/A-2 ]
Enogex Inc. BBB+/Stable/-- ]
National Fuel Gas Co. BBB+/Stable/A-2 7
Energy East Corp. BBB+/Negative/--A2 3
RGS Energy Group Inc. BBB+/Negative/-- 4
Rachester Gas & Electric Corp. BBB+/Negative/-- 4
Michigan Consolidated Gas Co. BBB+/Negative/A-2 4
Interstate Power & Light Co. BBB+/Negative/A-2 5
Public Service Co. of New Hampshire BBB+/Negative/-- 5
Kaneb Pipe Line Qperating Partnership L.P. BBB+/Negative/-- 5
Consolidated Natural Gas Co. BBB+/Negative/A-2 ]
Detroit Edison Co. BBB+/Negative/A-2 ]
Questar Market Resources Inc. BBB+/Negative/-- 8
Portland General Electric Co. BBB+/CW-Neg./A-2 5
Columbia Energy Group BBB/Stable/-- 3
NiSource Inc. BBB/Stable/-- 4
Xcel Energy Inc. BBB/Stable/A-2 5
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U.S. Utility and Power Company Ranking List (cont.)

Public Service Co. of Colorado BBB/Stable /A-2 5
Northern States Power Co. BBB/Stable /A-2 5
Southwestern Public Service Co. BBB/Stable /A-2 5
Appalachian Power Co. BBB/Stable/-- 5
Kentucky Power Co. BBB/Stable/-- 5
Public Service Co. of Dklahoma BBB/Stable/-- 5
Southwestern Electric Power Co. BBB/Stable/-- 5
Northern Indiana Public Service Co. BBB/Stable/-- 5
Entergy Arkansas Inc. BBB/Stable/-- 5
Entergy Louisiana Inc. BBB/Stable/-- 5
Progress Energy Florida BBB/Stable/-- 5
Progress Energy Carolinas Inc. BBB/Stable/A-2 5
Kansas City Power & Light Co. BBB/Stable/A-2 6
PNM Resources Inc. BBB/Stable/-- 6
Southern California Edison Co. BBB/Stable/A-2 6
Empire District Electric Co. BBB/Stable/A-2 6
Entergy Mississippi Inc. BBB/Stable/-- 6
Entergy New Orleans Inc. BBB/Stable/-- 6
Duke Energy Field Services LLC BBB/Stable/A-2 6
Arizona Public Service Co. BBB/Negative/A-2 5
TXU U.S. Holdings Co. BBB/Negative/-- 5
Pinnacle West Capital Corp. BBB/Negative/A-2 6
Cleco Power LLC BBB/Negative/A-3 6
Puget Sound Energy Inc. BBB-/Positive/A-3 5
Puget Energy Inc. BBB-/Positive/-- 5
Green Mountain Power Corp. BBB-/Stable/-- 5
Public Service Co. of New Mexico BBB-/Stable/A-2 6
Pacific Gas & Electric Co. BBB-/Stable/ - 6
Cleveland Electric llluminating Co. BBB-/Stable/-- 6
Ohio Edison Co. BBB-/Stable/-- 6
Toledo Edison Co. BBB-/Stable/-- B
Pennsylvania Power Co. BBB-/Stable/-- 6
El Paso Electric Co. BBB-/Stable/-- 6
Central Vermant Public Service Carp. BBB-/Stable/-- 6
Entergy Gulf States Inc. BBB-/Stable/-- 6
System Energy Resources Inc. BBB-/Stable/-- 7
Tampa Electric Co. BBB-/Negative/A-3 4
Black Hills Power Inc. BBB-/Negative/-- 6
Westar Energy Inc. BB+/Positive/-- 5
Kansas Gas & Electric Co. BB+/Positive/-- 6
Indianapolis Power & Light Co. BB+/Stable/-- 4
IPALCO Enterprises Inc. BB+/Stable/-- 4
Enterprise Products Operating L.P. BB+/Stable/-- 6
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U.S. Utility and Power Company Ranking List (cont.)

Enterprise Products Partners L.P. BB+/Stable/-- 6
GulfTerra Energy Partners L.P. BB+/CW-Neg/-- B
Consumers Energy Co. BB/Negative/-- B
Tucson Electric Power Co. BB/CW-Neg/-- ]
Dayton Power & Light Co. BB-/CW-Neg/ - 7
Monongahela Power Co. B/Stable/-- 5
Nevada Power Co. B+/Negative/-- 7
Sierra Pacific Power Co. B+/Negative/-- 7
Sierra Pacific Resources B+/Negative/-- 7

4. Diversified Energy and Diversified Non-Energy

WPS Resources Corp. A/Stable/A-1 5
KeySpan Corp. A/Negative/A-1 4
FPL Group Inc. A/Negative/-- 6
Peoples Energy Corp. A-/Stable/A-2 5
Vectren Corp. A-/Negative/-- 4
PacifiCorp Holdings Inc. A-/Negative/-- 5
Exelon Corp. A-/Negative/A-2 7
MDLI Resources Group Inc. A-/Negative/A-2 7
Centennial Energy Holdings Inc. A-/Negative/A-2 8
Otter Tail Corp. A-/Negative/-- 8
Kinder Morgan Energy Partners L.P. BBB+/Stable/A-2 4
Northeast Utilities BBB+/Stable/-- 5
OGE Energy Corp. BBB+/Stable/A-2 B
LG&E Energy Corp. BBB+/Stable/-- B
Cinergy Corp. BBB+/Stable/A-2 6
Constellation Energy Group Inc. BBB+/Stable/A-2 7
Sempra Energy BBB+/Stable/A-2 7
Pepco Holdings Inc. BBB+/Negative/A-2 5
Conectiv BBB+/Negative/-- 5
Alliant Energy Corp. BBB+/Negative/A-2 ]
DTE Energy Co. BBB+/Negative/A-2 6
Dominion Resources Inc. BBB+/Negative/A-2 7
Kinder Morgan Inc. BBB/Stable/A-2 5
American Electric Power Co. Inc. BBB/Stable/A-2 6
Entergy Corp. BBB/Stable/-- 6
Hawaiian Electric Industries Inc. BBB/Stable/A-2 6
Progress Energy Inc. BBB/Stable/A-2 6
PPL Corp. BBB/Stable/-- 7
Public Service Enterprise Group Inc. BBB/Stable/A-2 7
Great Plains Energy inc. BBB/Stable/-- 7
Duke Energy Corp. BBB/Stable/A-2 7
Duke Capital Corp. BBB/Stable/A-2 8
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U.S. Utility and Power Company Ranking List {cont.)

TXU Corp. BBB/Negative/-- 5
Centerpoint Energy inc. BBB/Negative/-- )
Cleco Corp. BBB/Negative/A-3 6
Potomac Capital Investment Corp. BBB/Negative/-- 8
MidAmerican Energy Holdings Co. BBB-/Positive/-- 5
FirstEnergy Corp. BBB-/Stable/-- 6
TECO Energy Inc. BBB-/Negative/A-3 5
Black Hills Corp. BBB-/Negative/-- 8
Avista Corp. BB+/Stable/-- 6
Edison International BB+/Stable/-- 6
TNP Enterprises BB+/Stable/-- 6
New York Water Service Corp. BB/Stable 7
CMS Energy Corp. BB/Negative/-- 7
DPL Inc. BB- /CW-Neg/-- 8
Williams Companies Inc. (The) B+/Negative/-- 8
Allegheny Energy Inc. B/Stable/-- 7
Dynegy Inc. B/Negative/-- 8
Dynegy Holdings Inc. B/Negative/-- 9
El Paso CGP Corp. B-/Negative/-- 6
Aquila inc. B-/Negative/-- 8
El Paso Corp. B-/Negative/-- 8
5. Energy Merchants/Power Developers/Trading and Marketing

Entergy-Koch L.P. A/Stable/-- 9
KeySpan Generation LLC A/Negative/-- 5
FPL Group Capital A/Negative/A-1 8
Exelon Generation Co. A-/Negative/A-2 8
AmerenEnergy Generating Co. A-/CW-Neg/-- 8
Southern Power Co. BBB+/Stable/-- 6
LG&E Capital Corp. BBB+/Stable/A-2 9
Alliant Energy Resources Inc. BBB+/Negative/-- ]
American Ref-Fuel Co. LLC BBB/Stable/-- 6
PSEG Power LLC BBB/Stable/-- 8
PPL Energy Supply LLC BBB/Stable/-- 8
TXU Energy Co. LLC BBB/Negative/-- 7
Duke Energy Trading and Marketing LLC BBB-/Negative/-- 10
Northeast Generation Company BB+/Negative/-- 9
Cogentrix Energy BB-/Stable/-- 6
PSEG Energy Holdings Inc. BB-/Stable/-- 9
AES Corp. B+/Stable/-- 9
NRG Energy Inc. B+/Stable 9
Allegheny Energy Supply Co. LLC B/Stable/-- 8
Reliant Resources Inc. B/Negative/-- 8
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U.S. Utility and Power Company Ranking List (cont.)

Calpine Corp B/Negative/-- 9
Edison Mission Energy B/Negative/-- 9
Orion Power Holdings Inc B/Negative/-- 9
Reliant Energy Mid-Atlantic Power Holdings LLC B/Negative/-- 9
Mirant Americas Generation Inc. D/--/-- 10
Mirant Americas Energy Marketing L.P. D/--/-- 10
Mirant Corp. 0/-/-- 16
NEGT Energy Trading Holdings Corp B/--/-- 10
PG&E National Energy Group B/--/-- 10
USGen New England Inc. B/--/-- 10
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Major Rating Factors

Strengths: Corporate Credit Rating

e Supportive regulatory regime; A-/Stable/A-2
e Low risk distribution business;

e Minimal competition; and

e Limited unregulated business.

Weaknesses:
e High cost operating environment;
e Large capital program; and

e Weak financial ratios for the current rating.

Rationale

The ratings on regulated utility Consolidated Edison Co. of New York Inc. (CECONY) reflect the consolidated
rating of its parent, Consolidated Edison Inc. The ratings also reflect Con Edison's Orange and Rockland Utilities
Inc. subsidiary, and Con Edison's nonregulated activities, which include retail and wholesale services and operation

of infrastructure projects.

Con Edison's, CECONY's, and O&R's business risk profiles are excellent. The strength of the business profile stems
from a historically supportive regulatory environment and a conservative strategy as a transmission and distribution
(T&D) company. The firm's financial profile is deemed intermediate at present, with proceeds of $667 million

after-tax from the sale of merchant activities later this year, boosting credit protection measures.

CECONY accounts for about 90% of Con Edison's total assets, revenues, and operating income. CECONY's
electric and gas operations are low risk, reflecting Con Edison's strategy to own and operate electric and gas T&D
assets in the Northeast. CECONY provides electric service to about 3.2 million customers and gas service to about
1.1 million customers in New York City and Westchester County. The company also provides steam service in parts
of Manhattan. O&R and subsidiary Rockland Electric provide electric service to about 300,000 customers in
southeastern New York and adjacent sections of New Jersey and northeastern Pennsylvania and gas service to about
125,000 customers in southeastern New York and northeastern Pennsylvania. Pursuant to restructuring agreements,
the utilities have sold most of their electric generating capacity and provide their customers the opportunity to buy
electricity and gas directly from other suppliers through retail access programs. In addition to delivering energy, the
utilities supply about half of the energy that they deliver. Substantially all of the energy they supply to customers is
purchased through firm contracts or wholesale energy markets.

CECONY's mostly underground service network and the capability of each of its independent networks to operate
without two primary feeders enable CECONY to have some of the industry's lowest power interruption metrics.
Con Edison's nonregulated activities will decline to a less than 5% of cash flow with the sale of 1,706 MW of
merchant generation capacity.

As of March 31, 2008, Con Edison had adjusted debt to capital of about 54%, adjusted funds from operations

Standard & Poor’s RatingsDirect | June 11, 2008 2
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(FFO) interest coverage of 3.9x, and adjusted FFO to total debt of 15%. Although Con Edison recovers its
underfunded pension and post-retirement benefit obligations through regulatory deferrals, the utility's combined
pension and other postretirement obligations were underfunded by about $609 million ($415 million at CECONY).

Short-term credit factors

The short-term rating on Con Edison and its subsidiaries is 'A-2', reflecting the company's adequate liquidity and
the expectation of continued stable cash flows to fund dividends and capital spending. As of March 31, 2008, Con
Edison and its subsidiaries had $144 million of unrestricted cash {$40 million at CECONY) and about $1.1 billion
available under its $2.25 billion revolving credit facility, which matures in June 2011. Con Edison's borrowings
under the revolving credit facility are limited to $1 billion, and CECONY may borrow up to the full amount of the
line. Con Edison primarily uses the revolving credit facility to support its commercial paper obligations, of which
$1.15 million was outstanding as of March 31, 2008.

Consolidated cash flow from operations for the 12 months ended March 31, 2008 was about $1.7 billion. Future
debt and equity issuances will be required to fund annual capital spending of about $2.5 billion (2008 estimate),
common dividends of more than $500 million per year ($350 million to $400 million of dividends paid annually to
Con Edison from CECONY), and debt maturities of $809 million in 2008. Standard & Poor's expects Con Edison
to fund acquisitions of nonregulated business opportunities conservatively, and that these investments will account

for only a small percentage of consolidated cash flows and capital commitments.

Outlook

The stable outlook on Con Edison and its affiliates is based on an expectation of a reliable and sustainable cash flow
stream from the company's predominantly regulated business strategy. Ratings incorporate constructive regulation,
sizable recovery of deferred costs associated with incurred environmental and reliability improvements, and notable
progress on debt reduction. Importantly, any deviation in expected cash flows, delays in reducing leverage, or
difficulty recovering environmental and stranded costs

in a timely manner may weaken the financial profile, heightening the potential for outlook revision to negative or a
downgrade. The company's substantial capital program and current debt leverage position preclude the potential for
upward credit momentum at this time.

Analytical Note

To improve the transparency of our rating process, we continue to explore various ways to show how we develop a
company's adjusted ratios from its reported financial data. The tables below include financial statements for the past
five fiscal years and a reconciliation table that bridges the company's reported financial statements to Standard &
Poor's adjusted measures.

Changes from previously reported figures are primarily due to adjustments from pensions, other post-retirement
obligations, purchased-power agreements, operating leases, asset-retirement obligations, deferred power costs,
and/or company restatements. The largest adjustment is related to pensions and other post-retirement obligations,
which adds $609 million to 2008 debt. Similar changes are reflected in the historical financials.

Based on the regulatory framework in New York, which required utilities to sell their generation assets, and the
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company’s role as an intermediary between retail customers and the electricity suppliers, Standard & Poor's revised

its purchased-power adjustment factor for Consolidated Edison and its subsidiaries to 0%.

Please refer to "Credit FAQ: S&P Introduces Reconciliation Tables To Show Analytical Adjustments To Global
Utilities' Financial Statements" published on Oct, 11, 2006 on RatingsDirect and "Credit FAQ: The Effect Of
Regulatory Assets On North American Utilities' Credit Quality" published on Oct. 12, 2005 on RatingsDirect for

more information.

Table 1

Consolidated Edison Co. of New York Inc. -- Peer Comparison*

Industry Sector: Utilities

--Average of past three fiscal years--

Consolidated Edison Co. of New  Consolidated Edison Central Hudson Gas &
York Inc. Ing. NSTAR Electric Corp._

Rating as of June 6, 2008 A-/Stable/A-2 A-/Stable/A-2 A+/Stable/A-1 A/Stable/NR
(Mil. $)
Revenues 9,466.7 12,299.3 3,184.1 706.0
Net income from cont. oper. 752.3 798.3 208.1 346
Funds from operations (FFQ) 1,245.4 1,443.9 584.0 718
Capital expenditures 1,759.2 1,884.3 398.5 724
Cash and short-term investments 76.3 139.3 22.0 32
Debt 8,046.2 9,835.8 25159 4824
Preferred stock 1775 106.5 358 21.0
Equity 6,821.7 71,3824 1,5144 3038
Debt and equity 14,867.9 17,2181 4,030.3 786.1
Adjusted ratios
EBIT interest coverage {x} 30 29 35 45
FFO int. cov. {x) 34 34 5.1 43
FFO/debt (%) 15.5 14.7 232 16.1
Discretionary cash flow/debt (%) (12.9) (10.8) (12.1) (6.9)
Net cash flow / capex (%) 446 48.0 137 90.8
Total debt/debt plus equity {%) 54.1 57.1 62.4 61.4
Return on common equity (%) 105 10.0 13.0 10.6
Common dividend payout ratio 57.8 69.9 63.8 337
(un-ad].) (%)

*Fully adjusted [including postretirement obligations).

Table 2

Consolidated Edison Co. of New York Inc. -- Financial Summary*

Industry Sector: Utilities

--Fiscal year ended Dec. 31--

2007 2006 2005 2004 2003
Rating history A/Negative/A-2 A/Negative/A-2 A/Stable/A-1 A/Stable/A-1 A/Stable/A-1
{Mil. $)
Revenues 9,885.0 9,288.0 92270 7.971.0 8,166.0
Standard & Poor’s RatingsDirect | June 11, 2008 4

Standard & Poor's. Al rights reserved. No reprint or dissemination without S&P's permission. See Terms of Use/Disclaimer on the last page. 653495 | 300120760



Exhibit _ (FP-10)
Page 5 of 8

Consolidated Edison Co. of New York Inc.

Table 2

Consolidated Edison Co. of New York Inc. -- Financial Summary*{cont.)

Net income from continuing operations 855.0 697.0 705.0 529.0 602.0
Funds from operations {FFO) 1,273.1 1,104.9 1,358.2 1,508.6 1,4795
Capital expenditures 1,817.4 1,721.0 1,7333 1,3143 1,2150
Cash and short-term investments 121.0 470 61.0 10.0 330
Debt 8.824.2 7.840.2 74744 6,083.9 5,861.2
Preferred stock 106.5 213.0 213.0 213.0 2130
Equity 81925 7.061.6 52109 5,346.2 48799
Debt and equity 17,016.7 14901.8 12,685.3 11,4301 10,7411
Adjusted ratios

EBIT interest coverage (x) 3.2 28 31 25 28
FFQ int. cov. {x) 33 30 41 47 44
FFO/debt (%) 14.4 14.1 18.2 248 252
Discretionary cash flow/debt (%) (11.4) (11.8) (16.0] {6.5) (5.1)
Net Cash Flow / Capex (%) 396 379 56.4 838 899
Debt/debt and equity (%) 51.9 52.8 58.9 53.2 546
Return on common equity {%) 10.9 100 10.7 8.2 109
Common dividend payout ratio {un-adj.) (%) 64.9 53.6 53.2 76.4 636

*Fully adjusted (including postretirement obligations).

Table 3

Reconciliation Of Consolidated Edison Co. of New York Inc. Reported Amounts With Standard & Poor's Adjusted Amounts

(Mil. §)*

--Fiscal year ended Dec. 31, 2007--

Consolidated Edison Co. of New York Inc. reported amounts

Operating Operating Operating

income income income Cashflow Cash flow
Shareholders’ (before (before (after Interest from from Dividends Capital
Debt equity D&A) D&A) D&A) expense operations operations paid expenditures
Reported 8,007.0 8,299.0 2,2620 2,262.0 1,669.0 4580 1,251.0 1,251.0 559.0 1,816.0
Standard & Poor's adjustments
QOperating 2245 - 395 14.2 142 142 25.3 25.3 - 104
leases
Intermediate 106.5 (106.5) - -- - 55 {5.5) {5.5) (5.5) --
hybrids
reported as
equity
Postretirement 4147 - {134.0) (134.0) (134.0) - 119.0 119.0 - -
benefit
obligations
Capitalized - - - - - 9.0 (9.0) (9.0) - (9.0
interest
Share-based - - - 10 - - - -
compensation
expense
Asset 715 - 15.0 15.0 15.0 15.0 (11.7) 117N
retirement
obtigations
www.standardandpoors.com/ratingsdirect 5
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Reclassification - 36.0 - - -
of nonoperating
income
(expenses)
Reclassification - - - (96.0) - -
of
working-capital
cash flow
changes
Total 817.2 {106.5) {79.5) {97.8) (68.8] 437 118.1 221 {5.5) 14
adjustments
Standard & Poor's adjusted amounts
Operating
income Cash flow Funds
(before Interest from from Dividends Capital
Debt Equity D&A) EBITDA EBIT expense operations operations paid expenditures
Adjusted 8,824.2 81925 2,182.5 2,164.2 1,600.2 501.7 1,369.1 1,2731 553.5 18174

*Consolidated Edison Co. of New York Inc. reported amounts shown are taken from the company's financial statements but might include adjustments made by data
praviders or reclassifications made by Standard & Poor's analysts. Please note that two reported amounts (operating income before D&A and cash flow from operations) are
used to derive more than one Standard & Poor's-adjusted amount (operating income before D&A and EBITDA, and cash flow from operations and funds from operations,
respectively). Consequently, the first section in some tables may feature duplicate descriptions and amounts.

Ratings Detail (As Of June "1, 2008

Consolidated Edison Co. of New York Inc.
Corporate Credit Rating
Commercial Paper
Local Currency
Preferred Stock
Local Currency
Senior Unsecured
Local Currency

A-/Stable/A-2

A-2

Corporate Credit Ratings History
25-Mar-2008
06-Jun-2006
16-May-2003

A-/Stable/A-2
A/Negative/A-2
A/Stable/A-1

Debt Maturities

As of Dec. 31, 2007:
2008: $809 mil.
2009: $478 mil.
2010: $684 mil.
2011: $3 mil.

Related Entities
Consolidated Edison Inc.
Issuer Credit Rating
Commercial Paper

Local Currency
Senior Unsecured

Local Currency

Standard & Poor’s RatingsDirect | June 11, 2008
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Ratings Detail (As Of June 11, 2008) {cont.}

Orange and Rockland Utilities Inc.
Issuer Credit Rating A-/Stable/A-2
Commercial Paper

Local Currency A2
Senior Unsecured

Local Currency A-
Rackiand Efectric Co.
Issuer Credit Rating A-/Stable/--

*Unless otherwise noted, all ratings in this report are global scale ratings. Standard & Poor's credit ratings on the global scale are comparable across countries. Standard
& Poor's credit ratings on a national scale are relative to obligors or obligations within that specific country.
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Consolidated Edison Company of New York, Inc.

New York, New York, United States

Ratings

Category Moody's Rating
Outlook Negative
Issuer Rating A1
Senior Unsecured A1
Subordinate A2
Preferred Stock A3
Commercial Paper P-1
Parent: Consolidated Edison, Inc.

Outlook Negative
Issuer Rating A2
Senior Unsecured A2
Subordinate Shelf (P)A3
Preferred Shelf (P)Baa1
Commercial Paper P-1
Contacts

Analyst Phone
Kevin G. Rose/New York 212.553.0389
William L. Hess/New York 212.553.3837

Key Indicators

(1]

Consolidated Edison Company of New York, Inc. (The)

2007
(CFO Pre-W/C + Interest) / Interest Expense 3.5x
(CFO Pre-W/C) / Debt 14%
(CFO Pre-W/C - Dividends) / Debt 7%
(CFO Pre-W/C - Dividends) / Capex 31%
Debt / Book Capitalization 40%
EBITA Margin % 17%

Global Credit Research
Credit Opinion
21 MAR 2008

2006
3.3x
14%

8%
M%
41%
16%

2005
4.2x
18%
12%
52%
42%
14%

[1] All ratios calculated in accordance with the Global Regulated Electric Utilities Rating Methodology using

Moody's standard adjustments.

Note: For definitions of Moody's most common ratio terms please see the accompanying User's Guide.

Opinion

Company Profile

2004
4.9x
23%
17%
%
39%

8%

Consolidated Edison Company of New York, Inc. (CECONY) is the largest regulated transmission & distribution
(T&D) subsidiary of Consolidated Edison, Inc. (CEIl). With $9.9 billion in revenue for fiscal year 2007, CECONY is

also the largest North American T&D utility rated by Moody's. The company serves approximately 3.2 million

electric customers, 1.1 million gas customers, and 1,800 steam customers through its vast electric, gas and steam

infrastructure primarily located in and around New York City and Westchester County.

CEl is also the parent holding company of regulated T&D subsidiary Orange and Rockland Utilities, Inc. (O&R) and
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three wholly-owned competitive energy subsidiary companies that operate in the wholesale and retail competitive
power supply markets and also offer some ancillary energy-related services. CECONY's and O&R's infrastructure
comprise the largest utility system in New York State, serving roughly 3.5 million electric, 1.2 million gas and 1,800
steam customers located in some of the state's most dynamic communities. Both utilities are regulated at the state
level by the New York Public Service Commission (NYPSC) and at the federal level by the Federal Energy
Regulatory Commission (FERC). In addition, we note that O&R is also regulated by the New Jersey Board of
Public Utilities, which has jurisdiction over its subsidiary, Rockland Electric Company (RECO), and the
Pennsylvania Public Utility Commission, which has jurisdiction over its subsidiary, Pike County Light & Power
Company. RECO and Pike County represent substantially smaller portions of O&R's service territory.

Recent Events

Effective March 20, 2008, Moody's affirmed the ratings of CEl, CECONY, and Q&R but revised the rating outlooks
for all three companies to negative from stable. This action reflected our growing concern with regard to the ability
of the three companies to achieve a materially stronger financial profile given the persistent weakness in key credit
metrics for the companies relative to what we typically see for companies in the "A" rating category coupled with
the decision by the NYPSC with respect to CECONY's latest rate case. We believe a stronger financial profile is
necessary to compensate for the rising business and operating risks that go in tandem with the exceptionally large
capital program that CECONY and O&R face over the next several years. The change to negative rating outlooks
for the companies also takes into account our more guarded view than we have had in the past about the extent to
which the New York regulatory environment will be supportive in future rate case decisions for CECONY and O&R.
In particular, we note the 9.1% allowed return on equity (ROE) used by the NYPSC in late 2007 for O&R's rate
investigation related to its electric operations (this compares to 10.4% previously) and the recent fully litigated
decision in CECONY's electric rate case, which granted only about 35% of the $1.2 billion rate increase requested
(new rates effective April 1, 2008), also based on a 9.1% allowed ROE (reportedly the lowest ROE granted to an
electric utility in over 30 years). We view this as an additional sign of the increasing propensity for the NYPSC to
extend the cash recovery period for certain previously incurred costs, take a less supportive view with respect to
certain types of future costs, and base decisions on a much lower authorized ROE.

Meanwhile, CEl's wholly-owned subsidiary, Consolidated Edison Development, is advancing its plans announced
December 10, 2007, whereby it is selling 1,706 megawatts of competitive generation projects for $1.5 billion in
cash. The original agreement called for the acquirers to be North American Energy Alliance, LLC, which is a newly
formed entity that is jointly owned and controlled by AllCapital (US) LLC, which is a subsidiary of Allco Finance
Group, and Industry Funds Management Pty Ltd, which is acting on behalf of the IFM International Infrastructure
Fund. More recently, we understand that the transaction has been modified so that IFM International Infrastructure
Fund will now be the sole purchaser. The sale, which is subject to various state and regulatory approvails, is still
expected to be completed by mid-2008. According to CEl, the sale is expected to produce a after-tax gain of about
$335 million, after taking into account various transaction-related expenses. After satisfying the repayment of
project related debt, taxes, and transaction expenses, CE| estimates that cash proceeds will amount to $654
million. CEl plans to use these proceeds for debt repayment and investments in its utility businesses. We view the
planned sale of these assets and expected use of cash proceeds as a credit positive; however, the proposed
transaction by itself does not completely mitigate our growing concerns which led to the aforementioned change in
rating outlooks for CEl, CECONY, and O&R to negative from stable.

Rating Rationale

CECONY's A1 senior unsecured rating and negative outlook reflects a history of generating relatively stable and
predictable earnings and cash flows through operation of its vast utility T&D assets, and the benefits that have
been derived from past multi-year rate settlements approved by the NYPSC and full and timely recovery of
purchased power costs tied to provider of last resort obligations, as well as generally timely and adequate recovery
of increased operating costs. The rating also takes into account the company's key credit metrics, such as cash
flow from operations before working capital changes (CFO Pre-W/C) to debt and interest, as well as CECONY's
liquidity profile. Some of CECONY's historical credit metrics have been somewhat weaker than those that we
typically expect to see from "A" rated companies in this sector. Although we were anticipating that CECONY could
achieve more substantive improvement in its key credit metrics over the next several years assuming a multi-year
settlement of its recently concluded electric rate case on historically credit supportive terms, we are now more
skeptical in our view due to the litigated outcome of that case outlined above in the Recent Events section.
Nevertheless, we expect overall liquidity to remain sufficient, with ample access to committed bank credit facilities
to supplement internally generated cash flow when needed, as well as continued access to common equity and
long-term debt markets to address anticipated negative free cash flow over the next several years.

We note as well that CECONY's rating is viewed within the context of Moody's Rating Methodology for Global
Regulated Utilities.

We cover the key factors that drive CECONY's current A1 senior unsecured debt rating and negative outlook in
more detail below.

CECONY'S RISK PROFILE IS RISING RELATIVE TO HISTORICAL LEVEL, DESPITE PARENT'S PLANNED
SALE OF UNREGULATED GENERATION

We believe that the business and operating risk profile for CECONY is arguably greater today and prospectively
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than compared to historical periods, given execution risks associated with the very large capital expenditure
program it faces and our growing concerns about the degree of supportiveness from the NYPSC. Our concern with
the levels of business and operating risk and regulatory supportiveness is only partially tempered by CEl's planned
sale of competitive generation assets expected to be completed by mid-2008.

CEl's 2007 10-K highlights plans for annual capital expenditures of about $2.6 billion by CECONY in each of the
next three years for system upgrades and expansion to ensure reliability in the face of strong economic growth.
We believe that one can safely assume that management is committed to addressing these needs considering the
FERC-mandated reliability standards for transmission owners (an after effect of the 2003 blackout that occurred in
the Northeast U.S. in 2003) and the backlash felt by the company from the extended outage in Queens that
occurred in the summer of 2006 and the steam pipe explosion in mid-town Manhattan last year. Moreover, we note
there are service quality performance targets included within the recent CECONY electric rate order, under which
CECONY would suffer negative financial consequences if these targets are not met. The need to address ongoing
system reliability concerns requires considerably higher spending than the already high levels (close to $2.0 billion)
funded in 2006-2007.

Furthermore, we view rising construction costs as a potential risk to CECONY (and all utilities), as they may
exceed construction estimates used in the rate-making process; however, in CECONY's case the risk of cost
overruns and possible future disallowances by the regulators is partially mitigated by the fact that planned capital
programs are spread among various small to medium-sized projects instead of a few large projects.

Given the magnitude of these projects, we expect CECONY will continue to use a mix of internally generated cash
flow, parent contributions (including redeployment of some of the asset sale proceeds discussed above), bank
borrowings, and long-term debt issues to finance these expected capital expenditures. We also expect continued
maintenance of historic debt/capital ratios of approximately 50% for CEl and CECONY. The 50% target for
CECONY is guided in part by the amount of common equity on which the NYPSC allows the utility to earn a return
on. Consistent with this strategy, for fiscal year 2007 CEl issued 11 million shares of common stock, which resulted
in net proceeds of $558 million, thereby providing cash for capital contributions of $518 million into CECONY and
$40 million into O&R to fund capital investments and for general corporate needs. The balance of CECONY's
external financing came from increased commercial paper usage and a $525 million, 30-year debt issuance.

As alluded to above in the Recent Events section, the competitive energy business generation asset sales planned
to be completed by mid-2008 and the planned debt repayment to go with redepioyment of capital into CECONY
and O&R can be viewed as a credit positive, but not sufficiently so to mitigate our growing concerns.

CHALLENGES POSED BY RECENT ELECTRIC RATE CASE OUTCOME AND USE OF LOWER ALLOWED
ROE BY NYPSC

Historically, CECONY has tended to benefit from multi-year rate increases and full and timely recovery of
purchased power costs, as well as generally timely and adequate recovery of increased operating costs. As a
result, we have historically taken a generally favorable view of CECONY'’s regulatory risk profile, especially when
compared with the experiences of utilities in some other jurisdictions, such as Maryland and lllinois, where fuel and
power cost adjustment proceedings in particular have been at times contentious, due in part to legislative
intervention into the regulatory process.

As previously cited, we have become more guarded in our views about CECONY’s regulatory risk profile. In
particular, we believe CECONY's litigated (as opposed to settled) outcome in its recently concluded electric rate
case, whereupon NYPSC extended the recovery period for certain previously incurred costs, took a less supportive
view with respect to certain types of future costs, and used a lower allowed ROE poses a challenging obstacle to
overcome. CECONY originally sought approval of a three-year rate filing made last year (May 2007). Unlike the
case in many of its past filings, a negotiated multi-year settlement did not occur in this proceeding. As a result, the
case recently concluded with a one-year litigated decision that simply addressed the first year request in the May
2007 filing, which asked for approximately $1.2 billion in additional revenue requirements. The final decision
approved only $425 million (or roughly 35%) of the requested rate increase based on a very low 9.1% authorized
ROE. By way of comparison, the Administrative Law Judge had previously issued a recommended order to the full
NYPSC, which indicated that CECONY should be granted a rate increase of roughly half or $600 million, based on
a very low allowed ROE of 9% versus the 11.5% used as a basis for the May 2007 filing. Another somewhat
concerning aspect of the recent order is the fact that some $250 million of annual revenue to be collected through
an adjustment clause is subject to refund, pending an independent audit of CECONY's capital spending over the
period that new rates are in effect.

Although the parts of the decision that grant approval for CECONY to charge higher rates to address past capital
spending that was higher than levels assumed in the prior multi-year plan that is expiring on March 31, 2008 and to
compensate for expiring rate credits which were used to offset what otherwise would have been a need for higher
rates in the expiring multi-year plan appear to be generally supportive of credit quality, the decision would appear
to take a much less supportive tact with respect to recovery of costs for new or expanded operating programs, the
recovery period for certain previously incurred costs, and the allowed ROE. Looking forward, we take the view that
CECONY might have some flexibility to find ways to compensate for some of the disallowed costs related to new
or expanded programs through other cost saving initiatives and or by somewhat reluctantly delaying
implementation of some new programs and or new hires; however, we believe that the ability to compensate for
the very low allowed ROE used in deciding the CECONY electric rate case poses a challenging obstacle for the
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company to overcome.

Looking ahead, we note that CECONY is in the midst of a steam rate case, which is likely to be decided in
September, and will likely be filing yet another electric rate case by the end of May 2008. Also, CECONY's affiliate,
OA&R, is in the midst of an electric rate case, which is likely to be decided in June. Given the expected pace of
capital spending throughout the CEI family, we assume that the utilities will be active in the rate arena on an
annual basis unless they can revert to past success in settling the proceedings on a multi-year basis. Against this
backdrop, we have become more skeptical about the extent to which future regulatory decisions by the NYPSC
might be supportive.

LESS OPPORTUNITY FOR IMPROVEMENT IN KEY CREDIT METRICS

Over 2004 - 2007, CECONY's CFO pre-W/C to adjusted interest and adjusted debt averaged 4.0x and 17.3%,
respectively. The weaker level for these metrics since 2005 is due, in part, to the fact that CECONY has financed
infrastructure investment above levels addressed in the company's rate plan expiring March 31, 2008. For
example, CECONY's CFO pre-W/C to adjusted interest and adjusted debt was 3.5x and 14.1%, respectively, in
2007, and 3.3x and 13.8%, respectively, in 2006. These levels are a weak comparison to the levels of 4.2x and
17.8% achieved, respectively, in 2005.

In earlier published research, we referred to expected opportunities for CECONY to show sustainable improvement
in CFO pre-W/C to interest and debt (i.e. to in excess of 4x and the mid-to-high teens, respectively) beginning in
2008. This reference point was based in part on an assumption that CECONY would achieve a more supportive
outcome in its then pending electric case than, in our opinion, has turned out to be the case. We now believe that
achievement of such levels over the next 12 to 18 months appears more challenging given the outcome in the
CECONLY electric rate case and the apparent propensity for the NYPSC to extend the time period for full cash
recovery of prior costs incurred, to take a less supportive stance with respect to recovery of certain cost categories,
and to use a much lower allowed ROE in the rate setting process. CECONY has been consistently spending more
on capital expenditures than originally planned for in recent years, which has kept the utility in a "catch-up” mode in
terms of cost recovery. Setting rates based on a very low ROE in the CECONY electric case (and the O&R electric
rate investigation decided in late 2007) seems to be a discouragement instead of incentive to invest in utility
infrastructure to ensure reliability of service against a backdrop of solid economic and customer growth in the utility
service territories. In our view, if CECONY chooses to defer needed capital expenditures because of concerns
about whether it will receive timely and adequate cost recovery, such a strategy could threaten CECONY's
currently higher than national average reliability standards and would likely pressure its standing with state
regulators and put the company at risk of suffering financial consequences for potential failure in meeting system
reliability performance targets established in the CECONY electric rate order.

Liquidity

CECONY has the ability to draw up to the full $2.25 billion available under a joint bank revolver arranged by CEl,
CECONY, and O&R. The five-year syndicated unsecured committed revolving credit agreement expires June 22,
2012, following the amendment and restatement in June 2007 to extend the maturity by one year. It is worth noting
that the size of the facility in the last year is capped at $2.2 billion. Under the facility, CEl has a $1.0 billion sub-
borrowing capacity and O&R has a $200 million sub-limit, in both cases, subject to the maximum availability. The
credit agreement may be increased by an additional $500 million under certain conditions, with proportional
availability to each company as prior to the increase. As of December 31, 2007, there were no direct borrowings
under the line, but CEI had arranged $58.7 million of letters of credit. Although the credit agreement is available for
direct borrowing to fund corporate needs and issuance of letters of credit, it is primarily used to backstop
commercial paper programs in place for CEl, CECONY, and O&R, with the full amount available to CECONY, $1.0
billion available to CEl and $200 million available for O&R. The flexibility that CECONY has to increase its sub-limit
borrowing capacity under the bank agreement provides it with the ability to increase the size of its commercial
paper program, while ensuring that it always maintains 100% back up liquidity. As of December 31, 2007, CEl had
$840 of commercial paper outstanding; $555 million of which related to CECONY's program, while about $240
million was outstanding under the parent's program and $45 million was under O&R's program. CEI reported a
cash balance of $210 million at December 31, 2007, including $121 million at CECONY and $60 million at O&R.

Over the next four quarters, CECONY's planned capital spending is expected to be around $2.6 billion, while it will
likely pay CEIl a common dividend of close to $600 million. In addition, CECONY reported long-term debt due
within one year of $280 million at December 31, 2007. As noted above, CEl recently announced the sale of 1,706
megawatts of unregulated generation assets currently owned by Consolidated Edison Development for
approximately $1.5 billion. Management has indicated that the estimated net cash proceeds of $654 million will be
used to repay consolidated debt and to invest in its remaining businesses. Given the magnitude of expected cash
uses, we expect CECONY to be in a negative free cash flow position over the next few years. We anticipate that
CECONY will continue to rely on a mix of internally generated cash flow, parent contributions (including
redeployment of some of the asset sale proceeds discussed above), bank borrowings, and long-term debt issues
to fund its needs. Importantly, we also expect the maintenance of historic debt/capital ratios of approximately 50%
for CEl and CECONY. More specifically, we note that CEI has publicly disclosed it may issue common equity
githin a range of $225 million to $425 million in 2007, while debt issuance by CECONY could reach as high as
1.8 billion.

Meanwhile, we observe that the quality of alternate liquidity provided by the jointly arranged bank revolver is
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generally good since drawings under the facility are not subject to a material adverse change/material litigation
clause and it only has a single financial covenant that sets a 65% limit for total debt to total capitalization for
CECONY, CEl and O&R. All parties were comfortably in compliance with this covenant at December 31, 2007, and
we expect that to remain so in the foreseeable future. Moreover, the credit agreement does not have any rating
triggers that would cause an event of default or acceleration or put of obligations; however, it does include a
ratings-based pricing grid.

Rating Outlook

CECONY's negative rating outlook, which mirrors the negative rating outlook for CEl, and O&R, reflects the
persistent weakness in its key credit metrics relative to what we typically see for companies in the "A" rating
category for this sector, and our growing concerns with CECONY's ability to achieve a materially stronger financial
profile, which we believe is necessary to compensate for the rising business and operating risks that go in tandem
with the exceptionally large capital program the utility faces over the next several years. The negative outlook also
takes into account our more guarded view than we have had in the past about the extent to which the New York
regulatory environment will be supportive in future rate case decisions for CECONY and O&R.

What Could Change the Rating - Up

Given CECONY's negative rating outlook, reflecting the current weakness in its key credit metrics and its sizable
planned capital expenditures over the next several years, an upgrade in ratings is unlikely during the intermediate
term. However, assuming future regulatory decisions are more supportive than the latest decision in CECONY's
electric rate case, there could be some consideration given to stabilize the rating outlook. To achieve a higher
rating over the longer term, the company would likely need to achieve CFO pre-W/C to debt and interest around
30% and close to 6.0x, respectively, for an extended period of time.

What Could Change the Rating - Down

CECONY's ratings could be downgraded if future regulatory actions continue to not be sufficiently supportive of
credit quality. Moreover, credit quality could suffer if substantial debt-financed capital costs and/or extraordinary
expenses arise from the recent system outages. CECONY's ratings could also be reconsidered if it is unable to
demonstrate visible signs of being able to achieve on a sustainable basis CFO pre-W/C to debt and interest of at
least 17% and comfortably above 4x, respectively, over the next 12 to 18 months.

Rating Factors

Consolidated Edison Company of New York, Inc. (The)

Select Key Ratios for Global Regulated Electric

Utilities

Rating Aa Aa A A Baa | Baa Ba Ba
Level of Business Risk Medium| Low |[Medium| Low |Medlum| Low |[Medium| Low
CFO pre-W/C to Interest (x) [1] >6 >5 3.5-6.0 35(; 2750 240 <25 <2

CFO pre-W/C to Debt (%) [1}] >30 >22 22-30 12-22 13-25 5-13 <13 <5

CFO pre-W/C - Dividends to Debt (%) [1] >25 >20 13-25 9-20 8-20 3-10 <10 <3

Total Debt to Book Capitalization (%) <40 <50 40-60 50-70 50-70 60-75 >60 >70

[1] CFO pre-W/C, which is also referred to as FFO in the Global Regulated Electric Utilities Rating Methodology, is
equal to net cash flow from operations less net changes in working capital items
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Issuer Ranking:

U.S. Regulated Electric Utility Companies,
Strongest To Weakest

The following list contains Standard & Poor's Ratings Services' ratings, outlooks, and business and financial profiles
for companies with a primary regulated electric focus. This list reflects the current ratings and outlooks as of Aug. 5,
2008. The rankings in each rating/outlook grouping (e.g., BBB+/Stable/--) are based on relative business risk.

A Standard & Poor's rating outlook assesses the potential direction of an issuer's long-term debt rating over the
intermediate to longer term. In determining a rating outlook, consideration is given to any changes in the economic
and/or fundamental business conditions. An outlook is not necessarily a precursor of a rating change or future
CreditWatch action. "Positive” indicates that a rating may be raised; "negative" means a rating may be lowered;

"stable" indicates that ratings are not likely to change; and "developing" means ratings may be raised or lowered.

Utility business profiles can be categorized as "Excellent," "Strong," "Satisfactory," "Weak," or "Vulnerable"
under the credit ratings methodology applied to all rated corporate entities at Standard & Poor's. To determine a
utility's business profile, Standard & Poor's analyzes the following qualitative business or operating characteristics:
markets and service area economy; competitive position; fuel and power supply; operations; asset concentration;
regulation; and management. [ssuer credit ratings, shown as long-term rating/outlook or CreditWatch/short-term

rating, are local and foreign currency unless otherwise noted. A dash (--) indicates not rated.

For the related industry report card, please see "Industry Report Card: Credit Quality For U.S. Electric Utilities
Remains Strong Despite Rising Fuel and Construction Costs," published June 10, 2008.

U.S. Regulated Electric Utilities

As of Aug. 5, 2008

Company Corporate credit rating Business profile Financial profile
Madison Gas & Electric Co. AA-/Stable/A-1+ Excellent Modest

American Transmission Co. A+/Stable/A-1 Excellent Intermediate
Midwest Independent Transmission System Qperator Inc. A+/Stable/-- Excellent Intermediate
NSTAR Electric Co. A+/Stable/A-1 Excellent Intermediate
NSTAR Gas Co. A+/Stable/-- Excellent Intermediate
NSTAR A+/Stable/A-1 Excellent Intermediate
Florida Power & Light Co. A/Stable/A-1 Excellent Intermediate
KeySpan Energy Delivery Long Island A/Stable/A-1 Excellent Intermediate
KeySpan Energy Delivery New York A/Stable/A-1 Excetlent Intermediate
Northern Natural Gas Co. A/Stable/-- Excellent Intermediate
Alabama Power Co. A/Stable/A-1 Excellent Intermediate
Georgia Power Co. A/Stable/A-1 Excellent Intermediate
Mississippi Power Co. A/Stable/A-1 Excellent Intermediate

Gulf Power Co. A/Stable/-- Excellent Intermediate

Standard & Poor’s RatingsDirect | August 5, 2008 2
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U.S. Regulated Electric Utilities(cont.}

San Diego Gas & Electric Co. A/Stable/-- Excellent Intermediate
Wisconsin Public Service Corp. A/Stable/A-2 Excellent Intermediate
FPL Group Inc. A/Stable/-- Excellent Intermediate
Southern Co. A/Stable/A-1 Excellent Intermediate
Central Hudson Gas & Electric Corp. A/Stable/-- Excellent Intermediate
Wisconsin Gas LLC A-/Positive/A-2 Excellent Intermediate
Wisconsin Electric Power Co. A-/Positive/A-2 Excellent Intermediate
California Independent System Operator Corp. A-/Stable/-- Excellent Intermediate
Massachusetts Electric Co. A-/Stable/A-2 Excellent Intermediate
Narragansett Electric Co. A-/Stable/A-2 Excellent Intermediate
New England Power Co. A-/Stable/A-2 Excellent Intermediate
Consolidated Edison Co. of New York Inc. A-/Stable/A-2 Excellent Intermediate
Drange and Rockland Utilities Inc. A-/Stable/A-2 Excellent Intermediate
Rockland Electric Co. A-/Stable/-- Excellent Intermediate
Consolidated Edison Inc. A-/Stable/A-2 Excellent Intermediate
Peoples Gas Light & Coke Co. {The] A-/Stable/A-2 Excellent Intermediate
North Shore Gas Co. A-/Stable/-- Excellent Intermediate
Peoples Energy Corp. A-/Stable/A-2 Excellent Intermediate
Virginia Electric & Power Co. A-/Stable/A-2 Excellent Aggressive

Duke Energy Indiana Inc. A-/Stable/A-2 Excellent Intermediate
Duke Energy Carolinas LLC A-/Stable/A-2 Excellent Intermediate
Duke Energy Ohio Inc. A-/Stable/A-2 Excellent Intermediate
Duke Energy Kentucky Inc. A-/Stable/-- Excellent Intermediate
Northern States Power Wisconsin A-/Stable/-- Excellent Intermediate
Wisconsin Power & Light Co. A-/Stable/A-2 Excellent Intermediate
Southern Indiana Gas & Electric Co. A-/Stable/-- Excellent Intermediate
MidAmerican Energy Holdings Co. A-/Stable/-- Excellent Aggressive

PPL Electric Utilities Corp. A-/Stable/A-2 Excellent Aggressive

Niagara Mohawk Power Corp. A-/Stable/A-2 Excellent Aggressive

PacifiCorp A-/Stable/A-1 Excellent Aggressive

Cinergy Corp. A-/Stable/A-2 Excellent Intermediate
Duke Energy Corp. A-/Stable/A-2 Excellent Intermediate
MidAmerican Energy Co. A-/Stable/A-1 Excellent Aggressive

National Grid USA A-/Stable/A-2 Excellent Intermediate
Dominion Resources Inc. A-/Stable/A-2 Excellent Aggressive

Integrys Energy Group Inc. A-/Stable/A-2 Strong Intermediate
Public Service Co. of North Carolina Inc. A-/Negative/A-2 Excellent Aggressive

South Carolina Electric & Gas Co. A-/Negative/A-2 Excellent Aggressive

SCANA Corp. A-/Negative/-- Excellent Aggressive

www.standardandpoors.com/ratingsdirect
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U.S. Regulated Electric Utilities(cont.)

Wisconsin Energy Corp. BBB+/Positive/A-2 Excellent Aggressive
Southern California Edison Co. BBB+/Stable/A-2 Excellent Intermediate
Pacific Gas & Electric Co. BBB+/Stable/A-2 Excellent Intermediate
Florida Power Corp. d/b/a Progress Energy Florida Inc. BBB+/Stable/A-2 Excellent Aggressive
Carolina Power & Light Co. d/b/a Progress Energy Carolinas Inc. BBB+/Stable/A-2 Excellent Aggressive
Pubtic Service Co. of Colorado BBB+/Stable/A-2 Excellent Aggressive
Northern States Power Co. BBB+/Stable/A-2 Excellent Agagressive
PECO Energy Co. BBB+/Stable/A-2 Excellent Aggressive
Southwestern Public Service Co. BBB+/Stable/A-2 Excellent Aggressive
Interstate Power & Light Co. BBB+/Stable/A-2 Excellent Aggressive
Xcel Energy Inc. BBB+/Stable/A-2 Excellent Agaressive
Kentucky Utilities Co. BBB+/Stable/A-2 Excellent Intermediate
Louisville Gas & Electric Co. BBB+/Stable/-- Excellent Intermediate
Progress Energy Inc. BBB+/Stable/A-2 Excellent Aggressive
Alliant Energy Corp. BBB+/Stable/A-2 Excellent Aggressive
EONUS. LLC BBB+/Stable/-- Excellent Intermediate
Oklahoma Gas & Electric Co. BBB+/Stable/A-2 Excellent Intermediate
Portland General Electric Co. BBB+/Stable/A-2 Strong Intermediate
OGE Energy Corp. BBB+/Stable/A-2 Strong Intermediate
ALLETE Inc. BBB+/Stable/A-2 Strong Intermediate
Montana-Dakota Utilities Co. BBB+/Stable/-- Strong Intermediate
Connecticut Natural Gas Corp. BBB+/Negative/-- Excellent intermediate
Southern Connecticut Gas Co. BBB+/Negative/-- Excellent Intermediate
New York State Electric & Gas Corp. BBB+/Negative/A-2 Excellent Aggressive
Central Maine Power Co. BBB+/Negative/-- Excellent Aggressive
Rochester Gas & Electric Corp. BBB+/Negative/-- Excellent Aggressive
Energy East Corp. BBB+/Negative/A-2 Excellent Aggressive
Baltimore Gas & Electric Co. BBB+/Negative/A-2 Strong Intermediate
(tter Tail Corp. BBB+/Negative/-- Strong Intermediate
Enogex Inc. BBB+/Watch Neg/-- Satisfactory Intermediate
Dayton Power & Light Co. BBB/Positive/-- Excellent Aggressive
DPL Inc. BBB/Positive/-- Excellent Aggressive
International Transmission Co. BBB/Stable/-- Excellent Aggressive
ITC Holdings Corp. BBB/Stable/-- Excellent Aggressive
ITC Midwest LLC BBB/Stable/-- Excellent Aggressive
Michigan Electric Transmission Co. BBB/Stable/-- Excellent Aggressive

Standard & Poor’s RatingsDirect | August 5, 2008
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U.S. Regulated Electric Utilities(cont.)

Yankee Gas Services Co. BBB/Stable/-- Excellent Aggressive
Michigan Consolidated Gas Co. BBB/Stable/A-2 Excellent Aggressive
Public Service Electric & Gas Co. BBB/Stable/A-2 Excellent Aggressive
AEP Texas Central Co \ BBB/Stable/-- Excellent Aggressive
AEP Texas North Co BBB/Stable/-- Excellent Aggressive
Jersey Central Power & Light Co. BBB/Stable/-- Excellent Aggressive
Columbus Southern Power Co. BBB/Stable/-- Excellent Aggressive
Ohio Power Co. BBB/Stable/-- Excellent Aggressive
Appalachian Power Co. BBB/Stable/-- Excellent Aggressive
CenterPoint Energy Houston Electric LLC BBB/Stable/-- Excellent Aggressive
CenterPoint Energy Inc. BBB/Stable/A-2 Excellent Aggressive
CenterPoint Energy Resources Corp. BBB/Stable/-- Excellent Aggressive
Western Massachusetts Electric Co. BBB/Stable/-- Excellent Aggressive
Atlantic City Electric Co. BBB/Stable/A-2 Excellent Aggressive
Potomac Electric Power Co. BBB/Stable/A-2 Excellent Aggressive
Kansas City Power & Light Co. BBB/Stable/A-3 Excellent Aggressive
Aquila Inc. BBB/Stable/-- Excellent Aggressive
Delmarva Power & Light Co. BBB/Stable/A-2 Excellent Aggressive
Green Mountain Power Corp. BBB/Stable/-- Excellent Aggressive
Kentucky Power Co. BBB/Stable/-- Excellent Aggressive
Public Service Co. of Oklahoma BBB/Stable/-- Excellent Aggressive
Southwestern Electric Power Co. BBB/Stable/-- Excellent Aggressive
Connecticut Light & Power Co. BBB/Stable/-- Excellent Aggressive
Public Service Co. of New Hampshire BBB/Stable/-- Excellent Aggressive
Metropolitan Edison Co. BBB/Stable/-- Excellent Aggressive
Pennsylvania Electric Co. BBB/Stable/-- Excellent Aggressive
Cleveland Electric llluminating Co. BBB/Stable/-- Excellent Aggressive
Dhio Edison Co. BBB/Stable/A-2 Excellent Aggressive
Pennsylvania Power Co. BBB/Stable/-- Excellent Aggressive
Toledo Edison Co. BBB/Stable/-- Excellent Aggressive
Detroit Edison Co. BBB/Stable/A-2 Excellent Aggressive
American Electric Power Co. Inc. BBB/Stable/A-2 Excellent Aggressive
Northeast Utilities BBB/Stable/-- Excellent Aggressive
Great Plains Energy Inc. BBB/Stable/-- Excellent Aggressive
FirstEnergy Corp. BBB/Stable/-- Excellent Aggressive
DTE Energy Co. BBB/Stable/A-2 Excellent Aggressive
NorthWestern Corp. BBB/Stable/-- Excellent Aggressive
Indiana Michigan Power Co. BBB/Stable/-- Strong Aggressive
Cleco Power LLC BBB/Stable/-- Strong Aggressive
Cleco Corp. BBB/Stable/-- Strong Aggressive
Hawaiian Electric Co. Inc. BBB/Stable/A-2 Strong Aggressive
Idaho Power Co. BBB/Stable/A-2 Strong Aggressive
IDACORP Inc. BBB/Stable/A-2 Strong Aggressive
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U.S. Regulated Electric Utilities{cont.)

El Paso Electric Co. BBB/Stable/-- Strong Aggressive
PEPCQ Holdings Inc. BBB/Stahle/A-2 Strong Aggressive
Hawaiian Electric Industries Inc. BBB/Stable/A-2 Strong Aggressive
Entergy Arkansas Inc. BBB/Negative/-- Strong Aggressive
Entergy Louisiana LLC BBB/Negative/-- Strong Agaressive
Entergy Mississippi Inc. BBB/Negative/-- Strong Aggressive
Entergy Gulf States Louisiana LLC BBB/Negative/-- Strong Aggressive
Entergy Texas Inc. BBB/Negative/-- Strong Aggressive
Entergy Corp. BBB/Negative/-- Strong Aggressive
System Energy Resources Inc. BBB/Negative/-- Strong Aggressive
Northern Indiana Public Service Co. BBB/Watch Neg/-- Excellent Aggressive
Tampa Electric Co. BBB-/Positive/A-3 Excellent Aggressive
TECO Energy Inc. BBB-/Positive/-- Excellent Aggressive
Potomac Edison Co. BBB-/Stable/-- Excellent Aggressive
West Penn Power Co. BBB-/Stable/-- Excellent Aggressive
Monongahela Power Co. BBB-/Stable/-- Excellent Aggressive
Westar Energy Inc. BBB-/Stable/-- Excellent Aggressive
Kansas Gas & Electric Co. BBB-/Stable/-- Excellent Aggressive
Consumers Energy Co. BBB-/Stable/-- Excellent Aggressive
CMS Energy Corp. BBB-/Stable/A-3 Excellent Aggressive
Dhio Valley Electric Corp. BBB-/Stable/-- Excellent Aggressive
Empire District Electric Co. BBB-/Stable/A-3 Strong Aggressive
Edison International BBB-/Stable/-- Strong Aggressive
Black Hills Power Inc. BBB-/Stable/-- Strong Intermediate
Arizona Public Service Ca. BBB-/Stable/A-3 Strang Aggressive
Pinnacle West Capital Corp. BBB-/Stable/A-3 Strong Aggressive
Avista Corp. BBB-/Stable/A-3 Strong Aggressive
Allegheny Energy Inc. BBB-/Stable/A-3 Strong Aggressive
Union Electric Co. d/b/a AmerenUE BBB-/Stable/A-3 Strong Aggressive
Ameren Corp. BBB-/Stable/A-3 Satisfactory Aggressive
Black Hills Corp. BBB-/Stable/-- Satisfactory Intermediate
Oncor Electric Delivery Co. LLC BBB-/Watch Dev/-- Excellent Intermediate
Duguesne Light Co. BBB-/Negative/-- Excellent Highly leveraged
Duquesne Light Holdings Inc. BBB-/Negative/-- Excellent Highly leveraged
Entergy New Orleans Inc. BBB-/Negative/-- Satisfactory Aggressive

Standard & Poor’s RatingsDirect | August5, 2008
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1.S. Regulated Electric Utilities{cont.)

Puget Sound Energy Inc. BBB-/Watch Neg/A-3 Excellent Aggressive
Puget Energy Inc. BBB-/Watch Neg/-- Excellent Aggressive
Central Vermont Public Service Corp. BB+/Stable/-- Excellent Highly leveraged
Indianapolis Power & Light Co. BB+/Stable/-- Excellent Highly leveraged
IPALCO Enterprises Inc. BB+/Stable/-- Excellent Highly leveraged
Commonwealth Edison Co. BB/Positive/B Satisfactory Aggressive
Central lltinois Public Service Co. BB/Positive/-- Satisfactory Aggressive
Hlinois Power Co. BB/Positive/-- Satisfactory Aggressive
Central illinois Light Co. BB/Positive/-- Satisfactory Aggressive
CILCORP Inc. BB/Positive/-- Satisfactory Aggressive
Tucson Electric Power Co. BB/Positive/B-2 Strong Highly leveraged
Nevada Power Co. BB/Stable/-- Excellent Highly leveraged
Sierra Pacific Power Co. BB/Stable/-- Excellent Highly leveraged
Sterra Pacific Resources BB/Stable/B-2 Excellent Highly leveraged
Texas-New Mexico Power Co. BB-/Stable/-- Satisfactory Highly leveraged
Public Service Co. of New Mexico BB-/Stable/B-2 Satisfactory Highly leveraged
PNM Resources Inc. BB-/Stable/B-2 Satisfactory Highly leveraged

www.standardandpaoors.com/ratingsdirect

Standard & Poor's. All rights reserved. No reprint or dissemination without S&P's permission. See Terms of Use/Disclaimer on the last page.

Exhibit _(FP-12)

Page 7 of 8

Issuer Ranking: U.S. Regulated Electric Utility Companies, Strongest To Weakest

7

663382 | 300120750



Exhibit __(FP-12)
Page 8 of 8

Copyright ® 2008 Standard & Poor's, a division of The McGraw-Hill Companies, Inc. {S&P). S&P and/or its third party licensors have exclusive proprietary rights in the data or
information provided herein, This data/information may only be used internally for business purposes and shall not be used for any unlawful or unauthorized purposes.
Dissemination, distribution or reproduction of this data/information in any form is strictly prohibited except with the prior written permission of S&P. Because of the
possibility of human or mechanical error by S&P, its affiliates or its third party licensors, S&P, its affiliates and its third party licensors do not guarantee the accuracy,
adeguacy, completeness or availability of any information and is not responsible for any errors or omissions or for the results obtained from the use of such information. S&P
GIVES NO EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE
0R USE. In no event shall S&P, its affiliates and its third party licensors be liable for any direct, indirect, special or consequential damages in connection with subscriber's or
others use of the data/information contained herein. Access to the data or information contained herein is subject to termination in the event any agreement with a third-
party of information or software is terminated.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities designed to preserve the independence and objectivity
of ratings opinions. The credit ratings and observations contained herein are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or
sell any securities or make any other investment decisions. Accordingly, any user of the information contained herein should not rely on any credit rating or other opinion
contained herein in making any investment decision. Ratings are based on information received by Ratings Services. Other divisions of Standard & Poor's may have
information that is not available to Ratings Services. Standard & Poor's has established policies and procedures to maintain the confidentiality of non-public information
received during the ratings process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such securities or third parties participating in marketing
the securities. While Standard & Poor's reserves the right to disseminate the rating, it receives no payment for doing so, except for subscriptions to its publications.
Additional information about our ratings fees is available at www.standardandpoors.com/usratingsfees.

Any Passwords/user |Ds issued by S&P to users are single user-dedicated and may ONLY be used by the individual to whom they have been assigned. No sharing of
passwords/user IDs and no simultaneous access via the same password/user D is permitted. To reprint, translate, or use the data or information other than as provided
herein, contact Client Services, 55 Water Street, New York, NY 10041; (1)212.438.9823 or by e-mail to: research_request@standardandpoors.com.

Copyright © 1994-2008 Standard & Poor's, a division of The McGraw-Hill Companies. All Rights Reserved. The McGraw Hill Companies

Standard & Poor’s RatingsDirect | August 5, 2008 8

663382 | 300120760




CASE 08-E-0539
Exhibit _ (FP-13)



Exhibit _ (FP-13)
Page 1 of 12

www.moodys.com

Industry Outlook

Table of Contents:

Overview 2

Key Trends and Rating Implications 2
What’s Changed 2
Fundamentals 2

Emerging Issues 5

Conclusion 6

Moody’s Related Research 7

Appendix A 8

Analyst Contacts:

New York 1.212.553.1653

Jim Hempstead 1.212.553.4318

Vice President / Senior Credit Officer

Mike Haggarty 1.212.553.7172

Vice President / Senior Credit Officer

Mihoko Manabe 1.212.553.1942

Vice President / Senior Credit Officer

A.J. Sabatelle 1.212.553.8756

Vice President / Senior Credit Officer

Kevin Rose 1.212.553.0389

Vice President / Senior Analyst

Laura Schumacher 1.212.553.3853

Vice President / Senior Analyst

Scott Solomon 1.212.553.4358

Vice President / Senior Analyst

Ed Tan 1.212.553.1097

Vice President / Senior Analyst

Jim O’Shaughnessy 1.212.5563.1607

Analyst

W. Larry Hess 1.212.553.3837

Team Managing Director

July 2008

U.S. Investor-Owned Electric
Utilities: Six-Month Industry
Update

Moody’s Global
Infrastructure

The outiook for the U.S. investor-owned electric utility sector is stable. This
outiook expresses Moody's expectations for the fundamental credit conditions
in the industry over the next 12 to 18 months. Over the intermediate- to
longer-term horizon, material risks continue to congregate.

State regulatory authorities continue to authorize timely regulatory relief
for prudently incurred costs and investments, a primary driver behind our
stable outlook.

Sector financial profile remains relatively steady — as measured by most
key cash flow-related credit metrics — but an increasing business and
operating risk profile will need to be mitigated by stronger balance sheets
and cash flow-related credit metrics for many companies in order to avoid
longer-term credit deterioration.

Material business and operating risks lurk on the horizon, the most
important of which include:

~ Regulatory overhang: Rising concerns over the pace and amount of
requests for financial relief, many of which are attributed to rising
commadity prices and other legislatively mandated obligations
beyond the control of management;

~  Market intervention: Uncertainty over consumer tolerance for
steadily increasing rates before a backlash erupts on the legislative
front; and

»  Corporate financing strategy: Current reluctance on the part of
many management teams to issue equity and / or finance
substantial negative free cash flow positions with a more balanced
allocation of debt and equity. Nevertheless, access to capital has
not appeared to be an issue with the sector over the past several
months.

Proposed environmental legislation regarding carbon emissions
represents a material long-term credit risk due to uncertainty over the
framework and timeframe associated with implementation.
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Overview

The U.S. investor-owned electric utility sector enjoys solid credit metrics and the fundamental credit outlook
remains stable. Most state regulators continue to grant reasonably timely recovery of prudently incurred
operating costs and capital expenditures at a reasonable rate of return.

But pressures are building. Utilities are facing rising operating costs and infrastructure investment needs that
are prompting them to seek more-frequent requests for rate relief. Meanwhile, as energy (and other
commaodity) costs rise, so does the risk of a consumer backlash over electric rates that could prompt legisiative
intervention or a more contentious atmosphere between utilities and their regulators. In addition, the prospect
of carbon-emissions legislation remains a significant unknown with potential long-term credit implications.

Key Trends and Rating Implications
What's Changed

Number and pace of requests for rate relief increasing

Utilities are making more frequent requests for financial relief although the percentage increases sought in
those requests are expected to be lower. Utilities appear to be positioning themselves to ask their regulators
for rate relief more frequently in an attempt to more closely tie their cash inflows to their cash outflows.

While we continue to incorporate a view that these requests will be granted in a relatively timely manner, we
remain concerned that at some point, consumers and / or elected officials will reach a threshold tolerance level
where absorbing incremental rate increases may become problematic. Should this scenario materialize, we
believe the risk of additional market intervention by state legislatures may increase or the relative
supportiveness of regulators for additional infrastructure investments may begin to wane. If the regulatory
framework begins to take on a more contentious tone, we would consider that to be a material credit negative.

Currently, the regulated nature of the U.S. investor-owned electric utility sector’s business activities represents
a significant positive credit driver. In our opinion, most state regulatory authorities continue to provide
reasonably timely recovery of prudently incurred operating costs and infrastructure investments at a
reasonable return. In addition, we incorporate a view that state regulators would otherwise prefer to regulate
financially healthy utilities — as they are better positioned to invest in the local infrastructure and maintain high
reliability standards — a key priority for the regulatory authorities and elected officials within a given region.

Fundamentals

Rising pass-through costs could pressure other base-rate requests

Although the regulatory framework remains relatively supportive to the long-term financial health of the sector,
concerns are rising related to the significant operating cost pressures associated with rising fuel and
purchased power expenses, rising operating and maintenance (O&M) expenses, an aging labor force and
other legislatively mandated expenses that will serve to increase all-in consumer rates (for example,
renewable portfolio standards).

Many of these rising costs, most notably fuel and purchased power, are collected by utilities through fuel

clauses or other direct pass-through mechanisms, without providing any profit or margin opportunities to the

utility. As these costs rise, and rates are adjusted upwards, the total percentage of a consumer's bill

; comprised of pass-through costs may become somewhat skewed, which could lead to political pressure to

| limit other, base-rate requests for financial relief. This scenario could increase the risk of market intervention
by elected officials and / or regulatory authorities. In our opinion, this scenario could be exacerbated by the
current commodity markets, where significantly higher oil and natural gas prices may result in material

i increases to consumer bills.

|
[
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Chart A:

Relative Commodity Price Changes Since 2004
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Moody's defines intervention as any legislatively mandated modification, amendment, revision or adjustment to
the traditional electric market framework, which can be viewed as either a credit positive or credit negative.

We observe that there has been recent intervention activity in Ohio, which was completed in a reasonably
collaborative manner among the utilities, large industrials, consumer advocates and regulatory authorities.
Intervention in Pennsylvania and Michigan also appear to be moving toward a resolution intended to lessen
potentially adverse consequences to the sector and some modest intervention is currently underway in Texas.
Over the longer term, we remain cautious with respect to many of the states that had previously attempted
some forms of market restructuring, especially those in the Northeast and Mid-Atlantic regions, where new
capacity payment obligations are creating incremental all-in rate pressures and several states are beginning to
object to the size and scope of these payments.

Aged infrastructure raises need for capital spending, investment plans

The sector is expected to invest heavily in its rate base and infrastructure over the next several years.
However, many of the most expensive projects are very long term. Companies are beginning to highlight that
their commitment to making these investments will be premised on some advanced regulatory support or
acknowledgement that the investments will be deemed necessary. We view pre-approvals and other up-front
regulatory supportiveness as a material credit positive, as it tends to decrease (but not eliminate) the risk for
back-end regulatory disallowances.

The manner in which utilities manage these increasing cash outflows and the success they have in attaining
regulatory relief will be a major factor in assessing credit ratings over the longer-term horizon. In the chart
below, we show the historical trend of the internally generated funds in relation to capital expenditures, as
measured by cash flow from operations before working capital adjustments (CFO pre-w/c) less dividends
divided by capital expenditures. As can be seen in the chart, the ratio has moved quickly below 100%, and is
expected to decline even further over the next few years, a significant credit negative. For illustrative
analytical purposes, we segregated the sector into its parent holding companies (HoldCos), vertically &
integrated electric utilities (OpCos) and transmission and distribution utilities (T&DCos). For a list of the {
companies included in these peer indexes, please refer to Appendix A.

i
!
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Chart B:

CFO pre-wic less dividends / capital expenditures
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Over the next few years, these ratios are expected to decline even further, and we observe that many
companies in the sector are seriously considering engaging in the construction of new nuclear generating
capacity — a long term commitment that could be very costly. Recently, several utilities, including Georgia
Power and South Carolina Electric and Gas, have announced agreements with their respective vendors to
pursue a new build program, where all-in prices are in the general vicinity of $6,000 / kw capacity level and
both appear to have very strong regulatory and political support for the investment. In a separate action, the
Department of Energy recently released its solicitation procedures with respect to Federal loan guarantees for
nuclear power facilities. The pursuit of new nuclear generating capacity could put significant pressure on the
sector's overall capital investment plans and utilities that pursue these projects will most likely be ascribed a
higher business and operating risk profile.

Key metrics relatively stable amid rising operating costs, investment
needs

The key financial credit metrics for the sector remain relatively steady, but may need to improve given the
increasing operating cost profile and infrastructure investment needs across the industry and evidence that
regulatory relief is occurring in a reasonably timely manner.

In our opinion, the relationship between a utility's cash flow generating capabilities and its total adjusted debt
outstanding is a more important element in assessing financial health than authorized returns on equity
(ROEs). However, authorized and realized ROEs are a critical component to net income, which, in turn, is a
critical component to cash flow, and we observe that the authorized ROEs for the sector have been falling
steadily, albeit modestly, over the past few years. While regulators may argue that the overall risk of the
sector is declining, partly as a function of pre-approvals for investment and the pass-through riders associated
with many costs, the sector is entering a major period of capital-raising needs, and will need to attract a
significant amount of new equity capital in order to maintain existing ratings. On the positive side, utilities
continue to enjoy relatively consistent access to capital, liquidity remains adequate and, as noted previously,
the overall financial profile has remained relatively steady over the recent past. In the table below, Moody's
shows the relative stability of the sector from a pure cash flow from operations (CFO), CFO before working
capital adjustments (CFO pre-w/c) and funds from operations (FFO) perspective.

o
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Table 1:
Average
Actual As Ajusted (Moody’s FM) 5-year 3-year
2003 2004 2005 2006 ('03 -'07) (‘05 -'07)
CFO / Debt
HoldCo 16% 17% 18% 17% 19% 19% 18% 18% 19%
OpCo 27% 26% 27% 21% 27% 23% 25% 24% 23%
T&DCo 21% 20% 23% 22% 18% 19% 20% 20% 20%
FFO / Debt
HoldCo 17% 19% 19% 19% 21% 21% 20% 21% 21%
OpCo 28% 28% 28% 26% 26% 25% 27% 26% 25%
T&DCo 23% 22% 28% 25% 20% 23% 24% 23% 24%
CFO pre-w/c / Debt
HoldCo 16% 19% 18% 18% 21% 21% 19% 20% 20%
OpCo 28% 28% 27% 24% 25% 24% 26% 25% 24%
T&DCo 21% 21% 24% 22% 18% 22% 22% 21% 23%

SOURCE: Moody’s FM

Emerging Issues

Pending environmental legislation

i In our opinion, the prospect for new environmental emission legislation, via federal or state carbon emission
rules, represents the single-biggest emerging issue on the horizon, due to the sheer volume of the sector’s
carbon dioxide emissions and the uncertainty surrounding the form and substance of the potential legislation.
In general, Moody’s remains indifferent as to which carbon emission reduction method is ultimately adopted,
whether it be a straight tax regime or a “cap and trade” system. From a credit perspective, we believe the “cap
and trade” system would be more complex, less transparent and likely to produce non-recurring profits for
many companies. In addition, the potential costs associated with the “cap and trade” system may be less
certain than a straight tax approach.

At this time, Moody'’s incorporates a view that the costs associated with any new legislation regarding
emissions will generally be recovered through rates, either through existing fuel clause pass-through
mechanisms or other incremental rate riders. We also incorporate a view that the timing of compliance
requirements within any potential new legislation will be many years in the future. We observe that the
framework behind such legislation is still being developed, is subject to a material amount of political influence
and that numerous advocacy groups (including electric utilities) will have a significant amount of input into the
drafting of the regulatory procedures associated with implementation.

We view the adoption of emission legislation as a potential credit negative. Although the costs are expected to
ultimately be borne by end-use consumers, a credit neutral impact, the potential for reguiators to limit other
base-rate relief may increase, a credit negative. While Moody’s acknowledges that a substantial amount of
uncertainty exists at this time, we incorporate a view that management teams will proactively adjust their
corporate finance policies, strengthen their balance sheets and bolster their available liquidity capacity at the
front end of the implementation cycle to address and prepare for these potential uncertainties — in a manner
that is consistent with the sector's perceived conservatism.
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Conclusion

Moody’s continues to incorporate a view that the fundamentals underlying the U.S. investor-owned utility
sector remain intact — the most important of which is the relative supportiveness of the regulatory environment.
The maturity of the sector and its infrastructure, asset base and, more importantly, the engineering behind its
operations, continue to produce an extremely high amount of electric reliability in a safe and efficient manner.
In our opinion, maintaining safe reliability is one of the most important issues for state regulatory authorities.

At the same time, the sector is currently facing material issues, such as the need to replace aging l
infrastructure and the potential for new carbon emission legislation, which can have a significant impact on i
overall credit quality. These issues are longer-term in nature, providing ample time to revise, adjust and / or !
amend corporate finance policies and long-term corporate strategies well in advance of changing market '
conditions.
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| Moody’s Related Research

Rating Methodologies:

=« North American Diversified Natural Gas Transmission And Distribution Companies, March 2007 (102513)

= North American Natural Gas Pipelines, December 2006 (101229)

= North American Regulated Gas Distribution Industry {Local Distribution Companies), October 2006
(99282)

n U.S. Electric Generation & Transmission Cooperatives, May 2006 (97324)
» Global Regulated Electric Utilities, March 2005 (91730)

Industry Outlooks:

: = North American Natural Gas Transmission & Distribution: Six-Month Industry Update, March 2008
(108212)

i

! s U.S. Electric Utility Sector, January 2008 (107004)
! s US Coal Industry Outlook — 2008, October 2007 (105372) |
; s North American Natural Gas Transmission & Distribution, September 2007 (104854) ‘
» = U.S. Electric Utilities, December 2006 (101304)

Special Comments:

= New Nuclear Generating Capacity: Potential Credit Implications far U.S. Investor Qwned Utilities, May
2008 (109152)

= EU Climate Change Strategy, May 2008 (108846)
»  Decommissioning and Waste Costs for New Generation of Nuclear Power Structures, May 2008 (109086)

»  Credit Challenges Ahead For Public Power: Difficult Decisions on New Generation Capacity, November
i 2007 (105997)

n  New Nuclear Generation in the United States: Keeping Options Open vs. Addressing An Inevitable
’ Necessity, October 2007 (104977)

= Storm Clouds Gathering on the Horizon for the North American Electric Utility Sector, August 2007
(103941)

= Environmental Regulations Increase Capital Costs for Public Power Electric Utilities, June 2007 (103616)

s Regulation Of Greenhouse Gases: Substantial Credit Challenges Likely Ahead For U.S. Public Power
Electric Utilities, June 2007 (103356)

= Regulatory Pressures Increase For U.S. Electric Utilities, March 2007 (102322)

= Moody's Comments on the Back to Basics Strategy for the North American Electric Utility Sector,
November 2006 (100660Q)

‘ To access any of these reports, click on the entry above. Note that these references are current as of the date of publication
of this report and that more recent reports may be available. All research may not be available to all clients.
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Appendix A

CFO pre-w/c / Debt

Average |
Sr. Unsec. 5-year 3-year ;
‘ Holding Companies (HoldCo's) or Equilv, (‘03 -'07) (‘05 -'07)
Allegheny Energy, Inc. Bat 13% 18% 22% 23%
Alliant Energy Corporation 24% 25% 29% 37%
Ameren Corporation Baa2 22% 22% 19% 19%
American Electric Power Company Baa2 16% 16% 16% 17%
Cleco Corporation Baa3 26% 29% 32% 30%
CMS Energy Corporation Ba1 9% 12% 10% 7%
_, Constellation Energy Group, Inc. Baat 24% 25% 26% 25%
Dominion Resources Inc. Baa2 14% 1% -3% 4% |
| DTE Energy Company Baa2 14% 15% 1% 15% |
l Duke Energy Corporation Baa2 25% 25% 35% 29%
' Edison International Baa2 27% 31% 30% 29%
Entergy Corporation Baa3 30% 25% 27% 26%
Exelon Corporation Baat 29% 30% 39% 36% ,
FirstEnergy Corp. Baa3 16% 17% 14% 16%
FPL Group, Inc. A2 22% 22% 26% 23%
Great Plains Energy Incorporated Baa2 28% 29% 24% 21%
MidAmerican Energy Holdings Co. Baa1 1% 1% 12% 12% |
OGE Energy Corp. Baa1 25% 26% 18% 1y
Pepco Holdings, Inc. Baa3 13% 13% 14% 16%
! PG&E Corporation Baat 32% 25% 29% 30%
i Pinnacle West Capital Corporation Baa3 20% 20% 20% 0%
5 PNM Resources, Inc. Ba2 15% 9% 11% 9%
PPL Corporation Baa2 20% 21% 23% 21% ;
Progress Energy, Inc. Baa2 16% 16% 16% 13% ;
Public Service Enterprise Group Baa2 15% 16% 21% 24% i
Puget Energy, Inc. Bat 15% 13% 17% 19%
SCANA Corporation Baat 20% 21% 21% 21%
Sempra Energy Baat 30% 33% 37% 34% |
Sierra Pacific Resources Ba3 10% 13% 17% 17% [
i Southern Company (The) A3 22% 22% 20% 19% I
| TECO Energy, Inc. Baa3 9% 13% 18% 18%
i UniSource Energy Corporation Ba1* 15% 16% 18% 17% r
‘ Westar Energy, Inc. Baa3 18% 20% 19% 17%
Wisconsin Energy Corporation A3 17% 17% 18% 20%
Xcel Energy Inc. Baat 20% 20% 21% 21%

* senior secured i
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CFO pre-w/c / Debt

Average
. Sr. Unsec. 5-year 3-year Actual
Vertically Integrated Utilities (OpCos) or Equilv. (03 -'07) (‘05 -'07) 2007
Alabama Power Company A2 24% 22% 21% 21% !
: Appalachian Power Company Baa2 17% 12% 13% 9% }
i Arizona Public Service Company Baa2 21% 21% 22% 23% ’
Cleco Power LLC Baat 25% 22% 17% 18% |
Columbus Southern Power Company A3 28% 25% 29% 33% ,
Consumers Energy Company Baa2 16% 18% 17% 17% |
Dayton Power & Light Company A3 48% 46% 41% 42%
Detroit Edison Company (The) Baat 19% 20% 16% 19%
Duke Energy Carolinas, LLC A3 25% 29% 34% 28%
Duke Energy Indiana, Inc. Baa1 20% 21% 22% 21%
Duke Energy Ohio, Inc. Baat 29% 29% 33% 36%
Entergy Arkansas, Inc. Baa2 33% 32% 34% 3%
Entergy Gulf States Louisiana Baa3 18% 16% 23% 24%
Entergy Louisiana, LLC Baa2 27% 24% 29% 20%
Entergy Mississippi, Inc. Baa3 25% 25% 32% 33%
Florida Power & Light Company Al 38% 35% 37% 35%
Georgia Power Company A2 24% 23% 20% 20%
Green Mountain Power Corporation A3* 25% 24% N/A N/A
Gulf Power Company A2 27% 27% 25% 26%
Hawaiian Electric Company, Inc. Baat 22% 22% 21% 21%
Idaho Power Company Baat 15% 12% 8% 7%
i Indiana Michigan Power Company Baa2 27% 27% 28% 3%
Indianapolis Power & Light Company Baa2 33% 32% 32% N/A
Interstate Power and Light Company A3 33% 33% 40% 36%
Kansas City Power & Light Company A3 29% 32% 29% 24%
Kansas Gas & Electric Co. Baa2* 33% 34% 29% N/A
Kentucky Power Company Baa2 17% 16% 19% 17% ;
Kentucky Utilities Co. A2 28% 26% 24% N/A
Louisville Gas & Electric Company A2 23% 23% 18% N/A :
Madison Gas and Electric Company Aal 29% 28% 27% 30% ;
MidAmerican Energy Company A2 32% 28% 24% 24%
Mississippi Power Company Al 48% 43% 54% 38% |
Monongahela Power Company Baa3 15% 20% 12% N/A
Nevada Power Company Ba3 14% 17% 23% 23%
Northern States Power Company (MN) A3 29% 28% 29% 29%
5 Northern States Power Company (Wl) A3 26% 24% 25% 32%
Ohio Power Company A3 22% 20% 20% 21%
| Oklahoma Gas & Electric Company A2 29% 25% 21% 17%
i Pacific Gas & Electric Company A3 32% 25% 30% 31%
PacifiCorp Baa1 20% 19% 18% 19%
July 2008 W Industry Outiook ® Moody's Global Infrastructure — U.S. Investor-Owned Electric Utilities: Six:MQnth Industry Update ) |
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CFO pre-w/c / Debt

Average
! Sr. Unsec, 5-year 3-year Actual
Vertically Integrated Utilities (OpCos) or Equilv. ('03 -'07) ('05 -'07) 2007
Portland General Electric Company Baa2 30% 27% 24% 26%
Progress Energy Carolinas, Inc. A3 31% 29% 32% 31%
Progress Energy Florida, Inc. A3 24% 27% 21% 18%
Public Service Company of Colorado Baa1 22% 22% 24y 28%
Public Service Company of New Mexico Baa3 17% 13% 13% 12%
Public Service Company of Oklahoma Baa1 20% 17% 7% 8% (
Puget Sound Energy, Inc. Baa3 15% 13% 17% 19% ‘[
\ Sierra Pacific Power Company Bal 13% 17% 15% 16% :
‘ South Carolina Electric & Gas Co A3 24% 26% 25% 25%
' Southern Califarnia Edison Company A3 48% 48% 50% AT%
' Southwestern Electric Power Company Baa1t 25% 23% 17% 12% ‘
Southwestern Public Service Company Baat 18% 16% 14% 14%
| Tampa Electric Company Baa2 24% 23% 25% 26% !
Tucson Electric Power Company Baal 16% 18% 19% 18% .
Union Electric Company Baa2 7% 24% 21% 20% |
Virginia Electric and Power Company Baat 22% 21% 19% 18%
Wisconsin Electric Power Company Al 26% 22% 18% 12%
Wisconsin Power and Light Company A2 37% 29% 30% 29% _
Wisconsin Public Service Corporation Al 30% 26% 21% 23% ‘
* senior secured ‘;
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CFO pre-w/c / Debt

Average
Sr. Unsec. 5-year 3-year Actual
Transmission & Distribution Utilities (T&D cos) or Equilv, ('03 -'07) (05 -'07) 2007
AEP Texas Central Company Baa2 6% 3% 1% 4%
AEP Texas North Company Baat 26% 26% N/A 26% ;
Atlantic City Electric Company Baat 17% 19% 21% 25% \
Baltimore Gas and Electric Company Baa2 18% 14% 8% 18% 1
CenterPoint Energy Houston Electric Baa3 13% 15% 17% 15% ;
Central Hudson Gas & Electric Co A2 20% 16% 15% 16% !
| Central Illinois Light Company Bat 34% 36% 30% 30% i
Central Illinois Public Service Bat 15% 16% 10% 9% '
Central Maine Power Company A3 22% 21% 23% 22% !
: Cleveland Electric llluminating Baa3 10% 8% -4% 0%
Commonwealth Edison Company Bat 17% 15% 14% 14%
! Connecticut Light and Power Company Baat 13% 12% 16% 15% .
Consolidated Edison Company of NY A1l 19% 16% 14% 16% i
Delmarva Power & Light Company Baa2 18% 14% 14% 19% .
: Duquesne Light Company Baa2 25% 30% 56% N/A
. Illinois Power Company Ba1 16% 14% 1% 10% ‘
Jersey Central Power & Light Company Baa2 20% 20% 23% 26%
: Metropolitan Edison Company Baa2 14% 12% 11% 11% .
, New York State Electric and Gas Baa1 23% 23% 18% 15% \
' Niagara Mohawk Power Corporation A3 21% 25% N/A N/A i
; NSTAR Electric Company Al 18% 14% 18% 19% ’
Ohio Edison Company Baa2 32% 27% 15% 18%
Oncor Electric Delivery Company Ba1 17% 17% 16% 16% ]
‘ Orange and Rockland Utilities A2 27% 19% N/A N/A E
PECO Energy Company A3 22% 25% 30% 29%
Pennsylvania Electric Company Baa2 12% 12% 11% 12% :
; Pennsylvania Power Co. Baa2 48% 38% 28% N/A {
i Potomac Edison Company (The) Baa3 18% 15% 2% N/A
Potomac Electric Power Company Baa2 24% 29% 47% 49% :'
PPL Electric Utilities Corporation Baa1 25% 30% 38% 39%
Public Service Electric and Gas Baat 14% 15% 16% 17%
Rochester Gas & Electric Corporation Baat 22% 23% 24% 23%
San Diego Gas & Electric Company A2 39% 34% 31% 30%
Texas-New Mexico Power Company Baa3 14% 11% 13% 14%
Toledo Edison Company Baa3 58% 75% 132% 139%
United llluminating Company Baa2 22% 21% 19% N/A
West Penn Power Company Baa3 29% 26% 25% N/A
Western Massachusetts Electric Baa2 12% 9% 20% 19%

h July 2008 ® Industry Outiook ® Mocody’s Global Infrastructure ~ U.S. Investor-Owned Electric Utilities: Six-Month Industry Update
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Quantitative Profiles

Monthly insights for equity
management

Il Big reversals from first half S
July was similar to January 08 in that strategies saw some dramatic reversals: ‘ +1 2428409189
some of the worst performers for 1H 08 rebounded, and vice versa. On average,
value strategies gained 1.1 percentage points, whereas growth strategies lost 2.4
percentage points. Year-to-date, growth still maintained its edge, and
outperformed value by 6.2 percentage points. Sector overweights, particularly in Table 1: Top 5 Screens for July 08
Financials and Energy, played a large explanatory role in these factor swings. Strategy July 08 Perf 1HO8 Perf

Price/Free Cash Flow 4.4% -18.4%
Best/Worst for July Low Price 3.6% A7.2%
Low Price/Free Cash Flow (4.4%) and Low Price (3.6%) had the best gmﬁ;zeumhm ggé ﬁ?;
performance grpong our models in July, whereas Relative Strength (-11.6%) and Negative EPS Surprise 23% 436%
Estimate Revisions (-10.1%) suffered the steepest losses. All value strategies S&P 500 A.0% 12.8%
except EV/EBITDA outperformed the market. Sourcs ML US Quantiativa Stratogy
Wait for dispersion to call cycle turn Table 2: Btm 5 ScreensforJuly08
Does July's performance herald the end of a growth cycle, and the beginning of a Strategy July 08 Perf 1H08 Perf
value cycle? We do not believe we are yet at that inflection point. One sign: our Relative Strength -11.6% 1.4%

. . . . . . . . Upward EPS Est. Revision -10.1% -2.9%
dispersion factor (stocks with high estimate dispersion) continues to Beta £.6% 13.4%
underperform. Dispersion and style rotation are correlated in that, excluding the Proj. 5-YR EPS Growth £.1% 20%
Tech bubble/deflation period, value cycles have generally been accompanied by Dividend Growth -5.3% 8.5%
outperformance of stocks with high estimate dispersion. Thus until we see this S&P 500 1.0% -12.8%
factor start to outperform, there may be risks to calling a style cycle shift. Source: ML US Quantitative Strategy
Chart 1: Stocks with high estimation dispersion tend to act like value - and the strategy Chart 2: Style Reversal in July 08
continues to underperform ~

0%

T E———————— 180

“ ——— Rael Perf Est Dispersion W 4%
—— Sty'le Performance (Gh Vs Value) -3%

100 4 - — A . SR - . A%

6% o July 08 Perf
o 1H 08 Perf
-20%

110

90 -\

Growth Value

Source: ML US Quantitative Strategy

Disclalmer: The valuations and screens contalned hersin are

useful In assessing comparative valuations and comparative

eamings prospects and are not intended to recommend

T 60 transactions relating to any specific security. These

0 02 03 04 05 06 O 08 indlcators should be used in investment decislons only with
other factors Including financial risk, investment risk,

Source: ML US Quantitative Strategy management strategles and operating and financial outlooks,

50 4 T T T T T T
83 9% 91 92 93 94 95 9% 97 9@ 99 00

Merrill Lynch does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may
have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in making their
investment decision.

Refer to important disclosures on page 50 to 51. 10756956
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Alpha Surprise Model

Top 50 S&P 500 Companies By Alpha Surprise Model
Alpha Surprise Model: a 25%/75% combination of the DDM “Alpha” and the Positive EPS “Surprise” Models.

?"m -5 Sector Congentration  Telecom
Other
205 205
June 1989=100 Utiies %
185 195 Industials 59

185 185 8%
165 | | ——vs. Actual S&P 500 165 | | 1™ Tech 1%
8%
155 155 Hth Care
145 145 Materials Cons 16%
10/
135 135 8% Discr
125 125 13% 13%
115 15 [
105 105 Absolute Returns
95 95 Last1 M onth 1.13%
Lagt3d Months 4.90%
85 8 |fLaste monte 1 29%
86 87 88 89 90 91 92 93 94 95 95 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Monthe 7o23%
2008 YTD 6.28%
Screen for August
Mo. Alpha Mo. Alpha
In Surprise Price In Surprise Price
Sern Company Ticker Score 07/31/2008 S&P Scrn Company Ticker Score 07/31/2008 S&P
33  AVON PRODUCTS AVP 1.00 42400 A 3 TECO ENERGY INC TE 2.00 18.550 B
4 XEROX CORP XRX 1.00 13.640 B New LABORATORY CP OF AMER HLDGS LH 2.25 67.580 B+
New AIR PRODUCTS & CHEMICALS INC APD 1.25 95.210 A 3 LAUDER (ESTEE) COS INC -CLA  EL 2.25 44100 A-
2 HARTFORD FINANCIAL SERVICES HIG 1.25 63.390 B+ 3 MONSANTO CO MON 2.25 119.110 NA
New APOLLO GROUPINC -CLA APOL 1.50 62.290 B+ 4 SOUTHWEST AIRLINES LUy 2,25 15.590 B+
3 HEWLETT-PACKARD CO HPQ 1.50 44800 B+ New AMERICAN INTERNATIONAL GROUIAIG 2.50 26.050 A
12 MILLIPORE CORP MiL 1.50 70.350 B 3 CATERPILLAR INC CAT 2.50 6§9.520 A
5 NORTHROP GRUMMAN CORP NOC 1.50 67.390 A- New COMCAST CORP CMCSA 2.50 20.620 B-
7 SOUTHERN CO S0 1.50 35390 A- 10 DU PONT (E I} DE NEMOURS oo 2.50 43.810 B
10 TORCHMARK CORP TMK 1.50 58.050 A New EXPRESS SCRIPTS INC ESRX 2.50 70.540 B+
5 DARDEN RESTAURANTS INC DRI 1.75 32570 A New FISERVINC FISV 2.50 47.820 B+
9 DIRECTY GROUP INC DTV 1.75 27.020 B- New GENERAL MILLS INC GIs 2.50 64.390 A-
New FEDERATED INVESTORS INC Fil 1.7 32.860 A 10 THERMOQ FISHER SCIENTIFIC INC TMO 2.50 60.520 B-
4 JOHNSON & JOHNSON INJ 1.75 68.470 A+ 7 UST INC usT 2.50 52.610 B+
3 SPRINT NEXTEL CORP S 1.75 8.140 B 4 VERIZON COMMUNICATIONS INC  VZ 2.50 34040 B
New STARWOOD HOTELS&RESORTS WFHOT 1.75 34290 NA New WAL-MART STORES INC WMT 2.50 58.620 A+
7 ZIMMER HOLDINGS INC ZMH 1.75 68.910 NA New ENSCO INTERNATIONAL INC ESV 2.75 69.140 B+
3 APARTMENT INVT 8MGMT -CLA ANV 2.00 34,170 B- New PNC FINANCIAL SVCS GROUP INC PNC 2.75 71.290 B+
New HUDSON CITY BANCORP INC HCBK 2.00 18.260 A 5 PROGRESS{VE CORP-OHIO PGR 2.75 20.250 B+
New METLIFE INC MET 2.00 50.770 NA 9 QUEST DIAGNOSTICS INC DGX 2.75 53.160 B
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Dividend Discount Model Alpha

Top S&P 500 Companies By DDM ALPHA
Dividend Discount Model Alpha: The implied return from the Merrill Lynch Quantitative Strategy three-stage dividend
discount model less the required return from a Capital Asset Pricing Model. Presented as a decile rank.
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135 - 135 Sector Concentration
Industrial
130 Equal-Weighted Relative Cumulative Performance vs. + 130 [ 6%
. Financial
125 Equal-Weighted S&P 500 L o128 Energy )
. 23%
120 + 120 10%
.Cons
115 4 115
.Cons Stap
— 110 .
110 .Discr 17%
105 + 105 1%
100 4100 Hith Care
0 0,
o Los 1% 17%
90 4 90
Absolute Returns
85 June 1989 = 100 4 85 Lasti Month 2.14%
Lastd Months -71.75%
80 - 80 Last8 Months 10.49%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Laat12 Months 17.03%
2008 YTD -13.32%
Screen for August
Mo, Mo.
In DDM Price In DOM Price
Sern Company Tleker Alpha 0713%/2008 8c¢rn Company Ticker Alpha 07/31/2008
11 ALTRIA GROUP INC MO 1 20.350 19 BANK OF AMERICA CORP BAC 2 32.900
t? AVON PRODUCTS AVP 1 42.400 2 BJ SERVICES CO BJS 2 29 400
6 BAXTER INTERNATIONAL INC BAX 1 88.610 3 CBS CORP CBS 2 16.360
2 CABOT OIL & GAS CORP coG 1 44.010 10 CLOROX CO/DE CLX 2 54 500
7 CELGENE CORP CELG 1 75.490 New DEVELOPERS DIVERSIFIED RLTY DDR 2 31.960
5 CHUBB CORP c8 1 48.040 2 DUKE ENERGY CORP DUK 2 17 580
58 COLGATE-PALMOLIVE CO CclL 1 74.270 5 DISNEY (WALT)CO DIs 2 30.350
19 COMCAST CORP CMCSA 1 20.620 10 ECOLAB INC ECL 2 44.700
5 DIRECTV GROUP INC DTV 1 27.020 2 ENSCO INTERNATIONAL INC ESV 2 69.140
4 GENERAL ELECTRIC CO GE 1 28.290 17 FEDEX CORP FDX 2 78.840
64 GENERAL MILLS INC GIs 1 64.390 5 FOREST LABORATORIES -CLA FRX 2 35 510
17 HUMANA INC HUM 1 43.910 3 GAP INC GPS 2 16.120
6 JOHNSON & JOHNSON JNJ 1 68.470 2 HARTFORD FINANCIAL SERVICES HIG 2 B3 390
New LIZ CLAIBORNEINC LIZ 1 13.070 10 HOSPIRA INC HSP 2 38.160
9 MEDTRONIC INC MDT 1 52.830 18 HUDSON CITY BANCORP INC HC BK 2 18.280
17 PEPSICO INC PEP 1 66.560 19 KELLOGG €O K 2 53.060
New RANGE RESOURCES CORP RRC 1 48.560 8 MCCORMICK 8 COMPANY INC MKC 2 40.100
4 SPRINT NEXTEL CORP S 1 8.140 19 MEDCO HEALTH SOLUTIONS INC MHS 2 49.580
8 TRANSOCEAN INC RIG 1 136.030 3 MICROSOFT CORP MSFT 2 25.720
15 UST INC USsST 1 52.610 2 NABORS INDUSTRIES LTD NBR 2 36 460
New WAL-MART STORES INC WMT 1 58 620 16 PAYCHEX INC PAY X 2 32.920
48 WELLS FARGO &4 CO WFC 1 30.270 17 PNC FINANCIAL SVCS GROUP INC PNC 2 71.290
4 XEROX CORP XR X 1 13.640 2 PPL CORP PPL 2 46.960
4 XL CAPITAL LTD XL 1 17.890 B9 PROCTER & GAMBLE CO PG 2 65.480
4 XILINX INC XLNX 1 24.830 18 PROGRESSIWE CORP-OHIO PGR 2 20.250
New AIR PRODUCTS & CHEMICALS INC APD 2 95.210 3 PITNEY BOWES INC PBI 2 31.690
19 ALLSTATE CORP ALL 2 46.220 19 QUEST DIAGNOSTICS INC DG X 2 §3.160
8 ALTERA CORP ALTR 2 21.930 2 TECO ENERGY INC TE 2 18.550
7 AMERISOURCEBERGEN CORP ABC 2 41.870 7 TRAVELERS COS INC TRV 2 44 120
2 APPLIED MATERIALS INC AMAT 2 17.320 New VF CORP VFC 2 71580
5 AUTOMATIC DATA PROCESSING ADP 2 42.710 2 WYETH WYE 2 40520
8 ZIONS BANCORPORATION ZION 2 29 270
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Earnings Yield

Top 50 S&P 500 Companies By EARNINGS YIELD
Earnings Yield: Trailing 12-month EPS divided by month-end price.

210 210 Sector Concentration Cons Ober
200 Equal-Weighted Relative Cumulative Performance vs. 200 . Stap | 6% Financials
190 Equal-Weighted S&P 500 190 Materidls o, [ 2%
180 180 6%
170 170 Telecom Cons
160 160 % .Discr
150 150 20%
140 140 Hth Care
130 -| 130 8%
120 120 info Tech Energy
110 110 8% 2%
100 100
90 a0 Absolute Returns
80 June 1989 = 100 80 Last! Month 0.48%
Last3 Months -10.73%
70 70 Lasl6 Moanths 13.52%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Manths -26.18%
2008 YTD 13.79%
Screen for August
Mo. Mo.
In Earnings Price In Earnings Price
Sern Company Ticker Yleld 0713112008 Scrn Company Ticker Yield 07/31/2008
10  QWEST COMMUNICATION INTLINCQ 40.73% 3.830 New MANTOWOC CO MTW  12.10% 26.360
14 GANNETT CO GCl  21.69% 18.120 29  GOLDMAN SACHS GROUP INC GS 12.07% 184.040
New CORNING INC GlW 17.79% 20.010 3 NEWS CORP NWS.A 11.82% 14.130
6 WINDSTREAM CORP WIN 16.95% 11.920 5 HUMANA INC HUM  11.48% 43.910
3 REGIONS FINANCIAL CORP RF 15.19% 9.480 New TRANSOCEAN INC RIG 11.43% 136.030
4 TEREX CORP TEX 15.11% 47.330 New CBS CORP CBS 11.43% 16.360
18 TRAVELERS COS INC TRV  15.10% 44120 6 WYNDHAM WORLDWIDE CORP WYN  11.32% 17.940
5 ALTRIA GROUP INC MO 14.89% 20.350 New ROWAN COS INC RDC 11.21% 39.800
9 ANADARKGQ PETROLEUM CORP APC  14.56% §7.910 New SUPERVALU INC SVU  11.20% 25.620
10 PENNEY{ C)CO JCP  14.43% 30.830 4 MEREDITH CORP MDP  11.19% 25.560
New FIDELITY NATIONAL INFO SVCS FIS 14.25% 18.950 3 ZIONS BANCORPORATION ZION 11.17% 29.270
14 CAPITAL ONE FINANCIAL CORP COF  1412% 41.860 4 BB&T CORP BBT 11.17% 28.020
A CHUBB CORP CcB 13.84% 48.040 New APACHE CORP APA  11.09% 112170
New CONOCOPHILLIPS COP 13.71% 81.620 New EMBARQ CORP EQ 11.03% 45,770
2 ALLEGHENY TECHNOLOGIES INC AT} 13.64% 47.290 2 OFFICE DEPOT INC ODP  10.88% 6.800
30 SUNOCO INC SUN  13.42% 40.610 New ENSCO INTERNATIONAL INC ESV  10.82% 69.140
34 VALERO ENERGY CORP VLO  13.35% 33.410 New TYCOELECTRONICS LTD TEL  10.80% 33.140
New DOMINION RESOURCES INC D 13.29% 44,180 New CHEVRON CORP CVX  10.80% 84.560
New NVIDIA CORP NVDA 13.23% 11.440 19 HARTFORD FINANCIAL SERVICES HIG 10.73% 63.390
12 CINCINNATI FINANCIAL CORP CINF  13.00% 27.840 5 UNITEDHEALTH GROUP INC UNH  10.72% 28.080
3 ARCHER-DANIELS-MIDLAND CO  ADM  12.89% 28.630 11 COMERICA INC CMA  10.69% 28.720
9 LIMITED BRANDS INC LTD  12.80% 16.490 New OCCIDENTAL PETROLEUM CORP OXY  10.58% 78.830
2 AUTONATION INC AN 12.31% 10.320 5 WELLPOINT INC WLP  10.51% 52.450
7 BLACK & DECKER CORP BOK  12.28% 60.020 2 COVENTRY HEALTH CARE INC CVH  10.40% 35.370
New TITANIUM METALS CORP TIE 12.17% 11.260 New NUCOR CORP NUE 10.40% 57.220
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Forward Earnings Yield
Top 50 S&P 500 Companies By FORWARD EARNINGS YIELD

Earnings Yield: Rolling 12-month Forward EPS divided by month-end price.
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190 190 Sector Concentration
Hth Care
180 Equal-Weighted Relative Cumulative Performance vs. 180 . Oher
i Industrials
170 Equal-Weighted S&P 500 170 & 2,
(]
160 160 .
150 150 Materials
a0 140 8% Financials
36%
130 130
120 120
110 10 Energy
8%
100 100
90 20 Absojute Returns
80 June 1989 = 100 80 Last! M onth 2.14%
Last3 Months -9.01%
70 70 Last 6 Months 13.64%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Lasl12 Moanths 28.75%
2008 YTD 17.06%
Screen for August
Mo. Forward Mo. Forward
In Earnings Price in Earnings Price
Scrn Company Ticker Yield 07/31/2008 Scrn Company Ticker Yield 07/31/2008
41 XL CAPITAL LTD XL 28.24% 17.890 35 VALERO ENERGY CORP VLO  12.90% 33.410
12 GANNETT CO GCli 18.79% 18.120 New NOBLE CORP NE 12.88% 51.870
41 CONOCOPHILLIPS COP 17.05% 81.620 New MURPHY OIL CORP MUR 12.79% 79.730
22 GENWORTH FINANCIAL INC GNW 17.03% 15,970 3 EXXON MOBIL CORP XOM  12.73% 80.430
12 HUNTINGTON BANCSHARES HBAN 16.34% 7.020 2 AUTONATION INC AN 12.66% 10.320
7 TEREX CORP TEX 15.44% 47.330 4 METLIFE INC MET  12.55% 50.770
41 HARTFORD FINANCIAL SERVICES HIG 15.39% 63.390 New ENSCO INTERNATIONAL INC ESV  12.54% 69.140
7 CHEVRON CORP CVX 15.35% 84.560 New CB RICHARD ELLIS GROUP INC CBG 12.47% 14.050
3 REGIONS FINANCIAL CORP RF 15.11% 9.480 New FREEPORT-MCMORAN COP&GOLD FCX 12.45% 96.750
41 MARATHON OIL CORP MRO 15.00% 49,470 41 ALLSTATE CORP ALL 12.37% 46.220
19 AMERICAN INTERNATIONAL GROUIAIG 14.89% 26.050 New ROWAN COS INC ROC 12.37% 39.800
New AMERICAN CAPITALLTD ACAS 14.83% 20.320 2 DONNELLEY (R R) & SONS CO RRD  12.29% 26.700
New APACHE CORP APA  14.67% 112,470 8 LINCOLN NATIONAL CORP LNC  12.27% 47.700
New DEVON ENERGY CORP DVYN  14.11% 94.890 5 CIGNA CORP Ci 12.27% 37.020
8 GOODYEAR TIRE & RUBBER CO GT 14.00% 19.630 kil CHUBB CORP CB 12.21% 48.040
2 MANITOWOC CO MTW 13.96% 26.360 New SUPERVALU INC SvU  12.21% 25.620
New UNITED STATES STEEL CORP X 13.94% 160.360 3 ZIONS BANCORPORATION ZION 12.13% 29.270
2 OCCIDENTAL PETROLEUM CORP OXY  13.94% 78.830 4 PRUDENTIAL FINANCIAL INC PRU 12.02% 68.970
New NOBLE ENERGY INC NBL 13.67% 73.870 New CBS CORP CBS 11.76% 16.360
20 MORGAN STANLEY MS 13.39% 39.480 New TRANSOCEAN INC RIG 11.67% 136.030
18 TRAVELERS COS INC TRV  13.37% 44.120 New EATON CORP ETN  11.65% 71.040
7 PFIZER INC PFE 13.16% 18.670 2 HUMANA INC HUM  11.58% 43.910
New NUCOR CORP NUE 13.09% 57.220 New LIZ CLAIBORNE INC LIz 11.57% 13.070
2 ALLEGHENY TECHNOLOGIES INC  ATI 13.07% 47.290 New ASSURANT INC AlZ 11.49% 60.120
6 WYNDHAM WORLDWIDE CORP WYN  12.96% 17.940 25 CAPITAL ONE FINANCIAL CORP COF  11.48% 41.860




Quantitative Profiles

mﬂanlll Lynch
11 August 2008

Dividend Yield

Top 50 S&P 500 Companies By DIVIDEND YIELD
Dividend Yieid: Indicated dividend divided by month-end price.
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Screen for August
Mo. Mo.
In Price In Price
Scrn Company Ticker Yield 07/31/2008 Scrn Company Ticker Yield 07/31/2008
2 FEDERAL HOME LOAN MORTG COF FRE 12.24% 8.170 9 HOST HOTELS & RESORTS INC HST 6.10% 13.110
6 FANNIE MAE FNM 12.17% 11.500 48 REYNOLDS AMERICAN INC RAI 6.09% 55.830
34 COMERICA INC CMA 9.19% 28,720 25 EMBARQ CORP EQ 6.01% 45.770
7 GANNETT CO GCI 8.83% 18.120 128 CONSOLIDATED EDISON INC ED 5.89% 39.700
New FRONTIER COMMUNICATIONS COFFTR 8.65% 11.560 2 ZIONS BANCORPORATION ZION 5.88% 29.270
17 DEVELOPERS DIVERSIFIED RLTY  DDR 8.64% 31.960 8 BRISTOL-MYERS SQuIBB CO BMY 5.87% 21.120
6 FIRST HORIZON NATIONAL CORP FHN 8.51% 9.400 92 PROGRESS ENERGY INC PGN 5.81% 42.310
8 MARSHALL & ILSLEY CORP MI 8.42% 15.200 5 ALTRIA GROUP INC MO 5.70% 20.350
25 WINDSTREAM CORP WIN 8.39% 11.920 3 KB HOME KBH 5.69% 17.590
8 QWEST COMMUNICATION INTL INC Q 8.36% 3.830 2 CINCINNATI FINANCIAL CORP CINF 5.60% 27.840
60 BANK OF AMERICA CORP BAC 7.78% 32.900 4 MASCO CORP MAS 5.58% 16.490
31 HUNTINGTON BANCSHARES HBAN 7.55% 7.020 44 U S BANCORP usB 5.55% 30.610
New CENTURYTEL INC CTL 7.53% 37.190 88 NISOURCE INC NI 5.39% 17.080
18 SUNTRUST BANKS INC STI 7.50% 41.060 2 LENNAR CORP LEN 5.29% 12.100
2 XL CAPITALLTD XL 7.43% 17.890 New MERRILL LYNCH & CO INC MER 5.25% 26.650
17 NEW YORK TIMES CO -CLA NYT 7.31% 12.590 18 INTEGRYS ENERGY GROUP INC  TEG 5.25% 51.060
9 GENERAL GROWTH PPTYS INC GGP 7.30% 27.410 28 DUKE ENERGY CORP DUK 5.23% 17.580
45 KEYCORP KEY 7.11% 10.550 New AT&T INC T 5.19% 30.810
29 APARTMENT INVT &MGMT -CLA AN 7.02% 34.170 New DTE ENERGY CO DTE 517% 40.980
29 PFIZER INC PFE 6.86% 18.670 9 LEGGETT & PLATT INC LEG 5.13% 19.500
3 CITIGROUP INC C 6.85% 18.690 New NEWELL RUBBERMAID INC NWL 5.08% 16.530
26 BB&T CORP BBT 6.71% 28.020 New VERIZON COMMUNICATIONS INC VZ 5.05% 34.040
4 CBS CORP CBS 6.60% 16.360 5 HCP INC HCP 5.05% 36.070
81 PINNACLE WEST CAPITAL CORP  PNW 6.26% 33.570 New DOW CHEMICAL DOW 5.04% 33.310
126 AMEREN CORP AEE 6.18% 41.090 New KIMCO REALTY CORP KIM 4.99% 35.290
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EEMBH“I Lynch Quantitative Profiles
11 August 2008

Price/Book Value

Top 50 S&P 500 Companies By LOW PRICE/BOOK
Price/Book Value: Month-end price divided by latest reported book value per share.
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86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Lasti12 Months 82.27%
2008 YTD 235 00%
Screen for August
Mo. Mo.
In Pricel Price In Pricel Price
Se¢rn Company Ticker Book 07/31/2008 Se¢rn Company Ticker Book 07/31/2008
15 NATIONAL CITY CORP NCC 0.23 4,730 6 FIRST HORIZON NATIONAL CORP FHN 0.68 9.400
14 CIT GROUP INC CIT 0.26 8.480 53 MBIA INC MBI 0.68 5.930
36 MGIC INVESTMENT CORP/WI MTG 0.28 6.400 10 TELLABS INC TLAB 0.71 5.140
121 DILLARDS INC -CLA DDS 0.30 10.110 New AMERICAN CAPITAL LTD ACAS 0.72 20.320
21 REGIONS FINANCIAL CORP RF 0.33 9.480 15 JONES APPAREL GROUP INC JNY 0.72 16.740
45 XL CAPITAL LTD XL 0.35 17.890 2 TESORO CORP TSO 0.72 15.440
12 WASHINGTON MUTUAL INC WM 0.40 5.330 35 SOVEREIGN BANCORP INC SOV 0.78 9,520
12 HUNTINGTON BANCSHARES HBAN 0.44 7.020 28 CENTEX CORP CTX 0.79 14.680
14 GANNETT CO GClI 0.46 18.120 18 ASHLAND INC ASH 0.80 41.770
3 CBS CORP CBS 0.50 16.360 5 MACY'S INC M 0.81 18.810
3 LEHMAN BROTHERS HOLDINGS INC LEH 0.50 17.340 2 AMERICAN INTERNATIONAL GROUIAIG 0.82 26.050
2 FANNIE MAE FNM 0.51 11.500 4 CINCINNATI FINANCIAL CORP CINF 0.83 27.840
59 AUTONATION INC AN 0.53 10.320 4 SUNTRUST BANKS INC STI 0.83 41.060
32 GENWORTH FINANCIAL INC GNW 0.54 15.970 5 COMERICA INC CMA 0.85 28.720
27 LENNAR CORP LEN 0.55 12.100 2 LIZ CLAIBORNE INC L1z 0.85 13.070
22 MICRON TECHNOLOGY INC MU 0.56 4.830 27 D R HORTON INC DHI 0.86 11.120
19 WACHOVIA CORP WB 0.56 17.270 3 FIFTH THIRD BANCORP FITB 0.86 13.970
3 OFFICE DEPOT INC ODP 0.57 6.800 3 LEGG MASON INC LM 0.86 40.350
21 IAC/INTERACTIVECORP IACI 0.59 17.460 43 TIME WARNER INC TWX 0.87 14,320
11 E TRADE FINANCIAL CORP ETFC 0.61 3.020 New SUPERVALU INC Svu 0.89 25.620
9 MARSHALL & ILSLEY CORP MI 0.61 15.200 2 WYNDHAM WORLDWIDE CORP WYN 0.90 17.940
21 CAPITAL ONE FINANCIAL CORP COF 0.63 41.860 28 PULTE HOMES INC PHM 0.91 12.210
6 ZIONS BANCORPORATION ZION 0.63 29.270 New NISOURCE INC NI 0.92 17.080
3 KEYCORP KEY 0.64 10.550 3 CITIGROUP INC C 0.93 18.690
2 SANDISK CORP SNDK 0.64 14.100 7 PINNACLE WEST CAPITAL CORP PNW 0.95 33.570
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Price/Cash Flow
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Quantitative Profiles

Top 50 S&P 500 Companies By LOW PRICE/CASH FLOW
Price/Cash Flow: Month-end price divided by latest reported cash flow. Cash flow is defined as earnings post

extraordinary items plus depreciation.
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L 86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Months 21.89%
2008 YTD -15.42%
Screen for August
Mo. Mo.
In Price / Price In Price / Price
Scrn. Company Ticker Cash Flo 07/31/2008 Scrn. Company Ticker Cash Flo 07/31/2008
21 QWEST COMMUNICATION INTL INCQ 1.33 3.830 33 CENTERPOINT ENERGY INC CNP 4.89 15.770
5 INGERSOLL-RAND CO LTD IR 2.48 36.000 1 WHIRLPOOL CORP WHR 4.92 75.700
42 DILLARDS INC -CL A DS 2.50 10.110 47 PG&E CORP PCG 5.00 38.530
6 GOODYEAR TIRE & RUBBER CO  GT 2.76 19.630 New CORNING INC GLW 5.05 20.010
19 SUPERVALU INC SVU 3.34 25.620 New FRONTIER COMMUNICATIONS COFFTR 5.07 11.560
6 TIME WARNER INC TWX 3.46 14.320 4 PEPSIBOTTLING GROUP INC PBG 5.08 27.850
120 RYDER SYSTEM INC R 349 65.960 4 AMERICAN ELECTRIC POWER CO AEP 53 39.500
10 GANNETT CO GCl 3.54 18.120 3 LIMITED BRANDS INC LTD 5.36 16.490
18 WINDSTREAM CORP WIN 3.84 11.920 New AT&TINC T 5.47 30.810
21 EMBARQ CORP £Q 3.88 45.770 18 TRAVELERS COS INC TRV 5.54 44120
10 OFFICE DEPOT INC ODP 39 6.800 New APACHE CORP APA 5.85 112,170
9 MACY'S INC M 3N 18.810 New CONVERGYS CORP CVG 5.70 12.700
30 ANADARKO PETROLEUM CORP APC 3.96 57.910 16 INTL PAPER CO P 5.70 27.720
6 JONES APPAREL GROUP INC JNY 397 16.740 12 ALLIED WASTE INDUSTRIES INC AW 5.74 12.100
ki DTE ENERGY CO DTE 417 40.980 New DOMINION RESOURCES INC D 5.79 44,180
57 CENTURYTEL INC CTL 4.19 37.190 New SAFEWAY INC SWY 5.79 26.720
24 VALERO ENERGY CORP VLO 4.22 33.410 7 XCEL ENERGY INC XEL 5.83 20.060
24 SUNQCO INC SUN 423 40.610 17 FORDMOQOTOR CO F 5.84 4.800
2 REGIONS FINANCIAL CORP RF 4.40 9.480 New WYNDHAM WORLDWIOE CORP WYN 5.93 17.940
43 COMPUTER SCIENCES CORP CcSC 4.53 47.370 New ARCHER-DANIELS-MIDLAND CO ADM 5.94 28.630
19 PINNACLE WEST CAPITAL CORP  PNW 4.65 33.570 2 AUTONATION INC AN 5.94 10.320
3 CMS ENERGY CORP CMS 4.67 13.500 New TEREX CORP TEX 6.03 47.330
5 PENNEY (J C) CO JCP 4.78 30.830 New NICOR INC GAS 6.07 39.820
43 VERIZON COMMUNICATIONS INC VZ 4.82 34.040 New NISOURCE INC Ni 6.17 17.080
New CONOCOPHILLIPS copP 4,83 81.620 2 BLACK & DECKER CORP BOK 6.22 60.020
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mﬂnllllllﬂnch Quantitative Profiles

11 August 2008

Price/Free Cash Flow

Top 50 S&P 500 Companies By LOW PRICE/FREE CASH FLOW
Price/Free Cash Flow: Month-end price divided by {atest reported free cash flow. Free Cash Flow is defined as the

earnings after extraordinary items plus depreciation minus capital expenditures.
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Screen for August
Mo. Price | Mo. Price /
In Free Price In Free Price
Scrn. Company Ticker Cash Flo 07/31/2008 Scrn. Company Ticker Cash Flo 07/31/2008
18 QWEST COMMUNICATION INTL INC Q 2.02 3.830 New FRONTIER COMMUNICATIONS COFFTR 8.75 11.560
5 INGERSOLL-RAND CO LTD R 2.54 36.000 8 BB&T CORP BBT 8.77 28.020
33 GANNETT CO GCl 4.14 18.120 3 NEWS CORP NWS.A 8.80 14,130
6 TIME WARNER INC TWX 493 14,320 5 HUMANA INC HUM 8.92 43.910
7 WINDSTREAM CORP WIN 5.03 11.920 24 VALERO ENERGY CORP VLO 8.94 33.410
6 JONES APPAREL GROUP INC JNY 547 16.740 New CONVERGYS CORP CVG 9.04 12.700
61 CENTURYTEL INC CTL 6.44 37.190 New TYCOELECTRONICS LTD TEL 9.07 33.140
New CORNING INC GLW 6.62 20.010 7 COMPUTER SCIENCES CORP CcsC 9.08 47.370
3 REGIONS FINANCIAL CORP RF 6.75 9.480 5 WYNDHAM WORLDWIDE CORP WYN 9.12 17.940
18 EMBARQ CORP EQ 7.06 45.770 New VIACOM INC VIA.B 9.16 27.930
4 GOODYEAR TIRE & RUBBER CO  GT 7.1 19.630 5 UNITEDHEALTH GROUP INC UNH 9.20 28.080
45 CHUBB CORP CB 7.16 48.040 9 LEXMARK INTL INC -CLA LXK 9.27 35.080
6 MACY'S INC M 717 18.810 6 WATSON PHARMACEUTICALS INC WPI 9.35 28.910
2 TEREX CORP TEX 7.23 47.330 5 WELLPOINT INC WLP 9.39 52.450
18 HARTFORD FINANCIAL SERVICES HIG 7.23 63.390 1" WHIRLPOOL CORP WHR 9.42 75.700
New AON CORP AOC 7.51 45,800 20 GOLDMAN SACHS GROUP INC GS 9.49 184.040
5 MARSH & MCLENNAN COS MMC 7.52 28.250 New CONOCOPHILLIPS COP 9.52 81.620
10 RADIOSHACK CORP RSH 7.77 16.680 New AUTONATION INC AN 9.64 10.320
5 MEREDITH CORP MDP 7.78 25.560 18 KING PHARMACEUTICALS INC KG 9.66 11.510
27 BLACK & DECKER CORP BOK 7.81 60.020 New MANITOWOC CO MTW 9.88 26.360
14 CINCINNATI FINANCIAL CORP CINF 8.10 27.840 New SAFECO CORP SAF 9.92 66.160
5 COVENTRY HEALTH CARE INC CVH 8.49 35.370 New NVIDIA CORP NVDA 10.07 11.440
17 STANLEY WORKS SWK 8.51 44.480 New PFIZER INC PFE 10.21 18.670
6 ZIONS BANCORPORATION ZION 8.54 29.270 2 M & T BANK CORP MTB 10.22 70.380
New CBS CORP CBS 8.68 16.360 New ANADARKO PETROLEUM CORP APC 10.40 57.910
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Price/Sales

Top 50 S&P 500 Companies By LOW PRICE/SALES
Price/Sales: Month-end market value divided by reported sales.
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Screen for August
Mo. Mo.
In Mkt Val / Price In Mkt Val / Price
Scrn. Company Ticker Sales 07/31/2008 Scrn. Company Ticker Sales 07/31/2008
144 GENERAL MOTORS CORP GM 0.03 11.070 20 JABIL CIRCUIT INC JBL 0.27 16.260
96 FORD MOTOR CO F 0.06 4.800 19 PEPSI BOTTLING GROUP INC PBG 0.27 27.850
11 TESORO CORP TSO 0.08 15.440 65 SAFEWAY INC SWY 0.27 26.720
85 DILLARDS INC -CL A DDS 0.08 10.110 9 LIZ CLAIBORNE INC Liz 0.27 13.070
66 AUTONATION INC AN 0.08 10.320 12 ASHLAND INC ASH 0.28 41.770
67 AMERISOURCEBERGEN CORP ABC 0.10 41.870 6 HUMANA INC HUM 0.28 43,910
85 SUNOCO INC SUN 0.10 40.610 57 WHIRLPOOL CORP WHR 0.29 75.700
32 SEARS HOLDINGS CORP SHLD 0.1 81.000 12 MACY'S INC M 0.30 18.810
14 OFFICE DEPOT INC oDP 0.12 6.800 3 ARCHER-DANIELS-MIDLAND CO ADM 0.31 28.630
85 SUPERVALU INC SvuU 0.12 25.620 20 PULTE HOMES INC PHM 0.31 12.210
7 FEDERAL HOME LOAN MORTG COFFRE 0.12 8.170 35 TENET HEALTHCARE CORP THC 0.31 5.790
112 MCKESSON CORP MCK 0.15 55.990 4 NATIONAL CITY CORP NCC 0.31 4,730
36 TYSON FOODS INC -CLA TSN 0.15 14.900 5 CIT GROUP INC cIT 0.32 8.480
52  VALERO ENERGY CORP VLO 0.15 33.410 4 DR HORTON INC DHI 0.33 11.120
49 CARDINAL HEALTH INC CAH 0.21 53.730 17 BEST BUY CO INC BBY 0.33 39.720
35 COCA-COLA ENTERPRISES INC CCE 0.23 16.930 17 INTEGRYS ENERGY GROUP INC  TEG 0.34 51,060
104 GOODYEAR TIRE & RUBBER CO  GT 0.23 19.630 3 WASHINGTON MUTUAL INC WM 0.34 5.330
43 UNISYS CORP uis 0.24 3.690 2 PENNEY (J C) CO JCP 0.35 30.830
29 CENTEX CORP CTX 0.24 14.680 21 WAL-MART STORES INC WMT 0.35 58.620
6 LEHMAN BRQOTHERS HOLDINGS INCLEH 0.25 17.340 New COSTCO WHOLESALE CORP CcOosT 0.39 62.680
28 LENNAR CORP LEN 0.25 12.100 14 JONES APPAREL GROUP INC JNY 0.40 16.740
New FANNIE MAE FNM 0.26 11.500 3 EASTMAN KODAK CO EK 0.41 14.640
80 KROGER CO KR 0.26 28.280 New WHOLE FOODS MARKET INC WFMI 0.41 22170
28 DEAN FOODS CO DF 0.26 21.300 New ADVANCED MICRQ DEVICES AMD 0.41 4,210
28 KB HOME KBH 0.27 17.590 New CB RICHARD ELLIS GROUP INC CBG 0.42 14.050
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Quantitative Profiles
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11 August 2008

EV 7/ EBITDA

Top 50 S&P Industrials Companies By LOW EV/EBITDA
EV/EBITDA: Enterprise Value (Equity Market Capitalization + Long Term Debt + Short Term Debt + Preferred Stock +
Minority Interest - Cash & Cash Equivalents) divided by the latest 4-quarter EBITDA
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Screen for August
Mo. Mo.
in EV/ Price In EV/ Price
Scrn  Company Ticker EBITDA 07/31/2008 Scrn Company Ticker EBITDA 07/31/2008
43 KING PHARMACEUTICALS INC KG 2.12 11.510 2 GAP INC GPS 4.66 16.120
6 HUMANA INC HUM 235 43.910 21 EMBARQ CORP EQ 473 45,770
3 GENERAL MOTORS CORP GM 2.82 11.070 13 CONVERGYS CORP CVG 4.79 12.700
65 EASTMAN KODAK CO EK 3.38 14.640 13 OFFICE DEPQT INC ODP 480 6.800
12 UNISYS CORP uis 3.41 3.690 New HESS CORP HES 4.80 101.400
12 ANADARKO PETROLEUM CORP APC 3.43 57.910 New ABERCROMBIE & FITCH -CLA ANF 4.83 55.220
39 MOLEX INC MOLX 3.53 24,530 3 NEWS CORP NWS.A 4.94 14.130
59 CONOCOPHILLIPS cop 3.59 81.620 5 UNITEDHEALTH GROUP INC UNH 5.04 28.080
6 SUN MICROSYSTEMS INC JAVA 3.61 10.630 8 SUPERVALU INC SVU 5.13 25.620
6 GOODYEAR TIRE & RUBBER CO  GT 3.68 19.630 New ROWAN COS INC RDC 5.14 39.800
30 SUNOCO INC SUN 3.83 40.610 New OCCIDENTAL PETROLEUM CORP OXY 5.15 78.830
18 POLO RALPH LAUREN CP -CLA RL 3.98 59.170 2 COVENTRY HEALTH CARE INC CVH 518 35.370
27 SPRINT NEXTEL CORP S 3.99 8.140 22 WHIRLPOOL CORP WHR 5.22 75.700
1 RADIOSHACK CORP RSH 4.06 16.680 New MURPHY OIL CORP MUR 5.26 79.730
62 CHEVRON CORP CcvX 4.06 84,560 New MONSTER WORLDWIDE INC MNST 5.28 17.740
New NVIDIA CORP NVDA 4.26 11.440 New LIZ CLAIBORNE INC Lz 5.28 13.070
1 GANNETT CO GCl 4,27 18.120 New MANITOWOC CO MTW 5.30 26.360
10 ASHLAND INC ASH 4.33 41,770 New FREEPORT-MCMORAN COP&GOLD FCX 5.30 96.750
New APACHE CORP APA 4.33 112.170 New DILLARDS INC -CLA DDS 5.30 10.110
6 IAC/INTERACTIVECORP IACI 4.35 17.460 10 CENTURYTEL INC CTL 5.32 37.190
kil VALERQO ENERGY CORP VLO 4.36 33.410 New NUCOR CORP NUE 5.33 57.220
7 MEREDITH CORP MDP 4.38 25.560 New BOEINGCO BA 5.36 61.110
21 QWEST COMMUNICATION INTL INC Q 4.39 3.830 63 VERIZON COMMUNICATIONS INC  VZ 5.38 34.040
2 TEREX CORP TEX 4.45 47.330 3 CBS CORP CBS 5.50 16.360
9 TIME WARNER INC TWX 454 14.320 New EASTMAN CHEMICAL CO EMN 5.53 59.960
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Relative Strength

Top 50 S&P 500 Companies By RELATIVE STRENGTH.

Quantitative Profiles

Relative Strength: The ratio of the 30-week moving average of price to the 75-week moving average.
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Screen for August
Mo. Mo.
In Relative Price n Relative Price
Scrn. Company Ticker Strength 07/31/2008 Scrn. Company Ticker Strength 07/31/2008
2 MASSEY ENERGY CO MEE 1.45 74.250 13 NATIONAL OILWELL VARCQ INC NOV 1.14 78.630
8 CONSOL ENERGY INC CNX 1.36 74.390 10 JACOBS ENGINEERING GROUP INC JEC 1.14 77.340
2 SOUTHWESTERN ENERGY CO SWN 1.3 36.310 2 RYDER SYSTEM INC R 1.13 65.960
8 HESS CORP HES 1.30 101.400 1 EXPRESS SCRIPTS INC ESRX 1.13 70.540
14 MONSANTO CO MON 1.30 119.110 5 GILEAD SCIENCES INC GILD 1.13 53.980
New MASTERCARD INC MA 1.29 244150 17 DEERE & CO DE 1.13 70.160
8 RANGE RESOURCES CORP RRC 1.29 48,560 3 HUDSON CITY BANCORP INC HCBK 113 18.260
New AK STEEL HOLDING CORP AKS 1.27 63.500 6 SIGMA-ALDRICH CORP SIAL 1.12 60.740
5 EOG RESOURCES INC EOG 1.26 100.530 7 CAMERON INTERNATIONAL CORP CAM 1.12 47.760
2 CABOT OIL & GAS CORP CcOG 1.24 44.010 12 FREEPORT-MCMORAN COP&GOLDFCX 1.12 96.750
2 INTUITIVE SURGICAL INC ISRG 1.23 311.290 3 HALLIBURTON CO HAL 1.1 44.820
8 APACHE CORP APA 1.23 112.170 1 LEUCADIA NATIONAL CORP LUK 1.11 44,770
5 CHESAPEAKE ENERGY CORP CHK 1.22 50.150 12 SMITH INTERNATIONAL INC Sl 1.1 74.380
6 PEABODY ENERGY CORP BTU 1.20 67.650 New NABORS INDUSTRIES LTD NBR 1.11 36.460
3 UNITED STATES STEEL CORP X 1.20 160.360 8 PRAXAIR INC PX 1.11 93.730
10 WEATHERFORD INTLLTD WFT 1.18 37.730 3 UNION PACIFIC CORP UNP 1.10 82.440
8 OCCIDENTAL PETROLEUM CORP  OXY 1.18 78.830 3 QUESTAR CORP STR 1.10 52.880
5 DEVON ENERGY CORP DVN 1.18 94.890 5 AFLAC INC AFL 1.10 55.610
8 MURPHY OIL CORP MUR 1.17 79.730 17 APPLE INC AAPL 1.10 158.950
3 CSX CORP CSX 1.17 67.580 4 NOBLE CORP NE 1.09 51.870
6 ANADARKO PETROLEUM CORP APC 1.16 57.910 New WRIGLEY (WM)JR CO Wwy 1.09 78.960
10 NOBLE ENERGY INC NBL 1.16 73.870 11 VERISIGN INC VRSN 1.09 32.540
10 FLUOR CORP FLR 1.16 81.350 New ENSCO INTERNATIONAL INC ESV 1.09 69.140
3 TRANSOCEAN INC RIG 1.15 136.030 New WAL-MART STORES INC WMT 1.09 58.620
5 XTO ENERGY INC XTO 1.15 47.230 12 MEDCO HEALTH SOLUTIONS INC  MHS 1.08 49.580
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%Harrlll Lynch Quantitative Profiles
11 August 2008

Most Active

Top 50 S&P 500 Companies By Most Actively Traded Stocks.
Most Actively Traded Stocks: Stocks have the highest monthly share trading volume.
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Screen for August
Mo. Trading Mo. Trading
In Volume Price In Volume Price
Scrn Company Ticker (In Mils) 07/31/2008 Scrn Company Ticker (In Mils) 07/31/2008
60 CITIGROUP INC C 2941 18.690 44 SPRINT NEXTEL CORP S 671 8.140
10 WASHINGTON MUTUAL INC WM 2776 5.330 60 QUALCOMM INC QCOM 661 55.340
48 BANK OF AMERICA CORP BAC 2724 32,900 60 YAHOO INC YHOO 661 19.890
12 WACHOQVIA CORP wB 2709 17.270 33 AT&T INC T 657 30.810
New FEDERAL HOME LOAN MORTG COFFRE 2465 8.170 60 MOTOROLA INC MOT 624 8.640
6 FANNIE MAE FNM 2304 11.500 12 E TRADE FINANCIAL CORP ETFC 623 3.020
60 MICROSOFT CORP MSFT 1695 25,720 35 ADVANCED MICRO DEVICES AMD 622 4.210
13 WELLS FARGO & CO WFC 1693 30.270 60 DELL INC DELL 599 24,570
60 GENERAL ELECTRIC CO GE 1562 28.290 7 NVIDIA CORP NVDA 586 11.440
43 FORD MOTOR CO F 1549 4,800 58 TIME WARNER INC TWX 572 14.320
9 LEHMAN BROTHERS HOLDINGS INC LEH 1519 17.340 60 APPLIED MATERIALS INC AMAT 567 17.320
60 INTEL CORP INTC 1430 22,190 2 MORGAN STANLEY MS 557 39.480
22 JPMORGAN CHASE & CO JPM 1319 40.630 New CHESAPEAKE ENERGY CORP CHK 556 50.150
60 CISCO SYSTEMS INC CSCO 1301 21.990 4 QWEST COMMUNICATION INTL INC Q 554 3.830
13 MERRILL LYNCH & CO INC MER 1291 26.650 23 MICRON TECHNOLOGY INC MU 539 4.830
60 PFIZER INC PFE 1070 18.670 9 MERCK & CO MRK 532 32.900
60 EMC CORP/MA EMC 1009 15.010 45 COMCAST CORP CMCS# 532 20.620
13 AMERICAN INTERNATIONAL GRQUIAIG 963 26.050 57 WAL-MART STORES INC WMT 518 58.620
60 ORACLE CORP ORCL 783 21,530 New TEXAS INSTRUMENTS INC TXN 517 24.380
46 APPLE INC AAPL 730 158.950 2 FIFTH THIRD BANCORP FITB 517 13.970
5 NATIONAL CITY CORP NCC 729 4.730 New SCHERING-PLOUGH SGP 505 21.080
15 GENERAL MOTORS CORP GM 722 11.070 3 SUN MICROSYSTEMS INC JAVA 458 10.630
60 EXXON MOBIL CORP XOM 712 80.430 New KRAFT FOODS INC KFT 452 31.820
2 U S BANCORP usB 701 30.610 2 CORNING INC GLW 446 20.010
2 REGIONS FINANCIAL CORP RF 687 9.480 New AMERICAN EXPRESS CO AXP 443 37.120
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%Hnlllll Lynch Quantitative Profiles
11 August 2008

Price
Top 50 S&P 500 Companies By LOW PRICE

Low Price: Absolute price level of the stock at month-end.
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L 2008 YTD -14.20%
Screen for August
Mo. Mo.
In Price In Price
Scrn. Company Ticker 07/31/2008 Scrn. Company Ticker 07/31/2008
13 E TRADE FINANCIAL CORP ETFC 3.020 14 SOVEREIGN BANCORP INC SOV 9.520
55 UNISYS CORP uis 3.690 2 DILLARDS NC -CL A DDS 10.110
82 QWEST COMMUNICATION INTLINC Q 3.830 3 AUTONATION INC AN 10.320
20 ADVANCED MICRO DEVICES AMD 4.210 2 KEYCORP KEY 10.550
5 NATIONAL CITY CORP NCC 4,730 4 SUN MICROSYSTEMS INC JAVA 10.630
48 FORDMOTOR CO F 4.800 22 JDS UNIPHASE CORP JDSU 10.930
49 MICRON TECHNOLOGY INC MU 4.830 100 COMPUWARE CORP CPWR 11.000
78 TELLABS INC TLAB 5.140 2 GENERAL MOTORS CORP GM 11.070
6 WASHINGTON MUTUAL INC WM 5.330 4 DR HORTON NC DHI 11.120
99 NOVELL INC NOVL 5.570 New TITANIUM METALS CORP TIE 11.260
55 TENET HEALTHCARE CORP THC 5.790 New NVIDIA CORP NVDA 11.440
7 MBIA INC MBI 5.930 New FANNIE MAE FNM 11.500
6 MGIC INVESTMENT CORP/WI MTG 6.400 24 KING PHARMACEUTICALS INC KG 11.510
16 DYNEGY INC DYN 6.730 New FRONTIER COMMUNICATIONS COFFTR 11.560
10 OFFICE DEPOT INC oDP 6.800 24 BOSTON SCIENTIFIC CORP BSX 11.890
76 LSICORP LS 6.940 25 WINDSTREAM CORP WIN 11.920
13 HUNTINGTON BANCSHARES HBAN 7.020 66 ALLIED WASTE INDUSTRIES INC AW 12.100
12 SPRINT NEXTEL CORP S 8.140 2 LENNAR CORP LEN 12.100
New FEDERAL HOME LOAN MORTG COFFRE 8.170 13 PULTE HOMES INC PHM 12.210
5 CIT GROUP INC cIT 8.480 New NEW YORKTIMESCO -CLA NYT 12.590
19 MOTOROLA INC MOT 8.640 New CONVERGYS CORP CVG 12.700
51 INTERPUBLIC GROUP OF COS PG 8.790 15 MYLAN INC MYL 12.970
41 TERADYNE INC TER 9.370 New LiZ CLAIBORNE INC Liz 13.070
5 FIRST HORIZON NATIONAL CORP FHN 9.400 2 HOST HOTELS & RESORTS INC HST 13.110
2 REGIONS FINANCIAL CORP RF 9.480 New CMS ENERGY CORP CMS 13.500
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gg Merrill Lynch

Quantitative Profiles

11 August 2008

Earnings Momentum

Top 50 S&P 500 Companies By EPS MOMENTUM
Earnings Momentum: The difference between 12-month trailing EPS and year-ago12-month trailing EPS divided by year-
ago 12-month trailing EPS.

Exhibit _ (FP-14)
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—
Screen for August
Mo. Mo.
in EPS Price In EPS Price
Sern. Company Ticker Momentum 07/31/2008 Sern. Company Ticker Momentum 07/31/2008
6 PUBLIC STORAGE PSA 12766.7 81.890 New TYCO INTERNATIONAL LTD TYC 143.6 44,560
6 GENZYME CORP GENZ 4375.0 76.650 New NEWMONT MINING CORP NEM 142.3 47.960
New TYCO ELECTRONICS LTD TEL 1890.0 33.140 6 WATSON PHARMACEUTICALS INC  WPI 136.3 28.910
6 EQUITY RESIDENTIAL EQR 1850.0 43170 [ JONES APPAREL GROUP INC INY 133.9 16.740
9 AES CORP. (THE) AES 936.4 16.140 6 FLUOR CORP FLR 1241 81.350
5 LEUCADIA NATIONAL CORP LUK 553.8 44770 6 WINDSTREAM CORP WIN 122.0 11.920
9 SUN MICROSYSTEMS INC JAVA 470.0 10.630 New SOUTHWESTERN ENERGY CO SWN 1204 36.310
1" SARA LEE CORP SLE 466.7 13.660 7 ABBOTT LABORATORIES ABT 116.8 56.340
2 JABIL CIRCUIT INC JBL 437.5 16.260 6 NEW YORK TIMES CO -CLA NYT 114.6 12.590
15 INTERPUBLIC GROUP OF COS PG 371.4 8.790 New MURPHY OIL CORP MUR 11.7 79.730
7 DOMINION RESOURCES INC D 341.4 44180 3 CMS ENERGY CORP CMS 101.5 13.500
EL PASO CORP EP 313.0 17.930 10 FIDELITY NATIONAL INFO SVCS FIS 101.5 18.950
18  QWEST COMMUNICATION INTLINCQ 300.0 3.830 New APPLIED BIOSYSTEMS INC ABI 96.8 36.930
7 GILEAD SCIENCES INC GILD 289.8 53.980 10 NYSE EURONEXT NYX 96.8 47.240
20 CIENA CORP CIEN 255.6 20.670 4 HCP INC HCP 941 36.070
6 MEADWESTVACO CORP MWV 216.1 26.810 6 THERMO FISHER SCIENTIFIC INC TMO 92.2 60.520
New AK STEEL HOLDING CORP AKS 207.4 63.500 12 DYNEGY INC DYN 89.9 6.730
9 AMERICAN TOWER CORP AMT 192.3 41,900 6 ALLIED WASTE INDUSTRIES INC AW 89.1 12.100
New CORNING INC GLW 191.8 20.010 2 INTUITIVE SURGICAL INC ISRG 89.1 311.290
12 WLLIAMS COS INC WMB 187.5 32.050 7 AMAZON.COM INC AMZN 88.0 76.340
New MCDONALD'S CORP MCD 180.0 59.790 9 TRANSOCEAN INC RIG 87.9 136.030
6 GOODYEAR TIRE & RUBBER CO  GT 175.4 19.630 3 JDS UNIPHASE CORP JDSU 85.7 10.930
12 CAINC CA 173.2 24.020 4 FOREST LABORATORIES -CLA  FRX 84.1 35510
3 BARR PHARMACEUTICALS INC BRL 162.7 65.980 New GAMESTOP CORP GME 80.4 40.510
3 NOVELL INC NOVL 150.0 5.570 New APACHE CORP APA 79.8 112170
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m“allllllﬂnch Quantitative Profiles
11 August 2008

Projected Five-Year EPS Growth

Top 50 S&P 500 Companies By PROJ. 5-YR EPS GROWTH
Projected 5-Year EPS Growth: The five-year EPS growth rate estimated by Merrill Lynch Fundamental Equity Research.
If no Merrill estimate exist, MLPF&Ss, then the IBES Mean Long Term Growth Estimate is used.
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Screen for August
Mo. Mo.
In EPS Gr Price In EPS Gr Price
Scrn Company Ticker Next 5Yr 07/31/2008 Scrn Company Ticker Next 5Yr 07/31/2008
New RANGE RESOURCES CORP RRC 130.7 48.560 2 HESS CORP HES 21.2 101.400
2 CABOT OIL & GAS CORP COG 64.8 44.010 8 GAMESTOP CORP GME 20.8 40.510
41 NATIONAL OILWELL VARCO INC NOV 45.0 78.630 14 JDS UNIPHASE CORP JDSU 20.8 10.930
6 SPRINT NEXTEL CORP S 43.6 8.140 12 CUMMINS INC CMI 20.7 66.340
2 MASSEY ENERGY CO MEE 40.0 74.250 23 AR PRODUCTS & CHEMICALS INC APD 20.0 95.210
2 INTUITIVE SURGICAL INC ISRG 33.8  311.290 42 ALLEGHENY TECHNOLOGIES INC  ATI 20.0 47.290
6 MANITOWOC CO MTW 32.3 26.360 33 AMAZON.COM INC AMZN 20.0 76.340
6 MURPHY OIL CORP MUR 31.6 79.730 28 BAKER HUGHES INC BHI 20.0 82.910
pal CELGENE CORP CELG 31.0 75.490 23 CIENA CORP CIEN 20.0 20.670
28 GOOGLE INC GOOG 30.0 473.750 21 COGNIZANT TECH SOLUTIONS CTSH 20.0 28.070
24 MONSANTO CO MON 30.0 119.110 7 DYNEGY INC DYN 20.0 6.730
9 TRANSOCEAN INC RIG 30.0 136.030 73 EBAY INC EBAY 20.0 25.170
23 APPLE INC AAPL 27.0  158.950 34 ELECTRONIC ARTS INC ERTS 20.0 43.180
11 INTERCONTINENTALEXCHANGE INIICE 26.5 99.800 32  EXPRESS SCRIPTS INC ESRX 20.0 70.540
5 DIRECTY GROUP INC DTV 26.2 27.020 10 EXPEDIA INC EXPE 20.0 19,570
98 BROADCOM CORP BRCM 25.0 24.290 33 GOODRICH CORP GR 20.0 49,140
18 HUDSON CITY BANCORP INC HCBK 25.0 18.260 91 JABIL CIRCUIT INC JBL 20.0 16.260
20  SMITH INTERNATIONAL INC Sl 25.0 74.380 74 LSICORP LS 20.0 6.940
1 CME GROUP INC CME 24.0 360.130 New MASTERCARD INC MA 20.0 244,150
k| GILEAD SCIENCES INC GILD 23.8 53.980 32 MEDCO HEALTH SOLUTIONS INC  MHS 20.0 49.580
4 HARMAN INTERNATIONAL INDS ~ HAR 225 41.170 15  MEMC ELECTRONIC MATRIALS INC WFR 20.0 46.210
3 MCDONALD'S CORP MCD 22.4 59.790 43 NOBLE CORP NE 20.0 51.870
2 SOUTHWESTERN ENERGY CO SWN 22.3 36.310 34 SCHLUMBERGER LTD SLB 20.0 101.600
13 ALLEGHENY ENERGY INC AYE 21.8 48.400 3  WEATHERFORD INTL LTD WFT 20.0 37.730
New COMCAST CORP CMCS# 21.5 20.620 104 YAHOO INC YHOO 20.0 19.890
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mManill Lynch
11 August 2008

Earnings Torpedo

Top S&P 500 Companies By LOW EPS TORPEDO

Quantitative Profiles

Earnings Torpedo: |/B/E/S FY2 estimate less latest actual annual EPS divided by month-end price.
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Screen for August
Mo. Mo.
In EPS Price In EPS Price
Scrn. Company Ticker Torpedo 07/31/2008 Scrn. Company Ticker Torpedo 07/31/2008
7 CIT GROUP INC CIT -0.445 8.480 1 SOVEREIGN BANCORP INC SQV -0.040 9.520
6 XL CAPITAL LTD XL -0.280 17.890 7 PENNEY (J C) CO JCP -0.040 30.830
2 GENERAL MOTORS CORP GM -0.2711 11.070 8 SEARS HOLDINGS CORP SHLD -0.039 81.000
5 LEHMAN BROTHERS HOLDINGS INC LEH -0.207 17.340 New FIDELITY NATIONAL INFO SVCS FIS -0.038 18.950
2 MBIA INC MBI -0.201 5.930 4 NOVELLUS SYSTEMS INC NVLS -0.036 20.370
4 WASHINGTON MUTUAL INC WM -0.167 5.330 New NVIDIA CORP NVDA -0.030 11.440
4 NATIONAL CITY CORP NCC -0.137 4.730 6 HARMAN INTERNATIONAL INDS HAR -0.029 41.170
New FORD MOTOR CO F -0.127 4.800 6 QWEST COMMUNICATION INTL INC Q -0.028 3.830
4 ALTRIA GROUP INC MO -0.124 20.350 7 GOLDMAN SACHS GROUP INC GS -0.026 184.040
3 TESORO CORP TSO 0.112 15.440 5 JPMORGAN CHASE & CO JPM -0.025 40.630
4 WACHOVIA CORP WB -0.108 17.270 28 DOW CHEMICAL DOW -0.025 33.310
7 VALERO ENERGY CORP vLO -0.104 33.410 New MARSHALL & ILSLEY CORP Mi -0.024 15,200
9 OFFICE DEPQOT INC obP -0.104 6.800 New HOST HOTELS & RESORTS INC HST -0.024 13.110
3 KEYCORP KEY -0.101 10.550 4 NEWYORK TIMES CO -CLA NYT -0.023 12.590
New SANDISK CORP SNDK -0.101 14.100 8 DISCOVER FINANCIAL SVCSINC  DFS -0.023 14.650
17 SPRINT NEXTEL CORP S -0.100 8.140 7 TRAVELERS COS INC TRV -0.020 44,120
1 KING PHARMACEUTICALS INC KG -0.087 11.510 New TITANIUM METALS CORP TIE -0.019 11.260
5 SUNOCO INC SUN -0.083 40.610 9 HOME DEPOT INC HD -0.019 23.830
2 REGIONS FINANCIAL CORP RF -0.080 9.480 New ALLEGHENY TECHNOLOGIES INC  ATI -0.019 47.290
7 GANNETT CO GCI -0.067 18.120 New ZIONS BANCORPORATION ZION -0.018 29.270
15 DILLARDS INC -CL A DDS -0.066 10.110 New MEREDITH CORP MDP -0.018 25.560
7 COMERICA INC CMA -0.059 28.720 New AMERICAN CAPITAL LTD ACAS -0.016 20.320
16 MASCO CORP MAS -0.057 16.490 16 LEXMARK INTL INC -CL A LXK -0.014 35.080
2 FIFTH THIRD BANCORP FITB -0.055 13.970 6 HARTFORD FINANCIAL SERVICES HIG -0.014 63.390
6 CINCINNATIFINANCIAL CORP CINF -0.041 27.840 New SUNTRUST BANKS INC STI -0.014 41.060
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%Mnlllll Lynch Quantitative Profiles
11 August 2008

Positive Earnings Surprise
Top S&P 500 Companies By POSITIVE EPS SURPRISE

Earnings Surprise: A forecast earnings surprise variable which compares Merrill Lynch estimates to those of the
consensus after adjusting for the range of estimates. Stocks are ranked from 1 to 10, with 1 belng among the most
optimistic, MLPF&S relative to the consensus. 10 being among the most pessimistic, MLPF&S.
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Screen for August
Mo. Mo.
in ML vs, Price In ML vs. Price
Scrn. Company Ticker Con 07/31/2008 Scrn. Company Ticker Con 07/31/2008
New AR PRODUCTS & CHEMICALS INC APD 1 95.210 Naw AMERICAN INTERNATIONAL GROUVIAIG 2 25 050
3 APARTMENT INVT 8MGMT -CL A AW 1 34,170 New AVALONBAY COMMUNITIES INC AVB 2 99.710
Neow APOLLO GROUPINC -CL A APOL 1 62.290 3 CAMPBELL SOUP CO CPB 2 36 380
30 AVON PRODUCTS AVP 1 42.400 3 DIRECTV GROUP INC DTV 2 27 020
2 BED BATH & BEYOND INC BBBY 1 27.830 10 DU PONT (E 1) DE NEMOURS DD 2 43 810
2 BEST BUY CO INC BBY 1 39.720 New EXPRESS SCRIPTS INC ESRX 2 70.540
16 CATERPILLAR INC CAT 1 69.520 2 EXXON MOBIL CORP XOM 2 80 430
5 DARDEN RESTAURANTS INC DRI 1 32.570 Naw EASTMAN KODAK CO EK 2 14 640
Neow FEDERATED INVESTORS INC Fll 1 32.860 Naw FEDERAL HOME LOAN MORTG CORFRE 2 8170
New HARTFORD FINANCIAL SERVICES HIG 1 63 330 New FRANKLIN RESOURCES INC BEN 2 100.610
3 HEWLETT-PACKARD CO HPQ 1 44 300 New FISERV INC FisvV 2 47 a20
Neow LEGG MASON INC LM 1 40 350 New HERSHEY CO HSY 2 36.770
4 MCDONALD'S CORP MCD 1 5% 790 10 HONEYWELL INTERNATIONAL INC HON 2 50.840
Neow METLIFE INC MET 1 50 770 New HUDSON CITY BANCORP INC HCBK 2 18 260
12 MILLIPORE CORP ML 1 70.350 New INTL GAME TECHNOLOGY 6T 2 21.710
3 MONSANTO CO MON 1 119.110 New JACOBS ENGINEERING GROUP INC JEC 2 77.340
New NATIONAL CITY CORP NCC 1 4.730 4 JOHNSON & JOHNSON IJNJ 2 68 470
3 NORTHROP GRUMMAN CORP NOC 1 67.390 New JONES APPAREL GROUP INC IJNY 2 16 740
New POLO RALPH LAUREN CP -CL A RL 1 59.170 New KLA-TENCOR CORP KLAGC 2 37.590
Naw RADIOSHACK CORP RSH 1 16.680 New LABORATORY CP OF AMER HLDGS LH 2 67.580
Naw STARWOOD HOTELSARESORTS WRHOT 1 34.290 3 LAUDER (ESTEE}COS INC -CL A EL 2 44,100
7 SOUTHERN CO §0O 1 35.390 2 MARATHON OIL CORP MRD 2 49.470
12 THERMO FISHER SCIENTIFIC INC TMO 1 60.520 3 MOLSON COORS BREWING CO TAP 2 53.970
10 TORCHMARK CORP TMK 1 58.050 1 PPG INDUSTRIES INC PPG 2 60 640
3 UNISYS CORP ulis 1 3.690 4 SOUTHWEST AIRLINES LUV 2 16.590
4 VERIZON COMMUNICATIONS INC vz 1 34 0490 3 SPRINT NEXTEL CORP s 2 a4 140
New WATERS CORP WAT 1 67 940 3 TECO ENERGY INC TE 2 18 550
7 XEROX CORP XR X 1 13 640 New TEREX CORP TEX 2 47 .330
7 ZIMMER HOLDINGS INC IMH 1 68.910 New TEXTRON INC TXT 2 43.470
3 TYSON FOODS INC -CL A TSN 2 14 900
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Negative Earnings Surprise
Top S&P 500 Companies By NEGATIVE EPS SURPRISE
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Screen for August
Mo. Mo.
in ML vs. Price In ML vs. Price
Scrn, Company Ticker Con 07/31/2008 Scrn. Company Ticker Con 073112008
4 ADVANCED MICRO DEVICES AMD 10 4.210 4 WEATHERFORD INTL LTD WFT 10 37.730
4 AETNA INC AET 10 41.010 2 ARCHER -DANIELS-MIDLAND CO ADM 9 28.630
12 AGILENT TECHNOLOGIES INC A 10 36.060 3 AON CORP AOC 9 45.800
10 AMERICAN ELECTRIC POWER CO AEP 10 39.500 New BANK OF NEW YORK MELLON COR BK 9 35.500
4 AMERICAN EXPRESS CO AXP 10 37.120 3 CARDINAL HEALTH INC CAH 9 53.730
New AT&T INC T 10 30.810 New CLOROX CO/DE cLX 9 54.500
New BOEING CO BA 10 61.110 New CORNING INC GLW 9 20.010
10 BROADCOM CORP BRCM 10 24.290 New E TRADE FINANCIAL CORP ETFC 9 3.020
5 CELGENE CORP CELG 10 75.490 New FREEPORT-MCMORAN COPAGOLD FCX 9 96.750
17 CIENA CORP CIEN 10 20.670 3 GAP INC GPS 9 16.120
2 CINTAS CORP CTAS 10 28.440 New GENUINE PARTS CO GPC 9 40.110
15  CISCO SYSTEMS INC €sCo 10 21.990 New HOME DEPOT INC HD 9 23.830
26 COMERICA INC CMA 10 28.720 New HUMANA INC HUM 9 43.910
New CONSOL ENERGY INC CNX 10 74.390 New JANUS CAPITAL GROUP INC INS 9 30.340
5 DISCOVER FINANCIAL SVCS INC  DFS 10 14.650 New LEHMAN BROTHERS HOLDINGS INCLEH 9 17.340
10 EBAY INC EBAY 10 25.170 3 LIMITED BRANDS INC LTD 9 16.490
4 FIRST HORIZON NATIONAL CORP FHN 10 9.400 6 LINCOLN NATIONAL CORP LNC 9 47.700
27 GOOGLE INC G00G 10 473.750 2 LORILLARD INC Lo 9 67.110
7 HUNTINGTON BANCSHARES HBAN 10 7.020 3 MARSH & MCLENNAN COS MMC 9 28.250
15 JABILCIRCUIT INC JaL 10 16.260 New NORDSTROM INC JWN 9 28.740
3 JOHNSON CONTROLS INC Jcl 10 30.160 New PENNEY (J C)CO JCP 9 30.830
2 KOHL'S CORP KSS 10 41,910 New PEPCO HOLDINGS INC POM 9 24.940
4 LINEAR TECHNOLOGY CORP LLTC 10 31.050 New PHILIP MORRIS INTERNATIONAL  PM 9 51.650
7 MARSHALL & ILSLEY CORP MI 10 15.200 5 PPL CORP PPL 9 46.960
New MCKESSON CORP MCK 10 55,990 New PRECISION CASTPARTS CORP PCP 9 93.430
6 NABORS INDUSTRIES LTD NBR 10 36.460 New ROCKWELL AUTOMATION ROK 9 44.510
5 NETAPP INC NTAP 10 25.550 6 ROWAN COS INC RDC 9 39.800
New NYSE EURONEXT NYX 10 47.240 10 SMITHINTERNATIONAL INC sl 9 74.380
New PUBLIC STORAGE PSA 10 81.890 2 STATE STREET CORP STT 9 71.640
33 QUALCOMM INC QCOoM 10 55.340 New TIFFANY & CO TIF 9 37.790
New ROCKWELL COLLINS INC coL 10 49.690 2 TELLABS INC TLAB 9 5.140
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Quantitative Profiles

Earnings Estimate Revision

Top 50 S&P 500 Companies By UPWARD EPS EST. REVISION
EPS Estimate Revision: The difference between the I/B/E/S FY1 estimate and that of three months ago divided by the
absolute value of the I/B/E/S FY1 estimate of three months ago.
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Screen for August
Mo. Mo.
In EPS Est. Price In EPS Est. Price
Scrn. Company Ticker Revision 07/31/2008 Scrn. Company Ticker Revislon 07/31/2008
5 TENET HEALTHCARE CORP THC 1.200 5.790 3 AMERICAN TOWER CORP AMT 0.164 41.900
5 UNITED STATES STEEL CORP X 0.631 160.360 3 FLUOR CORP FLR 0.164 81.350
2 SOUTHWESTERN ENERGY CO SWN 0.586 36.310 New MASTERCARD INC MA 0.158 244150
6 ANADARKO PETROLEUM CORP APC 0.488 57.910 New QLOGIC CORP QLGC 0.146 18.840
10 QCCIDENTAL PETROLEUM CORP OXY 0.465 78.830 3 XTQ ENERGY INC XT0 0.144 47.230
4 LSI CORP LSI 0.431 6.940 10 LEXMARK INTL INC -CL A LXK 0.132 35.080
4 NOBLE ENERGY INC NBL 0.426 73.870 New ALTERA CORP ALTR 0.130 21.930
6 HESS CORP HES 0.405 101.400 New SCHERING-PLOUGH SGP 0.129 21.080
3 PEABODY ENERGY CORP BTU 0.403 67.650 6 CHESAPEAKE ENERGY CORP CHK 0.128 50.150
4 BROADCOM CORP BRCM 0.370 24.290 2 MARATHON OIL CORP MRO 0.125 49.470
6 EOG RESOURCES INC EOG 0.342 100.530 4 EMBARQ CORP EQ 0.118 45.770
10 WILLIAMS COS INC WMB 0.3 32.050 New GOODRICH CORP GR 0.114 49.140
8 APACHE CORP APA 0.325 112170 2 PROGRESSIVE CORP-QHIO PGR 0.111 20.250
6 DEVON ENERGY CORP DVN 0.317 94.890 4 HASBRO INC HAS 0.1 38.720
3 EL PASO CORP EP 0.292 17.930 New RADIOSHACK CORP RSH 0.102 16.680
6 MURPHY OIL CORP MUR 0.287 79.730 7 CORNING INC GLW 0.098 20.010
6 CHEVRON CORP CVX 0.279 84.560 New LEGGETT & PLATT INC LEG 0.098 19.500
7 CONOCOPHILLIPS CcOoP 0.245 81.620 New SYMANTEC CORP SYMC 0.097 21.070
2 CABOT OIL & GAS CORP COG 0.227 44,010 6 SNAP-ON INC SNA 0.097 56.290
2 MASSEY ENERGY CO MEE 0.223 74.250 New NORTHERN TRUST CORP NTRS 0.096 78.170
New AK STEEL HOLDING CORP AKS 0.199 63.500 New HUDSON CITY BANCORP INC HCBK 0.095 18.260
3 SPECTRA ENERGY CORP SE 0.191 27.170 New MCDONALD'S CORP MCD 0.093 59.790
4 MGIC INVESTMENT CORP/WI MTG 0.178 6.400 2 RANGE RESOURCES CORP RRC 0.093 48.560
2 NATIONAL SEMICONDUCTOR CORFNSM 0.177 20.950 5 NUCOR CORP NUE 0.091 657.220
6 EXXON MOBIL CORP XOM 0.169 80.430 2 CANC CA 0.090 24.020
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Dividend Growth

Top 50 S&P 500 Companies By Dividend Growth

Quantitative Profiles

Exhibit__(Fp.14)

Page 24 of 53

Dividend Growth: The growth between trailing 4-quarter total common dividends and year-ago trailing 4-quarter total

common dividends.
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Screen for August
Mo. Mo.
In Dividend Price In Dividend Price
Scrn Company Ticker  Growth 07/31/2008 Scrn Company Ticker  Growth 07/31/2008
6 PROGRESSIVE CORP-CHIO PGR  11213.0% 20.250 2 YUM BRANDS INC YUM 48.9% 35.820
6 TOTAL SYSTEM SERVICES INC TSS 1087.6% 19.580 8 RANGE RESOURCES CORP RRC 46.9% 48.560
6 NOBLE CORP NE 1036.9% 51.870 6 EOG RESOURCES INC EQOG 46.4% 100.530
5 CAPITAL ONE FINANCIAL CORP COF 645.0% 41.860 7 MOLEX INC MOLX 46.3% 24.530
20 SCHWAB (CHARLES) CORP SCHW  512.1% 22.890 7 MONSANTO CO MON 45.5% 119.110
2 NYSE EURONEXT NYX 321.2% 47.240 14 INTEGRYS ENERGY GROUP INC  TEG 45.5% 51.060
6 WESTERN UNION CO wu 289.0% 27.640 6 PAYCHEX INC PAYX 45.3% 32,920
2 ALTERA CORP ALTR 283.0% 21,930 New AMERICAN CAPITALLTD ACAS 41.0% 20.320
5 CMS ENERGY CORP CMS 181.0% 13.500 6 HUNTINGTON BANCSHARES HBAN 39.5% 7.020
20 MCDONALD'S CORP MCD 115.8% 59.790 6 TIFFANY & CO TIF 39.5% 37.790
12 CME GROUP INC CME 108.8% 360.130 6 LOWE'S COMPANIES INC LOW 37.3% 20.320
5 SPECTRA ENERGY CORP SE 105.0% 27.170 7 DANAHER CORP DHR 36.8% 79.650
5 STARWOOD HOTELS&RESORTS WF HOT 91.7% 34.290 7 ALLEGHENY TECHNOLOGIES INC  ATI 36.4% 47.290
6 TEXAS INSTRUMENTS INC TXN 85.8% 24,380 29 AMERISOURCEBERGEN CORP ABC 36.1% 41.870
6 APARTMENT INVT &MGMT -CLA AN 77.4% 34.170 6 PRICE (T. ROWE) GROUP TROW 35.3% 59.850
New PALL CORP PLL 76.2% 40.420 2 CABOT OIL & GAS CORP COG 34.7% 44.010
2 INTL GAME TECHNOLOGY IGT 66.6% 21.710 23 CSX CORP CSX 34.3% 67.580
6 BANK OF NEW YORK MELLON COR BK 64.3% 35.500 6 CARNIVAL CORP/PLC (USA) CCL 33.6% 36.940
5 CIGNA CORP Cl 63.9% 37.020 2 ENTERGY CORP ETR 32.8% 106.920
6 TESORO CORP TSO 61.0% 15.440 2 CUMMINS INC CMI 32.3% 66.340
6 NOBLE ENERGY INC NBL 56.6% 73.870 2 CONSOL ENERGY INC CNX 32.2% 74.390
8 DARDEN RESTAURANTS INC DRI 54.5% 32.570 6 NORFOLK SOUTHERN CORP NSC 32.0% 71.920
6 CVS CAREMARK CORP CVs 52.6% 36.500 New STATE STREET CORP STT 30.7% 71.640
6 STRYKER CORP SYK 51.1% 64.190 2 HARLEY-DAVIDSON INC HOG 29.9% 37.840
44 XTO ENERGY INC XT0 50.5% 47.230 7 SCHLUMBERGER LTD SLB 29.8% 101.600
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P/E-to-Growth

Top 50 S&P 500 Companies By Low PE to GROWTH
P/E-to-Growth: Trailing twelve months P/E divided by the five-year EPS growth rate estimated by Merrill Lynch
Fundamental Equity Research. If no Merrill estimate exist, MLPF&Ss, the IBES Mean Long Term Growth Estimate is used.
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Screen for August
Mo. Mo.
In PE/ Price In PE/ Price
Scrn. Company Ticker Growth 07/31/2008 Scrn. Company Ticker  Growth 07/31/2008
6 MANITOWOC CO MTW 0.26 26.360 4 ABERCROMBIE & FITCH -CL A ANF 0.67 55.220
9 TRANSOCEAN INC RIG 0.29 136.030 5 WELLPOINT INC WLP 0.71 52.450
4 CORNING INC GLW 0.33 20.010 New MCDONALD'S CORP MCD 0.71 59.790
3 MURPHY OIL CORP MUR 0.33 79.730 New VIACOM INC VIA.B 0.71 27.930
40 ALLEGHENY TECHNOLOGIES INC AT 0.37 47.280 New ALLEGHENY ENERGY INC AYE 0.72 48.400
2 CABOT OIL & GAS CORP CoG 0.37 44.010 5 HUMANA INC HUM 0.73 43.910
26 NATIONAL OILWELL VARCO INC NOV 0.41 78.630 43 CUMMINS INC CMI 0.73 66.340
73 CAPITAL ONE FINANCIAL CORP COF 0.47 41.860 5 AETNA INC AET 0.73 41.010
34 NOBLE CORP NE 0.49 51.870 5 COVENTRY HEALTH CARE INC CVH 0.74 35.370
4 QCCIDENTAL PETROLEUM CORP  OXY 0.50 78.830 2 PRECISION CASTPARTS CORP pcP 0.75 93.430
2 NVIDIA CORP NVDA 0.50 11.440 New TYCO ELECTRONICS LTD TEL 0.77 33.140
New FIDELITY NATIONAL INFO SVCS FIS 0.50 18.950 New COACH INC COH 0.77 25.510
7 GOODRICH CORP GR 0.50 49.140 New ARCHER-DANIELS-MIDLAND CO ADM 0.78 28.630
2 CONOCOPHILLIPS COP 0.52 81.620 4 BEST BUY CO INC BBY 0.78 39.720
3 NEWS CORP NWS.A 0.53 14.130 New MEMC ELECTRONIC MATRIALS INCWFR 0.79 46.210
New TITANIUM METALS CORP TIE 0.55 11.260 New TEXAS INSTRUMENTS INC TXN 0.80 24.380
18 TRAVELERS COS INC TRV 0.55 44,120 1 OFFICE DEPOT INC ODP 0.80 6.800
7 PARKER-HANNIFIN CORP PH 0.57 61.680 New NABORS INDUSTRIES LTD NBR 0.80 36.460
2 HESS CORP HES 0.60 101.400 New CIENA CORP CIEN 0.81 20.670
12 LIMITED BRANDS INC LTD 0.60 16.490 2 AUTONATION INC AN 0.81 10.320
20 ENSCO INTERNATIONAL INC ESV 0.62 69.140 14 WHIRLPOOL CORP WHR 0.81 75.700
2 TEXTRON INC TXT 0.64 43.470 5 DIRECTV GROUP INC DTV 0.82 27.020
1 HARMAN INTERNATIONAL INDS HAR 0.65 41.170 New BAKER HUGHES INC BHI 0.83 82.910
24 CHUBB CORP CB 0.66 48.040 18 GOLDMAN SACHS GROUP INC GS 0.83 184.040
2 TEREX CORP TEX 0.66 47.330 New EATON CORP ETN 0.84 71.040
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One-Year Return On Equity

Top 50 S&P 500 Companies By ROE (1-Yr Average)
Return on Equity One-Year Average: Net income divided by average equity provided.

Quantitative Profiles

Exhibit _ (FP-14)
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Screen for August
Mo. Mo.
In Price In Price
Scrn. Company Ticker ROE 07/31/2008 Scrn. Company Ticker ROE 07/31/2008
9 WINDSTREAM CORP WIN 178.4 11.920 28 AMAZON.COM INC AMZN 423 76.340
74 AUTOZONE INC AZO 134.4 130.290 12 NORDSTROM INC JWN 40.1 28.740
2 LORILLARD INC LO 126.4 67.110 13 HALLIBURTON CO HAL 38.8 44.820
25 EXPRESS SCRIPTS INC ESRX 104.2 70.540 16 LOCKHEED MARTIN CORP LMT 38.5 104.330
72 YUM BRANDS INC YUM 96.0 35.820 31 FEDERATED INVESTORS INC Fll 37.9 32.860
57 AVON PRODUCTS AVP 82.2 42.400 8 BLOCK H & R INC HRB 37.8 24.330
124 COLGATE-PALMOLIVE CO CL 80.9 74.270 New HERSHEY CO HSY 37.6 36.770
61 DELL INC DELL 68.1 24,570 10 MARRIOTT INTLINC MAR 37.2 25.910
4 ALTRIA GROUP INC MO 63.3 20.350 15 MEMC ELECTRONIC MATRIALS INCWFR 36.6 46.210
49 WATERS CORP WAT 59.0 67.940 28 SCHLUMBERGER LTD SLB 36.6 101.600
13 BOEING CO BA 58.0 61.110 8 PAYCHEX INC PAYX 36.6 32.920
7 GILEAD SCIENCES INC GILD 55.5 53.980 3 TRANSOCEAN INC RIG 36.5 136.030
102 PITNEY BOWES INC PB! 55.3 31.690 66 CAMPBELL SQUP CO CPB 36.2 36.380
16 MCGRAW-HILL COMPANIES MHP 54.4 40.670 18 PEPSICO INC PEP 36.0 66.560
99 ANHEUSER-BUSCH COS INC BUD 52.9 67.760 6 EXXON MOBIL CORP XOM 35.6 80.430
16 MICROSOFT CORP MSFT 52.5 25.720 6 TJX COMPANIES INC TJX 35.3 33.710
New CORNING INC GLW 51.0 20.010 6 NVIDIA CORP NVDA 34.9 11.440
13 INTL BUSINESS MACHINES CORP  IBM 50.6 127.980 7 NATIONAL SEMICONDUCTOR CORFNSM 3.2 20.950
New AK STEEL HOLDING CORP AKS 48.6 63.500 3 LAUDER (ESTEE) COSINC-CLA EL 33.7 44.100
47 COACHINC COH 45.7 25.510 4 NOBLE CORP NE 335 51.870
41 APOLLO GROUPINC -CLA APOL 45.6 62.290 13 HARLEY-DAVIDSON INC HOG 33.2 37.840
37 CATERPILLAR INC CAT 454 69.520 4 TERADATA CORP TDC 33.2 23.420
14 HEINZ {HJ) CO HNZ 45.3 50.380 New DOMINION RESOURCES INC D 329 44,180
102 KELLOGG CO K 45.2 53.060 New C HROBINSON WORLDWIDE INC CHRW 329 48.200
37 ROCKWELL COLLINS INC coL 435 49.690 pal 3M CO MMM 32.8 70.390
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Five-Year Return on Equity
Top 50 S&P 500 Companies By ROE (5-Yr Average)

Return on Equity Five-year Average: Five-year average return on equity.
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Screen for August
Mo. 5-Yr Mo. 5-Yr
In Avg Price In Avg Price
Sern Company Ticker ROE 07/31/2008 Scrn Company Ticker ROE 07/31/2008
134  USTINC UST 987.2 52.610 17 EQUIFAX INC EFX 415 35.090
94 MOODY'S CORP MCO 264.3 34.810 5 PHILIP MORRIS INTERNATIONAL PM 40.6 51.650
2 LORILLARD INC LO 203.4 67.110 64 FEDERATED INVESTORS INC Fll 40.4 32.860
89 AVON PRODUCTS AVP 180.4 42.400 14 SUNOCO INC SUN 39.8 40.610
21 AUTOZONE INC AZO 155.4 130.290 87 TJX COMPANIES INC TIX 39.4 33.710
14 CAMPBELL SOUP CO CPB 146.1 36.380 14 HEINZ (H J) CO HNZ 37.6 50.380
67 COLGATE-PALMOLIVE CO CL 130.1 74,270 14 BLACK & DECKER CORP BDK 375 60.020
14 GOODYEAR TIRE & RUBBER CO  GT 118.5 19.630 5 HERCULES INC HPC 37.2 20.050
64 IMS HEALTH INC RX 105.3 20.900 14 ROCKWELL COLLINS INC COL 3.8 49.690
15 MEMC ELECTRONIC MATRIALS INCWFR 68.7 46.210 6 EXPRESS SCRIPTS INC ESRX 35.7 70.540
53  ANHEUSER-BUSCH COS INC BUD 66.0 67.760 14 SLM CORP SLM 354 17.130
14 AES CORP. (THE) AES 64.6 16.140 6 CATERPILLAR INC CAT 35.2 69.520
5 WINDSTREAM CORP WIN 63.3 11.920 53 3MCO MMM 35.0 70.390
14 YUM BRANDS INC YUM 60.9 35.820 14 SYSCO CORP SYyy 34.2 28,360
61 DELL INC DELL 58.8 24.570 14 SARA LEE CORP SLE 34,2 13.660
22 WESTERN UNION CO wu 55.9 27.640 14 ALTRIA GROUP INC MO 34.1 20.350
14 KELLOGG CO K 50.6 53.060 10 TERADATA CORP TDC 34.1 23.420
13 AKAMAI TECHNOLOGIES INC AKAM 49.2 23.340 53 PEPSICO INC PEP 33.8 66.560
14 PITNEY BOWES INC PB! 48.5 31.690 6 CONSOL ENERGY INC CNX 33.0 74.390
75 APOLLO GROUP INC -CLA APOL 47.9 62.290 5 MCGRAW-HILL COMPANIES MHP 324 40.670
17 HERSHEY CO HSY 46,2 36.770 4 AUTODESK INC ADSK 32.3 31.890
New DAVITAINC DVA 46.0 55.850 76 HARLEY-DAVIDSON INC HOG 321 37.840
76 WATERS CORP WAT 46.0 67.940 17 ABERCROMBIEE & FITCH -CL A ANF 321 55.220
47 COACH INC COH 429 25.510 14 RADIOSHACK CORP RSH 321 16.680
14 FREEPORT-MCMORAN COP&GOLD FCX 42.0 96.750 134 COCA-COLACO KO 31.5 51.500
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One-Year Return on Equity (Adjusted for Debt)

Top 50 S&P 500 Companies By ROE (1-Yr Avg. Adj. for Debt)
Return on Equity One-Year Average (Adjusted for Debt): The ROE of companies with higher debt levels are considered
lower than those of companies with lower debt levels based on their debt-to-equity ratios.
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Screen for August
Mo. Mo.
In Debt Adj Price In Debt Adj Price
Scrn. Company Ticker ROE 07/31/2008 Scrn. Company Ticker ROE 07/31/2008
3 ALTRIA GROUP INC MO 51.4 20.350 16 NIKE INC NKE 23.9 58.680
13 APOLLO GROUP INC -CL A APOL 45.6 62.290 48 CHEVRON CORP CvX 23.5 84.560
47 COACH INC COH 45.6 25.510 16 FRANKLIN RESOURCES INC BEN 23.4 100.610
19 CORNING INC GLW 455 20.010 89 PEPSICO INC PEP 23.0 66.560
55 ROCKWELL COLLINS INC CcOL 37.2 49.690 New LOCKHEED MARTIN CORP LMT 22.8 104.330
7 GILEAD SCIENCES INC GILD 36.4 53.980 104 JOHNSON & JOHNSON JNJ 22.6 68.470
15 MEMC ELECTRONIC MATRIALS INC WFR 36.2 46.210 6 AUTOMATIC DATA PROCESSING  ADP 225 42.710
3 FEDERATED INVESTORS INC Fll 351 32.860 4 ST JUDE MEDICAL INC STJ 22.2 46.580
4 AMAZON.COM INC AMZN 341 76.340 82 BEST BUY COINC BBY 22.2 39.720
63 EXXON MOSBIL CORP XOM 33.5 80.430 76 3M CO MMM 221 70.390
61 DELL INC DELL 317 24.570 24 BJ SERVICES CO BJS 214 29.400
18 VARIAN MEDICAL SYSTEMS INC VAR 30.7 60.000 9 SCHWAB (CHARLES) CORP SCHwW 214 22.890
40 ROBERT HALF INTLINC RHI 29.4 25.290 25 BAKER HUGHES INC BHI 21.2 82.910
16 NOBLE CORP NE 28.6 51.870 5 TITANIUM METALS CORP TIE 21.2 11.260
6 FLUOR CORP FLR 28.0 81.350 116 TJX COMPANIES INC TJX 21.2 33.710
22 SCHLUMBERGER LTD SLB 27.7 101.600 25 CUMMINS INC CMI 21.0 66.340
9 MANITOWOC CO MTW 27.5 26.360 15 CISCO SYSTEMS INC CSCO 20.8 21.990
18 ENSCO INTERNATIONAL INC ESV 25.9 69.140 New APACHE CORP APA 20.5 112.170
15 PRECISION CASTPARTS CORP PCP 25.9 93.430 3 MERCK & CO MRK 20.4 32.900
10 HALLIBURTON CO HAL 25.7 44,820 2 BROWN-FORMAN -CL B BF.B 20.2 71.960
27 SHERWIN-WILLIAMS CO SHW 24.6 53.250 New LILLY {ELl) & CO LLY 20.0 47.110
New AK STEEL HOLDING CORP AKS 24.3 63.500 New JACOBS ENGINEERING GROUP INCJEC 19.6 77.340
89 COCA-COLACO KO 241 51.500 New MURPHY OIL CORP MUR 19.4 79.730
28 ALLEGHENY TECHNOLOGIES INC  ATI 241 47.290 18 APPLIED MATERIALS INC AMAT 19.3 17.320
41 OCCIDENTAL PETROLEUM CORP OXY 24.0 78.830 7 SMITH INTERNATIONAL INC Sl 19.2 74.380
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Five-Year Return on Equity (Adjusted by Debt)

Top 50 S&P 500 Companies By ROE (5-Yr Avg. Adj. for Debt)
Return on Equity Five-year Average (Adjusted for Debt): The average five year ROE of companies with higher debt levels
are considered lower than those of companies with lower debt levels based on their debt-to-equity ratios.
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In Ad] 5Yr Price In Adj 5Yr Price
Scrn. Company Ticker ROE 07/31/2008 Scrn. Company Ticker ROE 07/31/2008
4 AMAZON.COM INC AMZN 982.9 76.340 9 BJ SERVICES CO BJS 214 29.400
15 MEMC ELECTRONIC MATRIALS INCWFR 67.8 46.210 14 BEST BUY CO INC BBY 213 39.720
13 APOLLO GROUP INC -CLA APOL 47.9 62.290 29 EOG RESOURCES INC EOG 21.1 100.530
47 COACHINC COH 42.8 25.510 6 SCHLUMBERGER LTD SLB 211 101.600
13 AKAMAI TECHNOLOGIES INC AKAM 425 23.340 12 CUMMINS INC CMI 21.0 66.340
52 FEDERATED INVESTORS INC Fll 37.4 32.860 65 NIKE INC NKE 20.6 58.680
20 ROCKWELL COLLINS INC CcoL 314 49.690 14 PROCTER & GAMBLE CO PG 20.1 65.480
54 EXXON MOBIL CORP XOM 29.3 80.430 5 TITANIUM METALS CORP TIE 20.1 11.260
18 VARIAN MEDICAL SYSTEMS INC VAR 28.8 60.000 39 BROWN-FORMAN -CL B BF.B 20.0 71.960
3 ALTRIA GROUP INC MO 27.7 20.350 6 ROBERT HALF INTL INC RHI 19.9 25.290
134 COCA-COLACO KO 27.6 51.500 9 CONSOL ENERGY INC CNX 19.7 74.390
61 DELL INC DELL 27.3 24.570 79 BARD (C.R.) INC BCR 19.5 92.840
29 OCCIDENTAL PETROLEUM CORP OXY 26.3 78.830 6 BAKER HUGHES INC BHI 19.3 82.910
17 CHEVRON CORP CvX 24.3 84.560 6 RADIOSHACK CORP RSH 19.0 16.680
5 ADOBE SYSTEMS INC ADBE 24.0 41.350 New CABOT OIL & GAS CORP COG 18.8 44.010
134  JOHNSON & JOHNSON JNJ 24.0 68.470 14 ASHLAND INC ASH 18.6 41.770
21 TJX COMPANIES INC TIX 23.7 33.710 14 AUTOMATIC DATA PROCESSING  ADP 18.2 42.710
61 M CO MMM 23.6 70.390 134 SIGMA-ALDRICH CORP SIAL 18.2 60.740
14 SHERWIN-WILLIAMS CO SHW 23.0 53.250 3 HALLIBURTON CO HAL 18.2 44.820
7 FREEPORT-MCMORAN COP&GOLD FCX 23.0 96.750 12 WALGREEN CO WAG 18.2 34,340
16 MERCK & CO MRK 23.0 32.900 5 FLUOR CORP FLR 18.1 81.350
1 INTERCONTINENTALEXCHANGE IN/ICE 22.4 99.800 7 ST JUDE MEDICAL INC STJ 17.8 46.580
5 PHILIP MORRIS INTERNATIONAL PM 224 51.650 New NUCOR CORP NUE 17.7 57.220
New MASTERCARDINC MA 22.1 244,150 4 STAPLES INC SPLS 17.4 22.500
65 PEPSICO INC PEP 21.6 66.560 3 PRECISION CASTPARTS CORP PCP 17.4 93.430
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Return on Assets
Top 50 S&P 500 Companies by ROA.

Return on Assets: Net income plus interest and taxes as a percent of average total assets.

270 270 Sector Concentration
Equal-Weighted Relatve Cumulative Performance vs. Industials
250 + Equal-Weighted S&P 500 1 250 Financials 8% Other
230 1 230 Info Tech
210 14 210 32%
190 4 190
170 4170 Energy
16%
150 -+ 150 .
0
130 1 130 12%
June 1989 = 100 Absolute Returns
110 T M0 STt Monm 3.80%
Last3 Months -6.39%
90 bttt 90 Last6 Months -2.81%
86 87 88 69 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Months 9.85%
2008 YTD 12.70%
Screen for August
Mo. Mo.
In Price In Price
Scrn. Company Ticker ROA 07/31/2008 Scrn, Company Ticker ROA 07/31/2008
55 UST INC UST 36.8 52.610 2 INTUITIVE SURGICAL INC ISRG 18.2 311.290
4 CORNING INC GLW 341 20.010 4 ALTRIA GROUP INC MO 18.1 20.350
47 COACH INC COH 33.2 25.510 52 QUALCOMM INC QCOM 179 55.340
84 MQQDY'S CORP MCO 323 34.810 51 AUTODESK INC ADSK 17.8 31.890
2 LORILLARD INC LO 31.9 67.110 39 EXXON MOBIL CORP XOM 17.5 80.430
7 GILEAD SCIENCES INC GILD 30.7 53.980 19 COLGATE-PALMOLIVE CO CL 17.3 74.270
58 LINEAR TECHNOLOGY CORP LLTC 2717 31.050 6 TERADATA CORP TDC 17.3 23.420
37 MICROSQFT CORP MSFT 26.0 25.720 16 APPLE INC AAPL 17.3 158.950
34 FEDERATED INVESTORS INC Fi 25.8 32.860 10 TITANIUM METALS CORP TIE 171 11.260
33 NVIDIA CORP NVDA 25.5 11.440 9 PRECISION CASTPARTS CORP PCP 171 93.430
15 MEMC ELECTRONIC MATRIALS INC WFR 25.4 46.210 22 PEPSICO INC PEP 17.0 66.560
22 NQOBLE CORP NE 247 51.870 19 ROCKWELL COLLINS INC COL 17.0 49.690
2 FOREST LABORATORIES -CL A FRX 23.7 35.510 11 NIKE INC NKE 16.3 58.680
92 PRICE (T. ROWE) GROUP TROW 22.2 59.850 15 WATERS CORP WAT 16.3 67.940
20 ENSCO INTERNATIONAL INC ESV 21.9 69.140 3 TRANSOCEAN INC RIG 16.1 136.030
21 COGNIZANT TECH SOLUTIONS CTSH VAR 28.070 New VARIAN MEDICAL SYSTEMS INC VAR 16.1 60.000
3 TEXAS INSTRUMENTS INC TXN 20.9 24.380 3 OCCIDENTAL PETROLEUM CORP OXY 16.1 78.830
17 ABERCROMBIE & FITCH -CLA ANF 20.7 55.220 28 ALLEGHENY TECHNOLOGIES INC  ATI 16.0 47.290
75 APOLLO GROUP INC -CLA APOL 20.5 62.290 25 BAKER HUGHES INC BHI 15.9 82.910
13 HALLIBURTON CO HAL 20.0 44.820 19 WESTERN UNION CO WU 15.8 27.640
25 SCHLUMBERGER LTD SLB 19.9 101.600 16 MCGRAW-HILL COMPANIES MHP 15.7 40.670
40 ROBERT HALF INTL INC RHI 19.6 25.290 New ALTERA CORP ALTR 15.5 21.930
28 GOOGLE INC GOO0OG 19.1 473.750 4 NATIONAL SEMICONDUCTOR CORINSM 15.3 20.950
18 C H ROBINSON WORLDWIDE INC  CHRW 18.8 48.200 New STRYKER CORP SYK 15.2 64.190
16 FRANKLIN RESOURCES INC BEN 18.3 100.610 New CISCO SYSTEMS INC CSCO 15.0 21.990
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Return on Capital
Top 50 S&P 500 Companies By ROC

Return on Capital: The sum of net income, interest expense and minority interest, as a percent of average total
invested capital which is inclusive of long-term debt, preferred stock, common equity, and minority interest.

240 - 240 Sector Concentration Oher
Equal-Weighted Relative Cumulative 6% h
220 Performance vs. Equal-Weighted S&P 500 T 220 Ht Care Info Ted
10% 24%
200 + 200
180 1 180 Energy
12% Cons
160 160 Discr
140 1 140 Industrials ' 18%
14% Stz:p
120 + 120 16%
100 June 1983 = 100 1 100 Absolute Returns
Last1 M onth -0.92%
Last3 Months -6.74%
80 +—+—~+—+—+—+—+—t+—+—+—t+—+——t—t——t—t———F 80 Last8 Months 8.18%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Months S11.84%
2008 YTD -14.48%
Screen for August
Mo. Mo.
In Ret on Price In Ret on Price
Scrn. Company Ticker Cap 07/31/2008 Sern. Company Ticker Cap 07/31/2008
55 UST INC UST 87% 52.610 65 CLOROX CO/DE CLX 32% 54.500
2 LORILLARD INC LO 72% 67.110 2 INTL BUSINESS MACHINES CORP IBM 32% 127.980
5 PHILIP MORRIS INTERNATIONAL  PM 68% 51.650 5 YUM BRANDS INC YUM 32% 35.820
61 DELL INC DELL 54% 24,570 17 ABERCROMBIE & FITCH -CLA ANF 3% 55.220
4 ALTRIA GROUP INC MO 52% 20.350 7 BOEING CO BA 3% 61.110
Kil MICROSOFT CORP MSFT 52% 25.720 New AK STEEL HOLDING CORP AKS 30% 63.500
7 GILEAD SCIENCES INC GILD 46% 53.980 51 AUTODESK INC ADSK 30% 31.890
75 APOLLO GROUP INC -CL A APOL 45% 62.290 2 AUTOZONE INC AZO 30% 130.290
47 COACHINC COH 45% 25.510 10 QWEST COMMUNICATION INTL INC Q 30% 3.830
New CORNINGINC GLW 45% 20.010 22 SCHLUMBERGER LTD SLB 30% 101.600
53 MCGRAW-HILL COMPANIES MHP 42% 40.670 18 VARIAN MEDICAL SYSTEMS INC VAR 30% 60.000
New LINEAR TECHNOLOGY CORP LLTC 39% 31.050 4 AMAZON.COM INC AMZN 29% 76.340
65 ROCKWELL COLLINS INC CcoL 38% 49.690 New HALLIBURTON CO HAL 29% 44.820
New APACHE CORP APA 3% 112.170 22 PEPSICO INC PEP 29% 66.560
15 MEMC ELECTRONIC MATRIALS INCWFR 36% 46.210 34 ROBERT HALF INTL INC RHI 29% 25.290
12 PAYCHEX INC PAYX 36% 32.920 17 SHERWIN-WILLIAMS CO SHW 29% 53.250
12 AVON PRODUCTS AVP 35% 42.400 73 M CO MMM 28% 70.390
93 COLGATE-PALMOLVE CO CcL 35% 74.270 2 FOREST LABORATORIES -CLA FRX 28% 35.510
Kil FEDERATED INVESTORS INC Fil 35% 32.860 New LOCKHEED MARTIN CORP LMT 28% 104.330
8 EXPRESS SCRIPTS INC ESRX 34% 70.540 7 MANITOWOC CO MTW 28% 26.360
45 EXXON MOBIL CORP XOM 4% 80.430 5 NOBLE CORP NE 28% 51.870
12 NVIDIA CORP NVDA 34% 11.440 9 SMITH INTERNATIONAL INC Sl 28% 74.380
22 WESTERN UNION CO WU 34% 27.640 10 APPLE INC AAPL 27% 158.950
10 TERADATA CORP TDC 33% 23.420 New TJXCOMPANIES INC TIX 27% 33.710
18 C HROBINSON WORLDWIDE INC  CHRW 32% 48.200 3 WATERS CORP WAT 27% 67.940
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Beta
Top 50 S&P 500 Companies By BETA
Beta: A measure of non-diversifiable risk. It is calculated using a regression incorporating 60 months of price
performance versus that of the S&P 500,
250 250 Sector Concentration
230 | 1 230 Industrials Oher
Equal-Weighted Relative Cumulative Performance 8%
210 + vs. Equal-Weighted S&P 500 T 210
190 + + 190 Info Tech
170 + + 170 6%
150 June 1989 = 100 150
130 130
110 110 2%
90 90
Abwesolute Returns
70 70 Last1 Maonth -6.63%
Last3 Maonths -18.09%
50 —t—t— } — | } 50 Last6 Manths S14.34%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Months -28.22%
2008 YTD -19.18%
Screen for August
Mo. Mo.
In Price In Price
Sern. Company Ticker Beta 07/31/2008 Sern. Company Ticker Beta 07/31/2008
New AK STEEL HOLDING CORP AKS 2.66 63.500 2 FANNIE MAE FNM 1.72 11.500
81 NVIDIA CORP NVDA 2.46 11.440 5 GOOGLE INC GO0OG 1.72 473.750
16 ALLEGHENY TECHNOLOGIES INC  ATI 2.37 47.290 2 XL CAPITAL LTD XL 1.71 17.890
10 INTERCONTINENTALEXCHANGE INtICE 2.2 99.800 1" CIT GROUP INC CIT 1.69 8.480
3 UNITED STATES STEEL CORP X 2.17 160.360 2 GENERAL MOTORS CORP GM 1.69 11.070
76 ADVANCED MICRO DEVICES AMD 2.16 4.210 2 MBIA INC MBI 1.66 5.930
98 BROADCOM CORP BRCM 2.06 24,290 7 HARMAN INTERNATIONAL INDS HAR 1.65 41170
10 EXPEDIA INC EXPE 2.06 19.570 2 MOTOROLA INC MOT 1.65 8.640
13 AKAMAI TECHNOLOGIES INC AKAM 2.02 23.340 10 JANUS CAPITAL GROUP INC JNS 1.64 30.340
1 AMAZON.COM INC AMZN 1.98 76.340 2 MERRILL LYNCH& CO INC MER 1.64 26.650
New MASTERCARDINC MA 1.97 244.150 2 TITANIUM METALS CORP TIE 1.64 11.260
3 AUTODESK INC ADSK 1.96 31.890 13 IAC/INTERACTIVECORP IACI 1.63 17.460
5 MGIC INVESTMENT CORP/WI MTG 1.93 6.400 131  KLA-TENCOR CORP KLAC 1.63 37.590
7 APPLE INC AAPL 1.91 158.950 3 QWEST COMMUNICATION INTL INC Q 1.62 3.830
1 FORDMOTOR CO F 1.91 4,800 2 TEXTRON INC TXT 1.61 43.470
2 LEHMAN BROTHERS HOLDINGS INC LEH 1.89 17.340 98 NOVELLUS SYSTEMS INC NVLS 1.60 20.370
23 CIENA CORP CIEN 1.84 20.670 2 PRECISION CASTPARTS CORP PCP 1.60 93.430
10 GOODYEAR TIRE & RUBBER CO  GT 1.84 19.630 28 UNISYS CORP uis 1.59 3.690
2 TESORO CORP TS0 1.81 15.440 26 JUNIPER NETWORKS INC JNPR 1.58 26.030
118 LSICORP LSI 1.80 6.940 New MEMC ELECTRONIC MATRIALS INC WFR 1.58 46.210
8 EBAY INC EBAY 1.79 25.170 New SUN MICROSYSTEMS INC JAVA 1.58 10.630
2 FEDERAL HOME LOAN MORTG COFFRE 1.77 8.170 3 COGNIZANT TECH SOLUTIONS CTSH 1.57 28.070
105 TERADYNE INC TER 1.76 9.370 5 NETAPP INC NTAP 1.57 25.550
2 TEREX CORP TEX 1.75 47.330 2 PARKER-HANNIFIN CORP PH 1.57 61.680
3 MICRON TECHNOLOGY INC MU 1.74 4.830 2 TEXAS INSTRUMENTS INC TXN 1.57 24.380
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Variability of Earnings
Top S&P 500 Companies By HIGH VARIABILITY OF EPS

Variabiiity of EPS: The degree of variability in quarterly EPS over the

10 being the most variable.
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past 5 years. Stocks are ranked from 10 to 1 with

15 - 115 Sector Concentration
Equal-Weighted Relative Cumulative Performance vs. Hith Care Oh
] er
110 + Equal-Weighted S&P 500 110 8%
Utilites 5%
June 1989 = 100 8% Info Tech
105 105 . 20%
Industrials
9% Financids
100 100 15%
Ener
v .Cons
95 95 9% Materids Discr
12% 14%
90 90 Absolute Returns
Last1 Month 3.24%
Lagt3 Monihs -8 .48%
85 -ttt 85 Lagst6 Monlhs -6.05%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Months 15.33%
2008 YTD 4171 %
Screen for August
Mo. Mo.
In EPS Price In EPS Price
Scrn Company Ticker Risk 07/31/2008 §crn Company Ticker Risk 07/31/2008
5 AES CORP. (THE) AES 10 16.140 13 CELGENE CORP CELG 9 75.490
4 AKAMAITECHNOLOGIES INC AKAM 10 23.340 New CUMMINS INC CMI 9 66.340
37 ASHLAND INC ASH 10 41.770 78  DONNELLEY (R R)& SONS CO RRD 9 26.700
83  BIG LOTSINC BIG 10 30.480 10 EBAY INC EBAY 9 25.170
42 BIOGEN IDEC INC BIB 10 89.780 60  EDISON INTERNATIONAL EiX 9 48.340
26  CONSOL ENERGY INC CNX 10 74.390 73 ELECTRONIC ARTS INC ERTS 9 43.180
53 DILLARDS INC -CLA 0DS 10 10.110 22 EXELON CORP EXC 9 78.620
6 EQUITY RESIDENTIAL EQR 10 43.170 7 HUNTINGTON BANCSHARES HBAN 9 7.020
73 FREEPORT-MCMORAN COP&GOLD FCX 10 96.750 52 HALLIBURTON CO HAL 9 44.820
14  GENERAL GROWTHPPTYS INC GGP 10 27.410 New INTL PAPER CO P 9 27.720
50  JABILCIRCUIT INC JBL 10 16.280 New INTUITIVE SURGICAL INC ISRG 9 311.290
58  JANUS CAPITAL GROUP INC INS 10 30.340 4 JONES APPAREL GROUP INC INY 9 16.740
81 KING PHARMACEUTICALS INC KG 10 11.510 New LEGG MASON INC LM 9 40.350
34 KROGER CO KR 10 28.280 30 MARSH & MCLENNAN COS MMC 9 28.250
4 LEGGETT & PLATT INC LEG 10 19,500 10 MEADWESTVACO CORP MWV 9 26.810
12 LEUCADIA NATIONAL CORP LUK 10 44.770 42  MONSTER WORLDWIDE INC MNST 9 17.740
New MASTERCARD INC MA 10 244.150 22 NEWELL RUBBERMAID INC NWL 9 16.530
2 MORGAN STANLEY MS 10 39.480 New NEWMONT MINING CORP NEM 9 47.960
13 MOTOROLA INC MOT 10 8.640 54  PG&E CORP PCG 9 38.530
46  NUCOR CORP NUE 10 57.220 52  PFIZER INC PFE 9 18.670
10 PUBLIC STORAGE PSA 10 81.890 22 RADIOSHACK CORP RSH 9 16.680
67  ROBERT HALF INTL INC RHI 10 25.290 39  ROWAN COS INC RDC 9 39.800
16 SOVEREIGN BANCORP INC sov 10 9.520 18 SANDISK CORP SNDK 9 14.100
1 SARA LEE CORP SLE 10 13.860 New STARWOOD HOTELSRRESORTS WRHOT 9 34.290
46 TECO ENERGY INC TE 10 18.550 85 SYMANTEC CORP SYMC 9 21.070
7 UNITED PARCEL SERVICE INC UPS 10 83.080 3 TESORO CORP TS0 9 15.440
3 AGILENT TECHNOLOGIES INC A 9 38.080 16  TEXAS INSTRUMENTS INC TXN 9 24.380
10 AMAZON.COM INC AMZN 9 76.340 3 TITANIUM METALS CORP TIE 9 11.260
12 BMC SOFTWARE INC BMC 9 32.890 16  TYSON FOODS INC -CLA TSN 9 14.900
70 BOEING CO BA 9 61.110 10  WENDY'S INTERNATIONAL INC WEN 9 22.950
54  BAKER HUGHES INC BHI 9 82.910 46  WEYERHAEUSER CO wY 9 53.460
2 CABOT OIL & GAS CORP coG ] 44.010 22 XEROX CORP XRX ] 13.640
19 YAHOO INC YHOO 9 19.890
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Estimate Dispersion

Top S&P 500 Companies By EPS ESTIMATE DISPERSION
EPS Estimate Dispersion: The coefficient of variation among I/B/E/S FY2 ESTIMATES. Presented as a decile rank

110 W 110 Sector Concentration

Equal-Weighted Relative Cumulative Performance vs. 14%

100 + Equal-Weighted S&P 500 1 100 Financials

Meterials 2%
1%

90
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18%
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70 Info Tech
17%
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80 +———+—+—+—++—+—+—+—+—+—F+ 50 Last6 Months 23.59%
89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 basti2 Monthe 37.85%
2008 YTO 24 .05%
Screen for August
Mo. Mo.
In EPS Est. Price In EPS Est. Price
Scrn Company Ticker Dispers. 07/31/2008 Scrn. Company Ticker Dlispers. 07/31/2008
85 ADVANCED MICRO DEVICES AMD 10 4.210 43 ALCOA INC AA 9 33.750
28 CENTEX CORP CTX 10 14.680 2 CABOT OIL & GAS CORP cOG 9 44.010
26 DR HORTON INC DHI 10 11.120 5 CONOQCOPHILLIPS COP 9 81.620
14 DILLARDS INC -CL A DDS 10 10.110 4 CITIGROUP INC C 9 18.690
9 E TRADE FINANCIAL CORP ETFC 10 3.020 9 DEVON ENERGY CORP DVN 9 94.890
12 FANNIE MAE FNM 10 11.500 7 DYNEGY INC DYN 9 6.730
15 FEDERAL HOME LOAN MORTG COFFRE 10 8.170 6 EASTMAN KODAK CO EK 9 14.640
10 FIRST HORIZON NATIONAL CORP FHN 10 9.400 19 FREEPORT-MCMORAN COP&GOLD FCX 9 96.750
44 FORD MOTOR CO F 10 4.800 9 HESS CORP HES 9 101.400
41 GENERAL MOTORS CORP GM 10 11.070 11 KING PHARMACEUTICALS INC KG 9 11.510
27 KB HOME KBH 10 17.590 New KLA-TENCOR CORP KLAC 9 37.590
23 LENNAR CORP LEN 10 12.100 2 LEHMAN BROTHERS HOLDINGS INCLEH 9 17.340
9 MBIAINC MBI 10 5.930 7 LEXMARK INTL INC -CL A LXK 9 35.080
13 MGIC INVESTMENT CORP/WI MTG 10 6.400 New MARSHALL & ILSLEY CORP Mi 9 15.200
112 MICRON TECHNOLOGY INC MU 10 4.830 6 MASCO CORP MAS 9 16.490
17 MOTOROLA INC MOT 10 8.640 2 MASSEY ENERGY CO MEE 9 74.250
4 NATIONAL CITY CORP NCC 10 4,730 New MERRILLLYNCH& COINC MER 9 26.650
92 NOVELLUS SYSTEMS INC NVLS 10 20.370 44 NEWMONT MINING CORP NEM 9 47.960
29 PULTE HOMES INC PHM 10 12.210 New NUCOR CORP NUE 9 57.220
New SANDISK CORP SNDK 10 14.100 New NVIDIA CORP NVDA 9 11.440
3 SEARS HOLDINGS CORP SHLD 10 81.000 3 OCCIDENTAL PETROLEUM CORP OXY 9 78.830
5 SOUTHWEST ARRLINES LUV 10 15.590 New SOUTHWESTERN ENERGY CO SWN 9 36.310
7 SPRINT NEXTEL CORP S 10 8.140 3 SOVEREIGN BANCORP INC SOV 9 9.520
58 TENET HEALTHCARE CORP THC 10 5.790 22 SUNOCO INC SUN 9 40.610
11 TESORO CORP T80 10 15.440 3 TECO ENERGY INC TE 9 18.550
New WACHOVIA CORP wB 10 17.270 New TERADYNE INC TER 9 9.370
9 WASHINGTON MUTUAL INC wM 10 5.330 5 TITANIUM METALS CORP TIE 9 11.260
18 WEYERHAEUSER CO wY 10 53.460 31 TYSON FOODS INC -CL A TSN 9 14,900
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Neglect-Institutional Ownership
Top 50 S&P 500 Companies By Low Institutional holdings

Neglect: Those companies with the lowest proportions of float-adjusted shares held by institutional owners are
considered more neglected.

"M - 110 Sector Concentration
105 Equal-Weighted Relative Cumulative Performance vs. 1 105 Telecom Industrids  oper
Equal-Weighted S&P 500 6%

100 100
95 95
90 -| 90
85 85 ' Financials
80 8 .Discr 0%

75 75 Info Tech

Utililes

0y
70 70 8% 6%
65 65 ||
60 60 Abeolute Returns
55 1 June 1989 = 100 55 Last 1 Month 2.06%
Last3 Months -12.49%
50 4t —b—t—t —  p— A — 50 [fLasts Months 7.64%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Months "24.72%
2008 YTD -20.05%
Screen for August
Mo. Mo,
In % Held Price In % Held Price
Scrn. Company Ticker By Inst 07/31/2008 Scrn. Company Ticker By Inst 07/31/2008
New SCRIPPS NETWORKS INTERCT-SPMSNI 1.7% 40.540 41 PRINCIPAL FINANCIAL GRP INC PFG 59.1% 42.510
4 PHILIP MORRIS INTERNATIONAL PM 23.9% 51.650 New XL CAPITALLTD XL 59.2% 17.890
128 BB&T CORP BBT 38.7% 28.020 22 PROGRESS ENERGY INC PGN 59.9% 42.310
3 MOLEX INC MOLX 44.7% 24,530 2 PPL CORP PPL 60.3% 46.960
49 REGIONS FINANCIAL CORP RF 45.1% 9.480 41 GENERAL ELECTRIC CO GE 60.6% 28.290
144 SOUTHERN CO S0 45.9% 35.390 12 DTE ENERGY CO DTE 60.6% 40.980
New AMERICAN CAPITALLTD ACAS 46.0% 20.320 9 DOMINION RESOURCES INC D 60.8% 44,180
52 FIRST HORIZON NATIONAL CORP FHN 46.8% 9.400 9 PEPCO HOLDINGS INC POM 60.9% 24 940
3 NETAPP INC NTAP 48.0% 25.550 14 ANHEUSER-BUSCH COS INC BUD 61.0% 67.760
39 UNITED PARCEL SERVICE INC UPS 48.3% 63.080 18 AT&T INC T 61.4% 30.810
89 CONSOLIDATED EDISON INC ED 50.2% 39.700 92 METLIFE INC MET 61.4% 50.770
60 KEYCORP KEY 50.4% 10.550 7 XCEL ENERGY INC XEL 61.5% 20.060
18  INTEGRYS ENERGY GROUP INC  TEG 50.7% 51.060 30  PUBLIC SERVICE ENTRP GRP INC PEG 61.6% 41.800
16 PACCAR INC PCAR 51.9% 42.060 21 BANK OF AMERICA CORP BAC 61.7% 32.900
41 EXXON MOBIL CORP XOM 53.5% 80.430 43 WACHOVIA CORP WwB 61.9% 17.270
3 TOTAL SYSTEM SERVICES INC TSS 54.9% 19.580 6 CITIGROUP INC [ 61.9% 18.690
73 PRUDENTIAL FINANCIAL INC PRU 56.1% 68.970 25 PROCTER & GAMBLE CO PG 62.2% 65.480
9 MARSHALL & ILSLEY CORP Mi 56.5% 15.200 9 U S BANCORP usB 62.6% 30.610
39 CINCINNATIFINANCIAL CORP CINF 57.3% 27.840 4 AMEREN CORP AEE 62.7% 41.090
10 NYSE EURONEXT NYX 57.7% 47.240 30 COMCAST CORP CMCS/  62.8% 20.620
25 DUKE ENERGY CORP DUK 57.9% 17.580 New FRONTIER COMMUNICATIONS COFFTR 63.0% 11.560
New MERRILLLYNCH& COINC MER 58.5% 26.650 6 INTL BUSINESS MACHINES CORP  IBM 63.2% 127.980
82 TECO ENERGY INC TE 58.6% 18.550 35 SUNTRUST BANKS INC ST! 63.3% 41.060
2 LENMAN BROTHERS HOLDINGS INC LEH 59.1% 17.340 9 VERIZON COMMUNICATIONS INC  VZ 63.5% 34.040
132 HUNTINGTON BANCSHARES HBAN 59.1% 7.020 9 MARRIOTT INTL INC MAR 64.3% 25.910
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Neglect-Analyst Coverage
Top 50 S&P 500 Companies By Low Analyst Coverage

Neglect: Those companies with the lowest number of analysts submitting ratings to FirstCall.

100 W 100 Sector Concentration
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89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Months 21.54%
2008 YTD S13.43%
Screen for August
Mo. No. of Mo. No. of
In Analyst Price In Analyst Price
Scrn. Company Ticker Coverage 07/31/2008 Scrn. Company Ticker Coverage 07/31/2008
8 WASHINGTON POST -CL B WPO 1 618.250 6 MOODY'S CORP MCO 7 34.810
69 COMPUWARE CORP CPWR 2 11.000 19  PALL CORP PLL 7 40.420
70 LOEWS CORP L 3 44,560 53  PITNEY BOWES INC PBI 7 31.690
70 SNAP-ON INC SNA 3 56.290 70 RYDER SYSTEM INC R 7 65.960
43  DILLARDS INC -CLA D0S 4 10.110 3 SUPERVALU INC SW 7 25,620
51 HOSPIRA INC HSP 4 38.160 4 WRIGLEY (WM} JR CO Wwy 7 78.960
10 TERADATA CORP TDC 4 23.420 33  AES CORP. (THE) AES 8 16.140
10 TITANIUM METALS CORP TEE 4 11.260 New AK STEEL HOLDING CORP AKS 8 63.500
70  DONNELLEY (RR) & SONS CO RRD 5 26.700 New ALLIED WASTE INDUSTRIESINC AW 8 12.100
7 HARMAN INTERNATIONAL INDS  HAR 5 41.170 New ARCHER-DANELS-MIDLANDCO  ADM 8 28.630
70 INTL FLAVORS & FRAGRANCES  IFF 5 40.220 10 BALL CORP BLL 8 44.580
41 SEARS HOLDINGS CORP SHLD 5 81.000 New BARD(C.R.}INC BCR 8 92.840
4 WENDY'S INTERNATIONAL INC WEN 5 22,950 3 BAXTER INTERNATIONAL INC BAX 8 68.610
32 BLOCKH&RINC HRB 6 24,330 3 BECTON DICKINSON & CO BDX 8 84.910
21 CBRICHARD ELLIS GROUP INC CBG 6 14.050 70 BROWN-FORMAN -.CLB BF.B 8 71.960
5 EQUIFAX INC EFX 6 35.090 6 CENTERPOINT ENERGY INC CNP 8 15.770
70 HERCULES INC HPC 6 20.050 10  CONAGRA FOODS INC CAG 8 21.680
18  INTEGRYS ENERGY GROUP INC  TEG 6 51.060 63 GOODYEAR TIRE & RUBBER CO GT 8 19.630
New MBIA INC MBI 6 5.930 New GENUINE PARTS CO GPC 8 40.110
60  MEREDITH CORP MDP 6 25.560 5 JONES APPAREL GROUP INC JNY 8 16.740
51 NICORINC GAS 6 39.820 2 LIZ CLAIBORNE INC Liz 8 13.070
New SCRIPPS NETWORKS INTERCT-SPM SNI 6 40.540 New LORILLARD INC LO 8 67.110
7 UNISYS CORP uIs 6 3.690 5 NEW YORK TIMES CO -CL A NYT 8 12.590
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L]
Size
Top 50 S&P 500 Companies By SMALL SIZE
Firm Size: Month-end market value,
110 110 Sector Concentration
105 1 Equal-Weighted Relative Cumulative 1 105 Oter
100 Performance vs. Equal-Weighted S&P 500 100 HhCae  10% Cors
o5 ] &% Dscr
95 Materials 3%
90 90 10%
85 85
80 80 Financias
75 75 18%
70 70 2%
65 65 Absolute Returns
60 L June 1989 =100 1 60 Last1 Month 3.26%
Last3 M onths -12.76%
55 1 55 Last6 Months S16.91%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Lasi12 Monihs -29.44%
2008 YTD -15.98%
Screen for August
Mo. Mo.
In Market Price In Markaet Price
Scrn. Company Ticker Value 07/31/2008 Scrn. Company Ticker Value 07/31/2008
70 DILLARDS INC -CL A DDS 576 10.110 13 RADIOSHACK CORP RSH 2185 16.680
13 MGIC INVESTMENT CORP/WI MTG 800 6.400 5 MONSTER WORLDWIDE INC MNST 2200 17.740
60 MEREDITH CORP MDP 946 25.560 92 HERCULES INC HPC 2266 20.050
10 TITANIUM METALS CORP TIE 1103 11.260 18 ASHLAND INC ASH 2339 41.770
15  LIZ CLAIBORNE INC LIz 1242 13.070 7 HARMAN INTERNATIONAL INDS  HAR 2388 41.170
8 MBIA INC MBI 1257 5.930 5 CIT GROUP INC o 2400 8.480
43 UNISYS CORP uis 1314 3.690 New CB RICHARD ELLIS GROUP INC CBG 2445 14.050
17 KB HOME KBH 1354 17.590 69 BIG LOTS INC BIG 2498 30.460
17 AUTONATION INC AN 1383 10.320 38 QLOGIC CORP QLGC 2506 18.840
9 E TRADE FINANCIAL CORP ETFC 1428 3.020 22 JOS UNIPHASE CORP JDSU 2514 10.930
25 JONES APPAREL GROUP INC JNY 1456 16.740 New ADVANCED MICRO DEVICES AMD 2555 4,210
58  CONVERGYS CORP CVG 1575 12.700 3 HUNTINGTON BANCSHARES HBAN 2569 7.020
44 TERADYNE INC TER 1612 9,370 4 PULTE HOMES INC PHM 2613 12.210
11 LENNAR CORP LEN 1694 12.100 26 TENET HEALTHCARE CORP THC 2773 5.790
1" FIRST HORIZON NATIONAL CORP FHN 1758 9.400 40 BEMIS CO INC BMS 2816 28.160
73 NICOR INC GAS 1792 39.820 12 KING PHARMACEUTICALS INC KG 2843 11.510
12 CENTEX CORP CTX 1806 14.680 4 FEDERATED INVESTORS INC Fli 2859 32.860
29 NEW YORK TIMES CO -CLA NYT 1813 12.590 32 COMPUWARE CORP CPWR 2882 11.000
2 OFFICE DEPOT INC ODP 1856 6.800 32 WATSON PHARMACEUTICALS INC WPI 3007 28.910
8 CIENA CORP CIEN 1860 20.670 New CMS ENERGY CORP CMS 3038 13.500
30  NOVELL INC NOVL 1972 5.570 2 DR HORTON INC DHI 3058 11.120
29 WENDY'S INTERNATIONAL INC WEN 2020 22.950 New APARTMENT INVT 8MGMT -CLA AN 3075 34.170
16 NOVELLUS SYSTEMS INC NVLS 2037 20.370 New WHOLE FOODS MARKET INC WFMI 3104 22.170
9 TELLABS INC TLAB 2041 5.140 4 PACT CORP PTV 3158 24110
2 TESORQ CORP TSO 2131 15.440 New IAC/INTERACTNECORP IACI 3160 17.460
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Foreign Exposure
Top 50 S&P 500 Companies By FOREIGN EXPOSURE

Foreign Exposure: The ratio of foreign sales to total sales.

170 - 170 Sector Concentration
165 + Equal-Weighted Relative Cumulative 4 165 Materials
160 Performance vs. Equal-Weighted S&P 500 160 HhCare g Other
155 155 8% 8%
150 150
1:2 ::g .Cons Info Tech
135 135 -Step Mk
130 130 10%
= Bl e e
14%
15 15 L 10%
110 110
105 June 1989 = 100 105 f b '101':4“ 'Th”“ rns —
as on -4
100 100 Last3 Months -6.57%
95 ottt bttt bt b 95 Last6 Months 1.43%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Monlhs 9.55%
2008 YTD -8.00%
Screen for August
Mo. Mo.
In Foreign Price In Foreign Price
Scrn. Company Ticker Exposure 07/31/2008 Scrn. Company Ticker Exposure 07/31/2008
5 PHILIP MORRIS INTERNATIONAL  PM 100.0% 51.650 99 COCA-COLA CO KO 71.1% 51.500
137 INTEL CORP INTC 95.6% 22.190 10 NEWMONT MINING CORP NEM 71.0% 47.960
81 NVIDIA CORP NVDA 9M1.7% 11.440 16 SPECTRA ENERGY CORP SE 70.6% 27.170
125 ADVANCED MICRO DEVICES AMD 87.4% 4210 1 MICROCHIP TECHNOLOGY INC MCHP 70.6% 31.930
113 TEXAS INSTRUMENTS INC TXN 87.3% 24,380 33 MICRON TECHNOLOGY INC MU 69.8% 4.830
81 QUALCOMM INC QCOM 86.9% 55.340 20 TEREXCORP TEX 69.6% 47.330
99 APPLIED MATERIALS INC AMAT 84.0% 17.320 2 EXXON MOBIL CORP XOM 69.0% 80.430
36 COLGATE-PALMOLNVE CO CL 80.3% 74.270 5 NOVELLUS SYSTEMS INC NVLS 68.9% 20.370
33 TRANSOCEAN INC RIG 80.3% 136.030 111 AUTODESK INC ADSK 68.6% 31.890
77 ALTERA CORP ALTR 80.0% 21.930 5 SANDISK CORP SNDK 68.5% 14,100
10 EXPEDITORS INTL WASH INC EXPD 79.6% 35.510 41 WATERS CORP WAT 67.9% 67.940
99 NATIONAL SEMICONDUCTOR CORFNSM 79.6% 20.950 45 WRIGLEY (WM} JR CO Wwy 67.4% 78.960
118  AES CORP. (THE) AES 79.4% 16.140 13 TYCO ELECTRONICS LTD TEL 67.2% 33.140
30 HARMAN INTERNATIONAL INDS HAR 78.6% 41,170 5 LSICORP LSI 67.0% 6.940
75 NOBLE CORP NE 77.3% 51.870 99 HEWLETT-PACKARD CO HPQ 66.6% 44.800
15 SCHLUMBERGER LTD SLB 77.0% 101.600 111 DOW CHEMICAL DOW 65.9% 33.310
52 TERADYNE INC TER 76.9% 9.370 7 AGILENT TECHNOLOGIES INC A 65.6% 36.060
129 KLA-TENCOR CORP KLAC 76.3% 37.590 27 PALL CORP PLL 65.5% 40.420
105 MOLEXINC MOLX 76.0% 24,530 144 MCDONALD'S CORP MCD 65.3% 59.790
5 MEMC ELECTRONIC MATRIALS INCWFR 76.0% 46.210 5 SCHERING-PLOUGH SGP 63.8% 21.080
17 ENSCO INTERNATIONAL INC ESV 75.3% 69.140 5 PACCAR INC PCAR 63.8% 42.060
78 ANALOG DEVICES ADI 74.4% 30.510 139 BAKER HUGHES INC BHI 63.5% 82.910
94 AVON PRODUCTS AVP 73.6% 42.400 99 MILLIPORE CORP MIL 63.4% 70.350
99 INTL FLAVORS & FRAGRANCES IFF 72.3% 40.220 18 M CO MMM 63.3% 70.390
42 AFLAC INC AFL 71.1% 55.610 20 PERKINELMER INC PKI 63.1% 29.100
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Share Repurchase
Top 50 S&P 500 Companies By Large Share Repurchase
Share Repurchase: The year-to-year change in shares outstanding.
180 180 Sector Concentration
170 L 1 170 Materials  Other
Equal-Weighted Relative Cumulative Performance vs. Hith Care 6% 4%
160 -+ Equal-Weighted S&P 500 —+ 160 6% Cons
Discr
1 19 .
150 50 Indus trials 8%
6%
140 + + 140
130 + + 130 Financials
120 - 1 120 10% Info Tech
30%
10 -+ + 110
Absolute Returns
100 + June 1989 = 100 T10 | [aet T Wonm 3.04%
Last3 Months -5.48%
90 4+ttt 90 Last6 Manths -1.83%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 08 07 08 Lact12 Monthe 15 4a%
2008 YTD B.37%
Screen for August
Mo. Mo.
In Share Price In Share Price
Scrn Company Ticker Repurchase 07/31/2008 Scrn Company Ticker Repurchase 07/31/2008
1 NATIONAL SEMICONDUCTOR CORP  NSM -25.0% 20.950 20 AMERISOURCEBERGEN CORIABC -10.8% 41.870
8 BIG LOTS INC BIG -20.8% 30.460 3 HARMAN INTERNATIONAL INC HAR -10.7% 41.170
9 JONES APPAREL GROUP INC JNY -20.6% 16.740 3 SHERWIN-WILLIAMS CO SHW -10.2% 53.250
8 VERISIGN INC VRSN -20.3% 32.540 4 GAP INC GPS -10.2% 16.120
5 NOVELLUS SYSTEMS INC NVLS -19.3% 20.370 6 STARWOOD HOTELS&RESOR™ HOT -10.1% 34.290
9 DOMINION RESOURCES INC D -17.2% 44.180 2 EQUIFAX INC EFX -9.9% 35.090
3 NEWS CORP NWS.A -16.3% 14.130 9 INTL FLAVORS & FRAGRANCE IFF -9.8% 40.220
21 COMPUWARE CORP CPWR -16.0% 11.000 2 ADOBE SYSTEMS INC ADBE -9.8% 41.350
6 MICROCHIP TECHNOLOGY INC MCHP -15.7% 31.930 New TRAVELERS COS INC TRV -9.8% 44,120
8 HOME DEPOT INC HD -14.2% 23.830 2 GRAINGER (WW) INC GWW 9.7% 89.510
19  SAFECO CORP SAF -13.7% 66.160 2 DELL INC DELL -9.6% 24.570
5 ALTERA CORP ALTR -13.6% 21.930 4 TELLABS INC TLAB 9.4% 5.140
2 COMPUTER SCIENCES CORP csc -13.4% 47.370 3 EASTMAN CHEMICAL CO EMN 9.3% 59.960
5 HASBRO INC HAS -13.3% 38.720 9 CLOROX CO/DE CLX -8.9% 54.500
10 BEST BUY CO INC BBY -13.1% 39.720 4 YUM BRANDS INC YUM -8.8% 35.820
5 WELLPOINT INC WLP -12.6% 52.450 5 TERADYNE INC TER -8.8% 9.370
2 LSI CORP LSl -12.5% 6.940 9 ROHM AND HAAS CO ROH -8.7% 75.000
8 NORDSTROM INC JWN -12.4% 28.740 2 MATTEL INC MAT -8.7% 20,050
New PATTERSON COMPANIES INC PDCO -12.4% 31.230 2 BLACK & DECKER CORP BDK -8.7% 60.020
5 CB RICHARD ELLIS GROUP INC CBG -11.8% 14,050 8 SEARS HOLDINGS CORP SHLD -8.6% 81.000
10 AUTONATION INC AN -11.6% 10.320 New APOLLO GROUP INC -CLA APOL -8.5% 62.290
9 SUN MICROSYSTEMS INC JAVA -11.5% 10.630 2 SCHWAB (CHARLES) CORP  SCHW -8.5% 22.890
9 QLOGIC CORP QaLGC -11.2% 18.840 2 COACHINC COH -8.4% 25510
3 KLA-TENCOR CORP KLAC -11.1% 37.590 8 LIMITED BRANDS INC LTD -8.4% 16.490
3 CUMMINS INC CMI -11.1% 66.340 6 MOODY'S CORP MCO 8.3% 34810
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Equity Duration

Top 50 S&P 500 Companies By HIGH DURATION

Quantitative Profiles
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Equity Duration: An adaptation of our Dividend Discount Model that measures the interest-rate sensitivity of a stock.
Longer duration (higher numbers) suggests more interest-rate sensitivity,

130 130 Sector Concentration
.Cons
Equal-Weighted Relative Cumulative Performance Other
120 + . 4 120 .Cons
vs. Equal-Weighted S&P 500 ]
110 - 110 Info Tech
36%
100 | 100 Financials
10%
90 - 90 Hth Care )
10% Industrials
80 L 80 Energy 16%
10%
70 June 1989 = 100 L 70 Absolute Returns
Last1 M onth -3.29%
Lastd Months -5.64%
60 4t 1 ——+—L 60 Last6 Months 4.82%
86 87 88 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 Last12 Months -12.80%
2008 YTD -11.45%
Screen for August
Mo. Mo.
In Equity Price In Equity Price
Scrn. Company Ticker Duration 07/31/2008 Scrn, Company Ticker Duration 07/31/2008
17 SOUTHWEST AIRLINES LUV 71.3 15.590 6 ALTERA CORP ALTR 37.4 21.930
New LSICORP LSl 66.4 6.940 9 DANAHER CORP DHR 37.3 79.650
17 TYSON FOODS INC -CLA TSN 53.9 14.900 3 AON CORP AOC 37.1 45.800
10 PEABODY ENERGY CORP BTU 52.1 67.650 4 ANADARKO PETROLEUM CORP APC 36.8 57.910
10 CONSOL ENERGY INC CNX 50.5 74.390 4 PROGRESSIVE CORP-OHIO PGR 36.5 20.250
19 UNISYS CORP uis 50.4 3.690 5 PRAXARR INC PX 36.2 93.730
17 INTEL CORP INTC 49.2 22.190 8 MILLIPORE CORP MIL 35.6 70.350
18  FLUOR CORP FLR 48.6 81.350 3 LEGG MASON INC LM 35.5 40.350
7 TELLABS INC TLAB 46.2 5.140 6 WATSON PHARMACEUTICALS IN WPI 35.4 28.910
17 TEXAS INSTRUMENTS INC TXN 44 1 24,380 3 UNITED STATES STEEL CORP X 35.3 160.360
6 VERISIGN INC VRSN 43.8 32.540 5 SUN MICROSYSTEMS INC JAVA 35.2 10.630
5 EMC CORP/MA EMC 427 15.010 13 GENERAL DYNAMICS CORP GD 35.2 89.140
3 MOTOROLA INC MOT 418 8.640 17 MOLSON COORS BREWING CO TAP 351 53.970
17 UNION PACIFIC CORP UNP 413 82.440 11 CSX CORP CSX 349 67.580
5 APPLE INC AAPL 40.8 158.950 New MASTERCARD INC MA 345 244.150
17 PALLCORP PLL 40.5 40.420 2 WESTERN UNION CO wu 345 27.640
6 BIOGEN IDEC INC BIIB 405 69.760 4 BROADCOM CORP BRCM 34.4 24.290
21 AMAZON.COM INC AMZN 40.3 76.340 2 STATE STREET CORP STT 34.3 71.640
New WAL-MART STORES INC WMT 40.3 58.620 New GRAINGER (W W) INC GWW 339 89.510
6 SYMANTEC CORP SYMC 39.7 21.070 New APOLLO GROUP NC -CLA APOL 339 62.290
2 NORDSTROM INC JWN 394 28.740 New POLO RALPHLAUREN CP -CLARL 336 59.170
New JANUS CAPITAL GROUP INC JNS 39.3 30.340 4 XTO ENERGY INC XTO 335 47.230
4 EQG RESOURCES INC EOG 39.1 100.530 New ST JUDE MEDICAL INC STJ 335 46.580
5 HEWLETT-PACKARD CO HPQ 38.7 44.800 3 YAHQO INC YHOO 335 19.890
6 BAXTER INTERNATIONAL INC BAX 38.1 68.610 New QUALCOMM INC QCOM 334 55.340
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Valuation Backdrop

Chart 3: S&P 500 Risk Premium (DDM Expected Return less AAA Corporate Bond Rate)
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Inflation vs. PIE Model (1965 to present)
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S&P 500 Real PE-to-Growth Ratio (Trailing P/E Divided by Proj. 5-Yr EPS Growth less

Inflation)
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S&P 500 PE-to-Growth Ratio (Tralling P/E Divided by Proj. 5-Yr EPS Growth)
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Definitions

Absolute return: It is calculated based on monthly returns and reflects simple
price appreciation (depreciation) over the stated period of the screened stocks.
For purposes of this calculation, the stocks in the screen are assumed to be
equally weighted. Returns do not reflect dividend or costs.

Dividend Discount Model Alpha: The implied return from the Merrill Lynch
Quantitative Strategy three-stage dividend discount model less the required
return from a Capital Asset Pricing Model. Presented as a decile rank.

Dividend Yield: Indicated dividend divided by month-end price.

Price/Book Value: Month-end price divided by latest reported book value
per share.

Price/Cash Flow: Month-end price divided by latest reported cash flow. Cash
flow is defined as earnings post extraordinary items plus depreciation.

Price/Free Cash Flow: Month-end price divided by latest reported free cash flow.
Free Cash flow is defined as earnings post extraordinary items plus depreciation
minus capital expenditures.

Price/Sales: Month-end market value divided by reported sales.

EVI/EBITDA: Enterprise Value (Equity Market Capitalization + Long Term Debt +
Short Term Debt + Preferred Stock + Minority Interest — Cash & Cash Equivalents)
divided by EBITDA (Reported Net Income + Special ltems — Minority Interest +
Interest Expense + Income Tax Expense + Depreciation and Amortization).

Relative Strength: The ratio of the 30-week moving average of price to the 75-
week moving average.

Most Active: Stocks have the highest monthly share trading volume.
Low Price: Absolute price level of the stock at month-end.

Earnings Momentum: The difference between 12-month trailing EPS and year-
ago 12-month trailing EPS divided by year-ago 12-month trailing EPS.

Projected 5-Year EPS Growth: The five-year EPS growth rate estimated by
Merrill Lynch Fundamental Equity Research. If no Merrill estimate exist,
MLPF&Ss, the VB/E/S Mean Long Term Growth Estimate is used.

Earnings Torpedo: I/B/E/S FY2 estimate less latest actual annual EPS divided
by month-end price.

Earnings Surprise: A forecast earnings surprise variable which compares Merrill
Lynch estimates to those of the consensus after adjusting for the range of
estimates. Stocks are ranked from 1 to 10, with 1 being among the most
optimistic, MLPF&S relative to the consensus, 10 being among the maost
pessimistic, MLPF&S. Consensus estimated earnings data are courtesy of I/B/E/S.
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EPS Estimate Revision: The difference between the I/B/E/S FY1 estimate and
that of three months ago divided by the absolute value of I/B/E/S FY1 estimate of
three months ago.

Beta: A measure of non-diversifiable risk. Itis calculated using regression
Strategy incorporating 60 months of price performance versus that of the S&P 500.

Variability of EPS: The degree of variability in quarterly EPS over the past 5
years. Stocks are ranked from 10 to 1 with 10 being the most variable.

EPS Estimate Dispersion: The coefficient of variation among I/B/E/S FY2
estimates. Presented as a decile rank.

Dividend Growth: The growth between trailing 4-quarter total common dividends
and year-ago trailing 4-quarter total common dividends.

Neglect-Institutional Ownership: Those companies with the lowest proportions
of float-adjusted shares held by institutional owners are considered more
neglected.

Neglect-Analyst Coverage: Those companies with the lowest number of
analysts submitting ratings to FirstCall.

Firm Size: Month-end market value.
Foreign Exposure: The ratio of foreign sales to total sales.

Equity Duration: An adaptation of our Dividend Discount Model which measures
the interest-rate sensitivity of a stock. Longer durations (higher numbers) suggest
more interest-rate sensitivity.

P/E-to-Growth: Trailing twelve months P/E divided by the five-year EPS growth
rate estimated by Merrill Lynch Fundamental Equity Research. If no Merrill estimate
exist, MLPF&Ss, then the IBES Mean Long Term Growth Estimate is used.

Return on Equity One-Year Average: Net income divided by average equity
provided.

Return on Equity Five-Year Average: Five-year average return on equity.

Return on Assets: Net income plus interest and taxes as a percent of average
total assets.

Return on Capital: The sum of net income, interest expense and minority
interest, as a percent of average total invested capital which is inclusive of long-
term debt, preferred stock, common equity, and minority interest.

Return on Equity One-Year Average (Adjusted for Debt): The ROE of
companies with higher debt levels are considered lower than those of companies
with lower debt levels based on their debt-to-equity ratios.

Return on Equity Five-Year Average (Adjusted for Debt): The average five
year ROE of companies with higher debt levels are considered lower than those
of companies with lower debt levels based on their debt-to-equity ratios.
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Alpha Surprise Sector Weights

Chart 4: Alpha Surprise Model vs. S&P 500 (ratio of Screen Weight to the S&P 500 Weight)
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Chart 5: Sector Weights: Alpha Surprise Screen vs. S&P 500
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Important Disclosures

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK
RATINGS, indicators of potential price fluctuation, are: A - Low, B - Medium and C - High. INVESTMENT RATINGS reflect the analyst's assessment of a
stock’s: (i) absolute total return potential and (ii) attractiveness for investment relative to other stocks within its Coverage Cluster (defined below). There
are three investment ratings: 1 - Buy stocks are expected to have a total return of at least 10% and are the most attractive stocks in the coverage cluster;
2 - Neutral stocks are expacted to remain flat or increase in value and are less attractive than Buy rated stocks and 3 - Underperform stocks are the least
attractive stocks in a coverage cluster. Analysts assign investment ratings considering, among other things, the 0-12 month total retum expectation for a
stock and the firm’s guidelines for ratings dispersions (shown in the table below). The current price objective for a stock should be referenced to better
understand the total return expectation at any given time. The price objective reflects the analyst’s view of the potential price appreciation (depreciation).

Investment rating Total return expectation (within 12-month period of date of initial rating)  Ratings dispersion guidelines for coverage cluster*

Buy >10% < 70%
Neutral 20% < 30%
Underperform N/A 2 20%

* Ratings dispersions may vary from time to time where Merill Lynch Research believes it better reflects the investment prospects of stocks in a Coverage Cluster.

INCOME RATINGS, indicators of potential cash dividends, are: 7 - same/higher (dividend considered to be secure), 8 - sameflower (dividend not considered
to be secure) and 9 - pays no cash dividend. Coverage Cluster is comprised of stocks covered by a single analyst or two or more analysts sharing a common
industry, sector, region or other classification(s). A stock’s coverage cluster is included in the most recent Merrill Lynch Comment referencing the stock.

Due to the nature of quantitative analysis, the issuers or securities recommended or discussed in this report are not continuously followed. Accordingly, investors
must regard this report as providing stand-alone analysis and should not expect continuing analysis or additional reports relating to such issuers and/or securities.

The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overali profitability of Merrill
Lynch, including profits derived from investment banking revenues.
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Other Important Disclosures

UK readers: MLPF&S or an affiliate is a liquidity provider for the securities discussed in this report.

Information relating to Non-U.S. affiliates of Merrill Lynch, Plerce, Fenner & Smith Incorporated (MLPF&S):

MLPF&S distributes research reports of the following non-US &ffiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets
(France) SAS; Merrill Lynch (Frankfurt): Merrill Lynch International Bank Ltd, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) Ltd;
Merrill Lynch (Milan): Merrill Lynch International Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill Lynch
Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore): Merll Lynch (Singapore} Pte Ltd; Merrill
Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch
Argentina SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch International Incorporated (Seoul Branch); Merrill
Lynch (Taiwan): Merrill Lynch Global (Taiwan) Limited; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT Merrill Lynch (Indonesia): PT Merrili Lynch
Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Mataysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; Merrill Lynch (Russia): Merrill Lynch CIS Limited,
Moscow; Merrill Lynch (Turkey): Merrill Lynch Yatirim Bankasi A.S.; Merrill Lynch (Dubai): Merrill Lynch International Bank Ltd, Dubai Branch; MLPF&S (Ziirich rep.
office): MLPF&S Incorporated Ziirich representative office.

This research report has been prepared and issued by MLPF&S and/or one or more of its non-U.S. affiliates. MLPF&S is the distributor of this research report in
the U.S. and accepts full responsibility for research reports of its non-U.S. affiliates distributed in the U.S. Any U.S. person receiving this research report and wishing
to effect any transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates.

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer
under the Securities and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is
issued and distributed in Taiwan by Merrill Lynch Global (Taiwan) Ltd or Mernll Lynch, Pierce, Fenner & Smith Limited (Taiwan Branch); is issued and distributed in
Malaysia by Merrill Lynch (KL} Sdn. Bhd., a licensed investment adviser regulated by the Malaysian Securities Commission; is issued and distributed in India by DSP
Merrill Lynch Limited; and is issued and distributed in Singapore by Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd
(Company Registration No.'s F 06872E and 198602883D respectively). Merrill Lynch International Bank Limited éMerchant Bank) and Merrill Lynch (Singapore) Pte
Ltd. are regulated by the Monetary Authority of Singapore. Merrill Lynch Equities (Australia) Limited, (ABN 65 006 276 795}, AFS License 235132, provides this
report in Australia. No approval is required for publication or distribution of this report in Brazil.

Merrill Lynch (Frankfurt) distributes this report in Germany. Merrill Lynch (Frankfurt) is regulated by BaFin.

Copyright, User Agreement and other general information related to this report:

Copyright 2008 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and
may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of Merrill Lynch. Merrill Lynch
research reports are distributed simuitaneously to internal and client websites eligible to receive such research prior to any public dissemination by Merrill Lynch of
the research report or information or opinion contained therein. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report
constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including
any investment recommendations, estimates or price targets) prior to Merrill Lynch’s public disclosure of such information. The information herein (other than
disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy. Merrill Lynch makes no
representations or warranties whatsoever as to the data and information provided in any third party referenced website and shall have no liability or responsibility
arising out of or in connection with any such referenced website.

This research report provides general information only. Neither the information nor any opinion expressed constitutes an offer or an invitation to make an offer,
to buy or sell any securities or other investment or any options, futures or derivatives related to such securities or investments. It is not intended to provide personal
investment advice and it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may
receive this report. Investors should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies
discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should note that income
from such securities or other investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall. Accordingly, investors may
receive back less than originally invested. Past performance is not necessarily a guide to future performance. Any information relating to the tax status of financial
instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice based on
their particular circumstances from an independent tax professional.

Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment mentioned in this report. In addition,
investors in securities such as ADRs, whose values are influenced by the currency of the underlying security, effectively assume currency risk.

Officers of MLPF&S or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related
investments.

Merrill Lynch Research policies relating to conflicts of interest are described at http:/fwww.ml.com/media/43347.pdf.

Fundamental equity reports are produced on a regular basis as necessary to keep the investment recommendation current.
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The Shrinking Equity Premium

Historical facts and future forecasts.

Jeremy J. Siegel

ew conundruins have caught the imagination of
econonusts and practigoners as much as the
“Equity Premiuwin Puzzle” the tde chosen by
Rajnecsh Mehra and Edward Prescote for their
seminal 1985 article in the Jornutal of Monctary Economics.
Mehrni and Prescott show that the historical return on
stocks has been too high in relation to the return on risk-
free assets to be explaned by the standard econornic mod-
els of risk and return without invoking unreasonably high
levels of risk aversion.'! They cileulate the margin by which
stocks outperformed safe assets ~— the cquity presmium —
to be in cxcess of 6 percentage points per vear, and claim
that the profession is at a loss to explain its magnitude.
There have been many attempts since to explain
the size of the equity premium by variations of the stan-
dard finance model. I shall not enumerate them here, but
refer readers to reviews by Abel [1991], Kocherlakota
[1996], Cochrane [1997], and Siegel and Thaler [1997
; s

reasons why, given the current high level of the stock
market relative to corporate earnings, the forward-look-
ing equity premium may be considerably lower than the
historical average.

JEREMY J. SIEGEL i« the Rumelt

E. Palmer professor of linance at the REAL RETURNS ON “RISK-FREE” ASSETS
Wharten Schoot of the Unwveniey of

Pennsylvania in Philadelphia (PA Fromi 1889 through 1978, Mehra and Prescoct
19114y, estiniate the real returnt on short-dated fixed-income
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assets (commercial paper untit 1920 and Treasury bills
thereafter) to have been 0.8%. In 1976 and again in 1982,

‘Roger Ibbotson and Rex Sinquefield formally estimated

the real risk-free rate to be even lower — at zero, based
on historical data analyzed from 1926. This extremely
low level of the short-term real rate is by itself puzzling,
and has been termed the “‘real rate puzzle” by Weil
[1989]. The essence of this puzzle is that, given the his-
torical growth of per capita income, it is surprising that
the demand to borrow against tomorrow’s higher con-
sumption has not resulted in higher borrowing rates.
The low measured level of the risk-free rute may
in fact be in part an artifact of the tume period exam-
ined. There is abundant evidence that the real rate both
during the nineteenth century and after 1982 has been
substantially higher. Exhibit 1, based on Siegel [1998],
indicates that over the entire period from 1802 through
1998, the real compound annual return on Treasury bills
(or equivalent safe assets) has been 2.9%, while the real-
ized return on long-term government bonds has been
3.5%. Exhibit 2 presents the historical equity premium

Exhibit__ (FP-15)
Page 2 of 8

EXHIBIT 1
COMPOUND ANNUAL REAL RETURNS (%)
U.S. DATA, 1802-1998

Stocks Bonds Bills  Gold Inflation

1802-1998 7.0 35 29 0.1 1.3
1802-1870 7.0 4.8 51 0.2 0.1
1871-1925 6.6 3.7 32 08 0.6
1926-1998 7.4 2.2 0.7 0.2 31
1936-1998 7.8 1.3 0.6 07 +.2

Source: Siegel [1998] updated.

for selected timie periods for both bonds and bills based
on the same data.”

The danger of using historical averages — even
over long periods — to make forccasts 1s readily illus-
trated by noting Ibbotson and Sinquefield’s long-term
predictions made in 1976 and again in 1982 on the basis
of their own analysis of the historical data. In 1976, they
made predictions for the twenty-five-year period from
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EXHIBIT 2
EQUITY PREMIUMS (4) — U.S. DATA, 1802-1998

Equity Premium
with Bonds

Equity Prenyum
with Balls

CGeometnie  Anthmetic ' Geometric  Adithmetic
1802-199% 35 4.7 5.1 3.5
1RO2-1870 22 32 1.9 29
1871-1925 2.9 4.0 34 1.6
1926-1998 3.2 67 6.7 8.6
1946-1998 6.5 7.3 7.2 8.6

Source: Siegel {1998] updated.

1976 through 2000, and in 1982 they made predictions
tor the twenry-year period from 1982 through 2001,
Their forccasts are shown in Exhibit 3. Since we now
have data for most of these forecast periods. it is of inter-
st to assess their estmates.

The last two decades have been extremely good
for financial assets, so it is not surprising that Ibbotson
and Sinqueficld underestimate all their real rerurns. Bue
their most serious underestimation is for fixed-income
assets, where they forecast the real bill rate to average
essentially zero and the real return on bonds to be less
than 2%. Given the standard deviation of estimates, real-
1zed annual real bond and bill returns have been 9.9%
and 2.9%, respectively, simuficantly above their estimates.
Since negative real recurns on fixed-income assets per-
sisted between the two surveys, Ibbotson and Sinque-
field more seriously underestimate long-term real bill rares
in their 1982 forecasts than they did in 1976.°

My purpose here is not to highlight errors in
Ibbotson’s and Sinquefields past forecasts. Their anal-
vsis was state~ot-the-are, and their data have rightly

EXHIBIT 3
LONG-TERM FORECASTS OF REAL RETURNS —
COMPOUND ANNUAL RATES OF RETURN

Forecast Period Stocks  Bonds  Bills  Inflation

1976-2000  Forecast 6.3 (233) 15 (B0) 0.4 (4.6) 6.4 (4.8)
Actual™ 110 5.3 2.1 4.8

1982-2000  Forecast 7.6 21.9) 1.8 (8.3) 0.0 (.4) 128 (5.1)
Actual” 14.6 9.9 29 3.3

“Data through 1998.
Standard deviations of annnal returns in parentheses.
Source: lIbbotson ind Sinquetield [1976, 1983).
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formed the benchinark for the risk and return estimates
used by both professional and academic econonists. |
bring these forecasts to light to show that even the fifty-
year history of tinancial returns available to economists
at that time was insutficient to estunate future real fixed-
1MCONE returns.

It is not well understood why the real rate of
returns on fixed-incone assets was so low during the
1926-1980 period. The bursts of unanucipated inflation
following the end of World War Il and during che 19705
certainly had a negative effect on the realized real returns
fron long-term bonds. Perhaps the shift froni a gold stan-
dard to a paper monetary standard had a negative cffect
on these real returns until investors fully adjusted to the
inflationary bias inherent in the new monetary standard.?

Whatever the reasons, the current yields on the
Treasury inflation-protected securities, or TIPS, first
issued in 1997 support the assertion that the future real
returns on risk-free assets will be substantially above the
level esimated over the Ibbotson-Sinquefield period. This
1s 50 even when the estumating period includes the higher
real rates of the past two decades. In August 1999, the
ten- aud thirty-ycar TIPS bond yielded 4.0%. neartly
twice the realized rate of return on long-dated govern-
ment bonds over the past sevenry-five years.?

The market projects real returns on risk-free assets
to be substantially higher in the future than they have
been over most of this century. It is also likely that the
expected returns in the past are substantially greater than
they have turned out ex post, especially for longer-dated
securities. [f one uses a 3.5% real return on fixed-income
asscts, the geometric equity prenuun for a 7.0% real stock
recurn falls to 3.5%.

HISTORICAL EQUITY RETURNS
AND SURVIVORSHIP BIAS

The real return on stocks, as | have emphasized
[1998], has displayed a remarkable long-term stabilicy.
Over the enure 196-vear period that 1 exaniine, the long-
term after-intlation geomieteic annual rate of return on
equity averages 7.0%. In the 1926-1998 period, the real
return has been 7.4%, and since 1946 (when virtoally
all the thirteentold increase in the consumer price index
over the past two handred years has taken place) the real
return ou equity has been 7.8%. The relative stability of
long-term real equity returns is in marked contrast to
the unstable real returns on fixed-income assets.

Some ccononusts believe the 7% historical real
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return on equities very likely overstates the true
expected return on stocks. They claim that using the ex
post equity returns in the United States to represent
returns expected by shareholders is misleading. This is
because no imvestor in the ninetcenth or early twenti-
eth century could know for cerrain that the United States
woulld be the most successful capitalist country in his-
tory and experience the highest equity retuens.

This “survivorship bias™ hypothesis, as it has been
called, is examined by Jorion and Goetzmann {1999] in
“Global Stock Markets in the Twentieth Century”” They
conclude that of thirty-nine equity markets that existed
in 1921, none of them show as high a real capital appre-
ciation as the United States, and most of them have had
substantial disruptions m their operations ot have disap-
peared altogecher. They report that the median real cap-
ital uppreciation of non-U.S. markets has been only 0.8%
per vear as opposed to 4.3% in the U.S."

Bur this evidence may be nuisleading. Total returns
of a portfolio, especially over long periods of time, arc
a very non-linear function of the returns of the individual
coniponents. Marhemarically it can be shown char if indi-
vidual stock returns are lognormal, the performance of
the ntedian stock is abnost always worse than the market
portfolio performance.’

So, it is not surprising that the median pertor-
mance of individual countries will not natch the “world
portfolio™ or the returns in the dontnant marker. Jorion
and Goetzmann recognize chis near the end of their study
when they show that compound annual real return on
a GDP-weighted portfolio of equities in all countries falls
ouly 28 basis paints short of the US. return. In fac,
because of the real depreciation of the dollar over this
time, the compound annual dellar return on a GDP-
weighted world is actually 30 basis points higher than the
return on U.S. equities.™

But examining international stock returns alone
does not give us a better measure of the equity premiim.
The equity premium measures the difference between the
returns on stocks and safe bonds. Although stock returns
may be lower in foreign countries than the U.S,, the real
recurns on foreign bonds are substantially lower. Almost
all disrupred markets experienced severe inflation, in soute
instances wiping out the value of fixed-income assets.
{One could say that the equity premium in Germany cov-
ering any period including the 1922-1923 hyperinfla-
tion is over 100%, since the real value of fixed-incoe
assets fell to zero while equities did not.)

Even investors who parchased bonds that

CALL trers

promised precious metals or foreign currency experienced
sigruficant defaults. It is my beliet that if one uses a world
portfolio of stocks and bonds, the equity presiimm will
turn out higher, not lower, than found in the U.S"

TRANSACTION COSTS
AND DIVERSIFICATION

I believe that 7.0% per vear does approximatce the
long-term real return on equity indexes. But the return
on equity indexes does not necessarily represent the real-
ized return to the equutyholder. There are two reasons
for this: transacrion costs and the lack of diversification. '’

Murtual funds and. more recently, low-cost
“index funds™ were not available to investors of the nine-
teenth or carly twentieth century. Prior to 1975, bro-
kerage commissions on buying and selling individual
stocks were fixed by the New York Stock Exchange, and
were substantially higher than today. This made the accu-
nwlation and maintenance of a tully diversified portto-
lio of stocks quite costly:

The advent of mutual funds has substannially low-
cred the cost of maintaining a diversified portfolio. And
the cost of investing in mutual funds has declined over
the last several decades. Rea and Reid [1998) report a
decline of 76 basis points (from 223 to 149) in the aver-
age anmual fee for equity mutual funds from 1980 to 1997
(sce also Bogle [1999, p. 69]). Index funds wich a cost
of less than 20 basis points per year are now available 1o
small investors.

Furthermore, the risk expericuced by mnvestors
unable to fully diversify their portfolios made the risk-
return trade-off less desirable than that calculated from
stock indexes. On a risk-adjusred basis, a less-than-fully
diversified portfolio has a lower expected return than the
total market.

Given transaction costs and inadequate diversifi-
cation, I assume that equity investors experienced real
returns more in the neighborhood of 3% to 6% overmost
of the nineteenth and twentieth century rather than the
7% calculated from indexes. Assuming a 3.3% real return
on bonds, the historical equity premium may be more
like 1.5 to 2.5 percentage points, racher than the 6.0 per-
centage points recorded by Mehra and Prescott.

PROJECTING FUTURE EQUITY RETURNS

Future stock returns should not be vicwed inde-
pendencly of current fundamentals, since the price of
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stocks s the present discounted value of all expected
future cash flows. Earnings are the source of these cash
flows, and the average price-to-earnungs (P-E) ratio in
the US. from 1871 through 1998 is 14 (see Shiller [1989]
for an excellent source for this series).

Using data from August 13, 1999, the S&P 500
stock index is 1327, and the mean 1999 estmace for oper-
ating earnings of the S&P 300 stock index of fifteen ana-
lysts polled by Bloomberg News is §48.47."" This yields
a current P-E ratio on the market of 27.4. But due to
the increased number of write-offs and other special
charges taken by management over the last several years,
operating earnings have exceeded toral earnings by 10%
to 15%.'2 On the basis of reported earnings, which 1s
what most historical serics report (including Shiller’s), the
P-E ratio of the market is currently about 32.'*

There are two long-term consequences of the
high level of stock prices relative to fuindamentals. Either
1) future stock returns are going to be lower than his-
torical averages, or 2) earnings (and hence other funda-
mentals such as dividends or book value} are going to
rise at a more rapid rate in the future. A third possibil-
ity, that P-E ratios will rise continually without bound,
is ruled out since this would cause an unstable bubble
in stock prices that must burst.

If future dividends grow no faster than they have
in the past, forward-looking real stock returns will be
lower than the 7% historical average. As is well known
from the dividend discount model, the rate of return on
stacks can be calculated by adding the current dividend
vield to the expected rate of growth of future dividends.
The current dividend yield on the S&P S00 index is
1.2%. Since 1871, the growth of real per share divi

{.

It we assume future growth of real per share dividends
to be close to the most recent average of 2.1%, we obtain
a 3.3% real return on equities, less than one-half the his-
torical average.

A second method of calculadng future real returns
yields a similar figure. If the rate of return on capital equals
the return investors require on stocks, the carnings yicld,
or the reciprocal of the price-earnings ratio, equals the
forward-locking real long-term return on equity (see
Phillips [1999] for a more formal development of this
proposition). Long-term data support this contention; a
14 price-to-earnings ratio corresponds to a 7.1% earn-
ings vield, which approximates the long-term real return
on equities. The current P-E ratio on the S&P 300 stock

14 THE SHIVINKING BQUITY PIIEMIUM
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index is between 27 to 32, depending on whether total
or operading carnngs are considered. This indicates a cur-
rent carnings yield, and heuce a futurc long-term and
real return, of between 3.1% to 3.7% on equities.

One way to cxplam these projected lower futnre
equity returns is that investors are bidding up the price
of stocks to higher levels as the favorable historical data
about the risks and returns in the equiry market become
incorporated into investor decisions.’ Lower transac-
tion costs further enable investors to assemble diversi~
tied portfolios of stocks to ke advantage of these
returns. The desirability of stocks may be further rein-
forced by the perception that the business cycle has
beconue less severe over time and has reduced the inher-
ent risk in equities.'?

If these factors are the causc of the current bull
market, then the revaluation of equity prices is a one-
time adjustnient. This means that tuture expected equity
returns should be lower, not higher, than in the past. Dur-
mg this period of upward price adjustment, however,
equity returns will be higher than average, increasing the
historical measured returns in the equity market.

This divergence between increased historical
returns and lower future returns could set the stage for
some significant investor disappointment, as survey evi-
dence suggests that many investors expect future rewurns
to be higher, not lower, than in the past (see “Paine Web-
ber Index of Investor Optinusm™ [1999]).

SOURCES OF FASTER EARNINGS GROWTH

Although the increased recogniton of the risks
and returns to equity may be part of the explanation for
the bull market in stocks, there must be other reasons.
This is because the forward-looking rates of return we
derive for equities fall below the current 4.0% yield on
inflation-protected governnient bonds. Although one
could debate whether in the long run stocks or nominal
bonds are riskier in real terms, there should be no doubt
that che inflation-protected bonds are safer than equities
and should have a lower expected return.

Hence, some part of the current bull market in
stocks must be due to the expectations that future earn-
ings (and dividend) growth will be significantly above
the historical average. Optimists frequendy cite higher
growth of real output and enhanced productvity, enabled
by the technological and communications revolution. as
the saurce of this higher growth. Yet the long-run rela-
tion between the growth of real output and per share earn-
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ings growth is quite weak on both theoretical and empir-
ical grounds. Per share earnings growth has been pri-
marily determined by the reinvestment rate of the firm,
or the earmings yield minus the dividend yicld, not the
rate of output growth.'”

The reason why output growth does not tactor
into per share earnings growth is that new shares must
be issued (or debt floated) to cover the expansion of pro-
ductive technology needed to increase output. Over the
long run, the returns to technological progress have gone
to workers in the form of higher real wages, while the
return pet unit of capital has remained essentially
unchanged. Real output growth could spur growth in
per share carnings only if it were “capital-enhancing,”
in the growth terminology, which is contrary to the
labor-augmenting and wage-enhancing technological
change that has marked the historical data (see Diamond
[1999] for a discussion of growth and real return).

But there are factors that may contribute to higher
furure earnings growth of U.S. corporations, at least tem-
porarily. The United States has emerged as the leader in
the fastest-growing segments of the world economy:
technology, communications. pharmaceuticals, and,
most recently, the Internet and Internet technology. Fur-
thermore, the penetration of U.S. brand names such as
Coca-Cola, Procter & Gamble, Disney, Nike, and oth-

‘ers into the global economy can lead to temporarily

higher profit growth for U.S. irms.

Nonetheless, the level of corporate earnings would
have to double to bring the P-E ratto down to the long-
term average, or to increase by 30% to bring the P-E
ratio down to 20. A 20 price-to-earnings yield corre-
sponds to a 5% earnings vield or a 3% real return, a return
that [ believe approximates realized historical equity
returns after transaction costs are subtracted. For per share
earnings to temporarily grow to a level 50% above the
long-term trend is clearly possible in 2 world economy
where the US. plays a donunant role, but it is by no
nieans certain.

CONCLUSION

The degree of the equity premium calculated from
data estimated from 1926 is unlikely to persist in the
future. The real return on fixed-income assets is likely
to be significantly higher than that estimated on earlier
data. This is confirmed by the vields available on Trea-
sury inflation-linked securities, which currently exceed
4%. Furthermore, despite the acceleration in earnings

FALL jore

growth, the return on equities 15 likely to fall from its
historical level due to the very high level of equity prices
relative to fundamentals.'”

All of this makes it very surprising that Ivo Welch
[1999] in a survey of over 200 academic economists finds
that most estimate the cquity premium at 3 to 6 per-
centage points over the next thirty years. Such a premium
would require a 9% to 10% real return on stocks, given
the current real yield on Treasury inflation-indexed secu-
ritics. This mieans that real per share dividends would have
to grow by nearly 8.0% to 9.0% per year, given the cur-
rent 1.2% dividend vield, to preveut the P-E ratio from
rising farther from its current record levels. This growth
rate 1y more than six times the growth rate of real divi-
dends since 1871 and more than triple their growth rate
since the cnd of World War II.

Unless there is a substantial increase in the pro-
ductiviey of capital, dividend growth of this magnirude
would mean an ever-increasing share of national income
going to profits. This by itself mught cause political ram-
ifications that could be negative for shareholders.

ENDNOTES

This article is adapred from a paper delivered ar the UCLA
Conference. “The Equity Preminm and Stock Market Valuations,”
and a Princeton Center for Economic Policy Studies Conference,
"“What's Up wich the Stock Murket?” both held in May 1999, The
author thanks participants in these semunars and pardcularly Jay Rit-
ter, Robert Shiller, and Perer L. Bernstein for their conunents.

'A few econowmists believe these high levels of risk aver~
sion are not unreasonable: see, e.g., Kandel and Stambaugh [1991].

*In the capital asset pricing model, equity sk premiwmns
are denived from the arithmeiic and not geometnic retums. Compound
annual grometric returns are almost universally used in characteniz-
ing long-tenn returns.

*Their wildly high 12.8% long-term inflation estimate in
1982 is derived by subtracting their low historical real vield from the
high nominal bood. rate. This overprediction has no effect on their
estimated real returns.

*But real rates on short-dared bonds, for which unantici-

pated inflation should Liave been less smpornane, were also extremely
low becween [926 and 1980.
' 1 am very persuaded by the research of Campbell and
Viceira [1998], who argue that in a muliperiod world the proper
nisk-free asset 15 an inflation-indexed annwity cather than the short-
dated Treasury bill. This conclusion cotnes frounrertemporal mod-
els where agents desire to hedge against unanticipated changes in the
rea] rate of uterese. The duration of such un indexed annuity is closely
approximated by the ten-year inflation-indexed bonds.

“They are unable to construct dividend series for mose for-
elgn countries, but they make 1 not-unreasorable ussumption thac
dividend yields in the US. were at least as high as abroad.
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“Ioruitively, the return of the winners more than com-
pensates for the lower recurns of the imore numerous losers.

“Furtherniove, the dollar return on the loreign portfolio
is such better measured than the real return. These disa are caken
from Jorion and Goetzmann [1991], Tables VI and VIIL

“To avoid the problems with default. gold is cunsidered
the “risk~free’” alternative in nuny cownenes. But gold's long-tern
real returns are negadive in the U.S. even before onc considers stor-
age and insurance costs. And precious metals are far from risk-free
in real terins. The real recurn on gold since 1982 has been a nega-
tive 7Y% per vear.

[ abstract from wixes, which reduce the return on both
bonds and stocks.

"These data were taken fram the Bloomberg tevninal on
August 16. 1999,

“From 1974 thraugh 1989, operatng carnings exceeded
reported carnungs by an average of 2.29%%. Since 1990, the average
has been 12.93%.

""There are other factors thut distore reported earnings,
soine upward (underreporting option costs: see Murray, Smithen,
and Ewmerson [1998]) und some downward {overexpensing R&D;
see Nakimura [1999f). Na cear bias is evident.

P"This is particulacly rrue on a long-tenn, after-inflation
basis. See Siegel {1998, Chapger 2]

"*Bernstein [1998] has emphasized the role of econamic
stability in scock valuation. Alse see Zarnowicz [1999) and Romer
[1999]. Other reasuns given for the high price of equities rely on
demographic factors. specitically the accunmlations of “baby
boomers.” T'his should, however, reduce bath stock and hond returms,
vee we see real bond returns as high if not higher than histonically.

" From 1871 to 1998, the growth of real per share eacn-
ings 1s only 1.7% per year, slightdy less than obtained by sabtract-
iny the median dividend vield of 4.8% from the median carnings
vield of 7.2,

"This should not be conscrued as predicting that equiry
prices need fall significantly, or that the expected returns an equi-
f1es are nat higher, even at cumrent levels, than those on fixed-income
Investnents.
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Abstract

This paper provides a method for estimating the market risk premium that accounts for
shifts in investment opportunities by explicitly modeling the underlying process governing the
level of market volatility. I find that approximately 50% of the measured risk premium is
related to the risk of future changes in investment opportunities. Evidence of a structural shift
in the underlying volatility process suggests that the simple historical average of excess market
returns may substantially overstate the magnitude of the market risk premium for the period
since the Great Depression.
© 2004 Elsevier B.V. All rights reserved.
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1. Introduction

The market risk premium is one of the most important numbers in finance.
Unfortunately, estimating and understanding its value has proven difficult.
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Although a substantial body of research shows that expected returns vary over time,
the static approach of estimating the risk premium as the simple average of historical
excess stock returns remains the most commonly employed method in practice.'
Merton (1980) suggests estimating the risk premium based on the theoretical
relationship between expected returns and the contemporaneous variance of returns.
Although this theoretical approach is appealing, empirical research has failed to
document a significant positive relationship between expected returns and the level
of market volatility.? Scruggs (1998) provides evidence suggesting the failure to find a
positive relationship between excess returns and market volatility may result from
not controlling for shifts in investment opportunities. Lettau and Ludvigson (2001)
make a similar point, showing that rejections of the consumption capital asset
pricing model may also be due to a failure to control for shifts in investment
opportunities. In this paper, I develop a method for estimating the market risk
premium based on the equilibrium relationship between volatility and expected
returns when there are discrete shifts in investment opportunities—specifically,
changes in the level of market volatility. I use this method to demonstrate the
importance of accounting for the dynamic nature of market risk when estimating the
risk premium from ex post market returns.

The volatility of market returns during the past century has varied significantly.
Schwert (1989a, b) studies historical variations in market volatility and relates the
fluctuations to changes in economic and financial market conditions. My results
suggest that, as a result of changes in the level of market volatility, the simple
historical average of excess market returns obscures significant variation in the
market risk premium and that over half of the measured risk premium is associated
with the risk of future changes in investment opportunities. My analysis also suggests
that, as a result of a structural shift in the likelihood of future high-volatility periods,
the simple historical average of excess market returns may substantially overstate the
magnitude of the market risk premium for the period since the Great Depression.

In my model, market risk is characterized by periodic episodes of high market
volatility followed by a return to a lower, more typical level. I assume that the
evolution of these volatility states follows a Markov process, and [ model the market
risk premium as a function of the underlying process governing the evolution of the
two volatility states.” The expression for the equilibrium risk premium in my model
is a special case of the Merton (1973) intertemporal capital asset pricing model.
Because individuals anticipate future changes in the volatility state and corresponding

! For examples of research showing that expected returns vary over time, see Fama and Schwert (1977),
Shiller (1984), Campbell and Shiller (1988), Fama and French (1988, 1989), Campbell (1991), Hodrick
(1992), and Lamont (1998). Bruner et al. (1998) survey a sample of 27 “highly regarded corporations’” and
find that the estimates of the risk premium are generally based on either the arithmetic or geometric
average of historical excess market returns.

2See Campbell (1987), French et al. (1987), Baillic and DeGennaro (1990), Glosten et al. (1993).

IMany researchers, including Schwert (1989a), Turner et al. (1989), Cecchetti et al. (1990), Pagan and
Schwert (1990), Hamilton and Susmel (1994), Hamilton and Lin (1996), Schaller and Van Norden (1997),
and Kim et al. (2000) have used a two-state Markov-switching model to describe the time series properties
of market returns.
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changes in the level of stock prices, ex post measured returns are not equal to ex ante
expected returns.* When individuals place a nonzero probability on the likelihood of
a future change in volatility state, expected returns include the expected change in
stock prices associated with a change in volatility state. While the economy remains
in the low-volatility state, actual ex post returns are higher on average than expected
returns. Conversely, while the economy remains in the high-volatility state, actual ex
post returns will be lower on average than expected returns. Within each state, the
difference between ex post returns and expected returns is similar to the peso-type
problem discussed in Rietz (1988). My model generates periods of low-volatility and
high ex post returns alternating with periods of high-volatility and low ex post
returns, reconciling the empirical finding that returns are lower in periods of high
volatility with the theoretical intuition that expected returns should be positively
related to the level of market volatility.

My theoretical model maps directly into a standard empirical framework for
estimating time variation in market volatility, providing a foundation for
interpreting these earlier empirical results and a structural basis for estimating the
market risk premium in a dynamic setting. Given the Markov structure of my model,
its parameters can be estimated using the Hamilton (1989) Markov-switching model.
Consistent with previous studies that use the Markov-switching model to describe
the time series properties of stock market returns, my analysis shows that market
returns can be described as having been drawn from two significantly different
distributions: a low-volatility/high-return distribution, from which about 88% of the
returns are drawn, and a high-volatility/low-return distribution, from which about
12% of the returns are drawn. In the low-volatility state, the annual standard
deviation of returns is 13.0% and the mean annualized excess return is 12.4%. In
contrast, the annual standard deviation of returns in the high-volatility state is
38.2% and the mean annualized excess return is —17.9%.°

My equilibrium expression for the risk premium allows the estimated moments of
the two conditional return distributions to be mapped directly to preference
parameters. Using this mapping, I decompose the unconditional risk premium into
two state-dependent risk premia as well as into premia required for intrastate
diffusion risk and interstate jump risk. My estimates for the annualized state-
dependent risk premia in the low- and high-volatility states are 5.2% and 32.5%,
respectively. Based on the estimated preference parameters, my analysis suggests that
about 50% of the unconditional risk premium is related to the risk of future changes
in the level of market volatility.

4The negative relationship between volatility and market prices, referred to as volatility-feedback, is
examined in Malkiel (1979), Pindyck (1984), Poterba and Summers (1986), French et al. (1987), Campbell
and Hentschel (1992), and Kim et al. (2000).

SWhen transitional months associated with changes in volatility states are excluded, the estimated
standard deviation of returns in each volatility state remains essentially unchanged. The empirical method
for identifying changes in volatility states tends to treat the jumps in stock prices associated with changes
in volatility states as high-volatility returns, and the magnitude of the stock price changes during
transitional months is comparable to the standard deviation of returns within the identified high-volatility
periods.
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Recent studies provide historical evidence of a structural shift in the market
risk premium. Siegel (1992) documents that the market premium has not been
constant over the past century and that excess stock returns during the mid-1900s
are abnormally large. Pastor and Stambaugh (2001) use a Bayesian analysis to test
for structural breaks in the distribution of historical returns and to relate
those breaks to changes in the market risk premium. Fama and French (2002)
provide evidence of a structural shift in the market risk premium by comparing
the ex ante risk premium from a Gordon growth model with the ex post risk
premium based on the historical average of excess market returns. Evidence
of a structural shift in the volatility of market returns is also provided in earlier
studies. Officer (1973) and Schwert (1989b) argue that market returns during
the Great Depression era were unusually volatile, and Pagan and Schwert (1990)
show that the volatility of market returns during the Great Depression was
inconsistent with stationary models of conditional heteroskedastic returns. My
model provides a structural basis for estimating the impact of such a structural
shift on the market risk premium. Consistent with Pagan and Schwert (1990)
and Pastor and Stambaugh (2001), I find evidence of a statistically significant shift in
the underlying volatility process that governs the evolution of volatility states
following the 1930s. Because of the structural shift in the Markov transition
probabilities, the likelihood of entering into the high-volatility state falls from
about 39% before 1940 to less than 5% after 1940. Given the lower likelihood of
entering the high-volatility state, the risk premium falls from about 20.1% before
1940 to 7.1% after 1940.

Because of the structural shift in the underlying volatility process and the
associated reduction in the market risk premium, ex post returns during the
period following 1940 are not an unbiased estimate of ex ante expected returns. As
investors learn that market risk has fallen because of the structural shift, stock prices
will be bid up and ex post returns will be greater than ex ante expected returns. Elton
(1999) stresses the importance of distinguishing between ex ante and ex post returns
when average realized returns are used as a proxy for ex ante expected returns.
Brown et al. (1995) make a related point, arguing that economies that survive ex post
must have higher returns on average than the ex ante expected return of all
economies. When I correct for this potential bias in my sample of ex post realized
returns, my estimate of the market risk premium for the period after 1940 is 5.6%,
suggesting that the simple historical average of excess market returns may
substantially overstate the magnitude of the risk premium for the period since the
Great Depression.

The remainder of the paper is structured as follows. Section 2 presents the
analytical model of the risk premium with discrete volatility states. Section 3
describes the empirical framework used to identify and estimate the parameters
of the model and reports the resulting decomposition of the unconditional
risk premium. In Section 4, I test for a structural shift in the process
governing the evolution of volatility states and show the impact on the market
risk premium of such a shift. Section 5 summarizes the main findings of the

paper.
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2. A two-state model of the market risk premium

My analysis begins with the assumption that the variance of market returns
follows a two-state Markov process. Defining s, € (L, H) to represent the state of the
economy at time ¢, the variance of returns at each instant is given by the equation

2 if s, =1L,
af={"v L ()

O'%I, if St:H,

where 62 is the variance of returns in the normal low-volatility state and 0%, is the
variance of returns in the abnormal high-volatility state. To focus on the risk of
future changes in market volatility, I assume that investors know the current
volatility state with certainty but face the possibility of a change in the volatility state
at each point in time.® Because the variance process is Markov, the probability of a
change in market volatility is a function of the current state only, such that

{nL, if s, =1L,
T = .
! TH, if S = H.

@

In this environment, the risk premium must compensate investors for the current
volatility of market returns as well as the risk associated with a change in volatility
state.

I derive the expression for the equilibrium risk premium in a continuous-time,
representative agent model in which preferences are described by power utility. The
mathematical derivation of the equilibrium risk premium is provided in the
appendix.” The equilibrium risk premium is given by the expression

E[R] - R = yo? + mJ,[1 — (1 + K}) 7], (3)

where E[R,] is the expected return on the market at time f, R is the
contemporaneous risk-free rate of return, y is the coefficient of relative risk aversion,
7, 1s the instantaneous probability of a change in volatility state, J, is the percentage
change in wealth associated with a change in volatility state, and K is the
percentage change in the optimal level of consumption resulting from a change in
volatility state. Using Eq. (3), I decompose the risk premium into two components.
The first term on the right-hand side of Eq. (3) is the component that accounts for
current volatility risk, which I refer to as the intrastate risk premium. The second
term is the component that accounts for changes in the level of market volatility,
which [ refer to as the interstate risk premium. Because there are only two volatility
states, no uncertainty exists over the magnitude of the future change in volatility.
Instead, uncertainty exists only over the time at which the level of volatility will
change. Eq. (3) is a special case of Merton’s (1973) intertemporal capital asset pricing

®Turner et al. (1989) study the inference problem faced by investors when the current state is not known
and must, instead, be learned. My model is more in the spirit of the Merton (1980) model, in which agents
have access to continuous return data over a discrete interval of time such that they are able to estimate the
variance of the underlying data generating process to any degree of precision required.

"George Chacko provided helpful insights for formulating the state-dependent structure of the
programming problem.
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model in which changes in investment opportunities are restricted to unpredictable,
state-dependent changes in the level of market volatility.?

In my formulation of the investor’s problem, I allow for constraints on
consumption that may limit the degree to which individuals are able to adjust their
consumption when the economy switches volatility state. In the appendix, I show
that the interstate component of the risk premium is a function of the optimal
change in the level of consumption associated with the change in volatility state, even
when the ability of investors to adjust their consumption is constrained. The
intuition behind this result is that, around the optimum, the loss in utility from being
constrained away from the optimum is equal to the loss in utility associated with the
optimal change in consumption resulting from a change in volatility state. Assuming
that the constraint binds only in the high-volatility state, the distortion in
consumption is summarized by the value of the Lagrange multiplier 15 and is
given by the expression

*
Ay =1— (1 +ISL>, @)
1+ K,

where K; is the actual change in consumption associated with a switch to the high-
volatility state. Using Eq. (4) and the estimated value of K}, the value of the
Lagrange multiplier Az can be inferred from the actual change in consumption K;
observed during periods when the economy enters the high-volatility state.

Because volatility levels are discrete, wealth and optimal consumption levels
change in a discontinuous fashion when the economy changes state. However, given
that there are only two volatility states, the wealth and consumption effects of a
change in state are negated after every two changes in state, such that

W = +J)1+ )W, =W, )

and
C¥ =(1+K")1 +KHCH = CF, (6)

where W' and C,*" are the wealth and optimal consumption levels after two state
changes and J; and K,*' are the changes in wealth and optimal consumption
associated with switching out of the alternate volatility state. For this reason, the
change in the levels of wealth and optimal consumption associated with the alternate
volatility state can be written in terms of the changes associated with the current
volatility state, such that

J=——1
N Y A 7
and
' 1
*
= — 1.
ot 1+ KF* (®)

8Schwert (1989a, b) documents that changes in market volatility are correlated with changes in
economic and financial market conditions.
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From Egs. (7) and (8), the magnitude of the jumps in wealth and consumption
associated with changes in state are summarized by the two parameters J;, and K*.

The percentage change in the optimal level of consumption K;* is determined by
the change in the optimal consumption—wealth ratio together with the percentage
change in wealth associated with a change in state J;. The equilibrium consumption—
wealth ratio in each state is given by the expression

g::p+@—0m—%w—nﬁ+gp_(1+L>1 ©)
Wt Y v 1+Kt* ’

where C} is optimal consumption at time ¢, W, is wealth at time ¢, p is the investor’s
subjective discount rate, and y, is the expected return conditional on remaining in the
current state. Consistent with my terminology for the two components of the risk
premium, I refer to u, as the expected intrastate return. Because the optimal
consumption—wealth ratio is itself a nonlinear function of K, when the model
parameters are estimated, I solve numerically for the value of K} that solves Eq. (9).
In the appendix, 1 show that Eq. (9) collapses to the formula for the consumption—
wealth ratio derived in Merton (1969) for the infinite horizon lifetime portfolio
selection problem under uncertainty when a single volatility state is assumed.

Because wealth changes when the economy changes state, the expected return on
the market is not equal to the expected intrastate return. The expected return on the
market is given by the equation

E[R] = p, + 7 J.. (10)

When the economy is in the low-volatility state, investors expect a reduction in
wealth when the economy enters the high-volatility state. For this reason, in the low-
volatility state, the expected return on the market is less than the expected intrastate
return. Similarly, when the economy is in the high-volatility state, investors expect an
increase in wealth when the economy reenters the low-volatility state and the
expected return on the market is greater than the expected intrastate return.

Fig. 1 depicts the distinction between state-dependent risk premia and expected
intrastate excess returns. For each state, the slope of the line labeled ““Expected
market return” shows required returns and the slope of the line labeled ““Expected
intrastate return” shows expected returns conditional on the economy remaining in
the current state. The vertical line segments at the boundary of low- and high-
volatility states represent the jump in wealth associated with a change in volatility
state. The figure is drawn such that expected intrastate returns are constant while
required returns vary with changes in volatility state. Because of expected changes in
wealth associated with changes in volatility state, expected intrastate returns vary by
less than state-dependent expected returns. In the low-volatility state, expected
intrastate returns are greater than required returns, and in the high-volatility state,
expected intrastate returns are less than required returns. If the expected increase in
wealth associated with a return to the low-volatility state is sufficiently large, then
expected intrastate returns in the high-volatility state can be negative even though
the risk premium is positive. My model provides a plausible explanation for
reconciling the empirical observation that returns are lower in periods of high
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Fig. 1. Expected return on the market versus expected intrastate returns. The vertical axis depicts the log
of market value and the horizontal axis represents time. The economy is initially in the low-volatility state,
switches into the high-volatility state, and returns to the low-volatility state. The slope of the bold line
labeled “Expected market return” is equal to the required return in each volatility state. The slope of the
thin line labeled “Expected intrastate return” is equal to the expected return conditional on the economy
remaining in each state. The vertical line segment at the boundary of low- and high-volatility states
represents the jump in wealth associated with a change in state.

volatility with the theoretical intuition that expected returns should be positively
related to the level of market volatility.

3. Model estimation

This section presents the results from estimating the theoretical model.

3.1. Data

The model described in Section 2 is estimated using data from the Center for
Research in Security Prices (CRSP). I use monthly value-weighted returns including
dividends for NYSE, Amex, and Nasdaq stocks (VWRETD) over the period from
1926 through 2000 as my proxy for market returns. Excess returns are calculated
using the contemporaneous yield on one-month Treasury bills from the risk-free rate
file provided with the CRSP government bond data.

Table 1 reports summary statistics for monthly excess returns. The average
annualized excess return over the sample period is 8.3%, and the annualized
standard deviation of returns is 19.0%. The largest and smallest one-month returns
are 38.2% and —29.0%, respectively. The reported skewness measure is negative and
statistically significant, indicating that large negative returns are more frequent than
large positive returns. Finally, the reported measure of excess kurtosis indicates that
large returns occur more frequently than would be the case if returns were normally
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Table |

Summary statistics for monthly excess returns, 19262000

Excess returns are constructed as the monthly value-weighted return including dividends for NYSE,
Amex, and Nasdaq stocks in excess of the contemporaneous yield on one-month Treasury bills. Data were
obtained from the Center for Research in Security Prices stock and government bond files. The first
column reports the sample statistics, and the second column shows the associated p-value for a test that the
true value of the statistic equals zero.

Statistic Estimate p-value
Mean (annualized) 8.3% 0.0039
Standard deviation (annualized) 19.0%
Maximum 38.2%
Minimum —29.0%
Skewness (In returns) —0.512 <0.0001
Excess kurtosis (In returns) 7.043 <0.0001
Number of observations 900

distributed. As Fama (1965) points out, time variation in market volatility will
produce excess kurtosis in stock returns.

3.2. Methodology

To estimate the components of the market risk premium in each volatility state, [
map the fundamental parameters of the model to the expected intrastate excess
returns by combining Egs. (3) and (10). This yields the expression

o — R = yo; — mJi(1 + K[)7. (11)

Because the model is estimated using holding-period returns, the instantaneous
transition probabilities z, are converted to their discrete time equivalents. To do this,
[ write the instantaneous expected change in wealth associated with a change in
volatility state in terms of the equivalent holding-period expected change in wealth,
such that

ntJt = ﬂ:; ln(l + J[), (12)

where 7; is the discrete time transition probability. Eq. (12) requires that, over the
expected duration of each volatility state, the continuously compounded expected
change in wealth is equal to the actual change in wealth associated with a change in
state.” Combining Eqs. (11) and (12) yields

U, — Rf = yo‘,z — ) In(1 +J)(1 + K}) 7. (13)

Eq. (13) is the basis for my estimation method, which has three steps. In the first step,
[ use the Hamilton (1989) Markov-switching model to estimate the moments of the
two state-dependent return distributions g, and o, as well as the transition

° The mathematical derivation of Eq. (11) comes from the requirement that e®™/)?r _ | = J,, where the
expected duration of each volatility state D, is given by the formula D, = 1/z].
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probabilities #, that govern the dynamics of the underlying volatility process. In the
second step, I use Eq. (13) together with Eqgs. (7)—(9) to find the corresponding values
of y, J,, and K" that are consistent with the estimated moments of the two state-
dependent return distributions.'® Because there are only two free parameters, y and
Jr, available to match the two state-dependent means, u; and pg, the model is
exactly identified. In the third step, I use the expression for the risk premium given by
Eq. (3) together with the estimated model parameters to calculate the intrastate and
interstate components of the risk premium in each volatility state.

3.3. Results

Table 2 presents the empirical results from my three-step method. Panel A
provides the results from applying the Markov-switching model to my sample of
returns. I assume that each monthly return is drawn from one of two state-dependent
distributions and that returns are log-normally distributed in each state. Parameter
estimates are obtained via maximum likelihood using the method described in
Berndt et al. (1974). Standard errors are reported in parentheses. Panel B reports the
estimated values of the preference parameters y, J,, and K,* that are consistent with
the estimated time series model presented in Panel A. Finally, Panel C reports the
implied decomposition of the market risk premium. Because of the nonlinear nature
of the model, the standard errors of the coefficients reported in Panels B and C are
simulated based on 500 random draws of the time series model parameters from a
multivariate normal distribution with mean-vector and variance-covariance matrix
equal to those reported in Panel A.

Panel A reports the time series model parameter estimates. The return
distributions in the two volatility states are significantly different. The estimated
annualized standard deviation of returns varies from 13.0% in the low-volatility
state to approximately 38.2% in the high-volatility state. The annualized mean
return in the low-volatility state is 12.4% and is significantly different from zero. The
annualized mean return in the high-volatility state is —17.9% but is not significantly
different from zero. The two volatility states are persistent. The point estimates of
the transition probabilities 77 and n/; indicate a 0.017 and 0.119 probability of
switching out of the low- and high-volatility states, respectively. Both estimated
transition probabilities are significantly less than 0.5, indicating that both volatility
states tend to persist over time. Based on the estimated transition probabilities, the
expected durations of the low- and high-volatility states are approximately 59.2 and
8.4 months, respectively. These results are consistent with previous studies that use
the Markov-switching model to describe the time series properties of returns,
including Schwert (1989a), Turner et al. (1989), Pagan and Schwert (1990), and
Schaller and Van Norden (1997).

19Eq. (9) also requires that the subjective discount rate p be specified. I set the value of p equal to the

value estimated in Campbell and Cochrane (1999) of 0.1165. T also test a variety of alternative values for p
and find that my results are not sensitive to the specific value of p chosen.
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Panel B reports the preference parameter estimates. The estimated values of the
two free parameters y and J; are presented in italics. The other parameters are
simultaneously determined using Egs. (7)-(9) but are not independently estimated.
The point estimate for y equals 1.129 and is significantly different from zero at the
5% level based on a one-tailed test. The point estimate for the jump parameter J
equals —29.6% and is significantly different from zero. The corresponding value of
Jy is 42.1%. The implied values for the optimal percent change in consumption K}*
in the low- and high-volatility states are —28.8% and 40.4%, respectively. Although
the estimate of K;* for the low-volatility state is significant, given the high volatility
of returns in the high-volatility state, the estimate of K* for the high-volatility state is
not significantly different from zero.

Panel C reports the implied decomposition of the market risk premium. The first
column of the Panel C reports the unconditional probability of each volatility state
based on the estimated transition probabilities presented in Panel A. The second and
third columns of Panel C show the intrastate and interstate components of the two
state-dependent risk premia. The fourth column of Panel C reports the state-dependent
risk premium for each volatility state. For each component of the risk premium, the
unconditional estimate is calculated as the probability weighted average of the two
state-dependent estimates. The estimated values of the unconditional components of
the risk premia are reported in the fourth row of the panel. Based on the estimated
transition probabilities, the unconditional probability of the economy being in the low-
and high-volatility states is 0.876 and 0.124, respectively. The point estimate of the risk
premium in the low-volatility state is 5.2%. About 330 basis points, or 64% of the low-
volatility state risk premium, are associated with the risk of a change in state. The point
estimate of the risk premium in the high-volatility state is 32.5%. About 1,600 basis
points, or 49% of the high-volatility state risk premium, are associated with the risk of
a change in state. The unconditional risk premium is equal to 8.6%. About 490 basis
points, or 57% of the unconditional risk premium, are associated with the risk of
changes in state. These results suggest that more than half of the measured market risk
premium is related to the risk of future changes in the level of market volatility.

3.4. Statistical tests

I perform a series of statistical tests of the estimated model reported in Table 2.
My statistical analysis is presented in two parts: tests of the time series model and
tests of the theoretical model. In my analysis of the time series model, I test whether
the two volatility states are statistically different as well as whether the assumption of
only two volatility states is reasonable. I also test the assumption that returns are
independently, log-normally distributed within each state. In my analysis of the
theoretical model, I use the low- and high-volatility episodes identified in the time
series analysis to test the predictions of the theoretical model, including the statistical
properties of returns in each identified state and the extent to which market prices
jump when the economy switches between states.

The two volatility states are statistically different. I test the estimated model
against the null hypothesis that both the mean and variance of returns is constant.
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The likelihood ratio statistic for the test is 155.4 and the corresponding p-value is less
than 0.0001, indicating that the null hypothesis can be rejected at any reasonable
level of confidence. I also test the extent to which the explanatory power of the model
is improved by the inclusion of a third volatility state. Although the inclusion of a
third state increases the value of the estimated likelihood function, the increase is not
statistically significant. The likelihood ratio statistic for a test of three states against a
null hypothesis of two states is 8.82. The corresponding p-value of 0.1816 indicates
that the null hypothesis of two states cannot be rejected at standard levels of
significance.

The assumption that returns are independent within each volatility state is
reasonable. I augment the time series model to allow for first-order serial correlation
in returns within each volatility state. The point estimates for the serial correlation
coefficients in the low- and high-volatility states are 0.28 and 1.26, respectively.
Neither estimated coefficient is statistically significant. The likelihood ratio statistic
for a test of the null hypothesis that both coefficients are zero is 0.82 and the
corresponding p-value is 0.9915, indicating that the null hypothesis cannot be
rejected at any reasonable level of confidence.

The assumption that returns are log-normally distributed within each volatility
state is reasonable. Fig. 2 compares the cumulative distribution function (CDF) for
the estimated model with the sampled cumulative distribution of returns. I also show
the CDF for the assumption that the data are unconditionally log-normal. The top
panel of the figure shows each of the cumulative distribution functions, and the
bottom panel shows the difference between the estimated and sampled CDFs. To
assess the reasonableness of the distributional assumptions, I perform a Kolmogor-
ov-Smirnov test of the difference between the estimated and sample distributions.!!
Consistent with the two volatility states being statistically different, the null
hypothesis that the data are unconditionally log-normal can be rejected at the 1%
level. In contrast, the null hypothesis that the data are log-normally distributed
within each volatility state cannot be rejected at the 5% level.

The results of these statistical tests of the estimated time series model suggest that
a simple two-state model provides a reasonable description of monthly market
returns. Based on the high-volatility periods identified by the two-state time series
model, I perform statistical tests of the main predictions from the theoretical model.
I define high-volatility periods as those months for which the implied probability of
being in the high-volatility state is greater than 0.5. Based on this criteria, there are
21 high-volatility periods during the period from 1926 through 2000. Of the 900
months in the sample, 804 months are categorized as low volatility and 96 months
are categorized as high volatility. Descriptive statistics for these low- and high-
volatility periods are provided in Table 3.

"'"The Kolmogorov-Smirnov (K-S) statistic for a test of the null hypothesis that the data are
unconditionally log-normal is 0.0708. The critical value of the K-S statistic for a 1% test with 900
observations is 0.0543, indicating that the null hypothesis can be rejected. In contrast, the K-S statistic for
a test of the null hypothesis that the data are log-normally distributed within each volatility state is 0.0211.
The critical value of the K-8 statistic for a 5% test with 900 observations is 0.0453, indicating that the null
hypothesis cannot be rejected.
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Fig. 2. Sample cumulative frequency distribution versus cumulative distribution functions (CDFs) for
estimated mixture distribution and normal models. The mixture distribution is the implied distribution
from the estimated two-state model presented in Table 2. The normal distribution is for the comparable
static model with constant mean and variance. Panel A shows the cumulative distribution functions, and
Panel B shows the corresponding errors between the actual and predicted CDFs.

The top panel of Table 3 groups returns into four categories: the first month of
high-volatility periods, subsequent high-volatility months, the first month of low-
volatility periods, and subsequent low-volatility months. For each category, I report
the mean excess return and the associated p-value for a test of the null hypothesis
that the true mean is zero. In addition, I report the standard deviation of returns, the
average probability of being in the high-volatility state, and the number of
observations for each category. The bottom panel of the table reports the results of
hypothesis tests related to the predictions of the theoretical model.

Market returns are substantially more volatile during the identified high-volatility
periods than low-volatility periods. Excluding the first month of each episode, the
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Table 3

Statistical tests of categorized excess returns

Each monthly excess return is categorized as having been from one of two major categories: low- and high-
volatility periods. A high-volatility period is defined as a continuous series of months for which the
inferred probability of being in the high-volatility state is greater than 0.5. All other months are
categorized as low volatility. Over the historical period, 21 high-volatility periods are identified. To test the
predictions from the theoretical model regarding the transition between volatility states, returns are further
categorized as having been from the first month or subsequent months of either a low- or high-volatility
period. The top panel reports descriptive statistics for each category, and the bottom panel reports the
results of a series of hypothesis tests.

Category Monthly returns
Mean p-value Standard Pr(s; = H) N obs
deviation
Categorized returns
All months 0.0069 0.0002 0.0549 0.1300 900
High-volatility periods
First month —0.1262 0.0000 0.0707 0.8844 21
Subsequent months 0.0114 0.4164 0.1212 0.8485 75
Low-volatility periods
First month 0.0221 0.0004 0.0246 0.3694 22
Subsequent months 0.0096 0.0000 0.0379 0.0346 782
Hypothesis tests® t-statistic p-value
First month of high-volatility 6.6075 <0.0001
periods

equal to subsequent months of

high-volatility periods

First month of 23113 0.0301
low-volatility periods

equal to subsequent months

of low-volatility periods

First month of high-volatility periods 6.5194 <0.0001
(In returns)

equal to negative of first month of

low-volatility periods (In returns)

Subsequent months of 0.1295 0.8973
high-volatility periods

equal to subsequent months of

low-volatility periods

4Based on the Smith-Satterhwaite test for difference in population means with unequal variances, Miller
and Freund (1977).

annualized standard deviation of returns during the identified low- and high-volatility
periods is 13.1% and 42.0%, respectively. Although the level of volatility in the two states
is significantly different, the average excess return is not. Excluding the first month of
each episode, the annualized average excess return during low- and high-volatility
episodes is 13.7% and 11.5%, respectively. The p-value for a test of the null hypothesis
that average excess returns in the low- and high-volatility periods are equal is 0.8973,
indicating that the null hypothesis cannot be rejected at any reasonable level of
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confidence. This result is consistent with the time path of expected returns depicted by
Fig. | in the theoretical discussion of the model. In addition, returns during the transition
between volatility states are also generally consistent with those depicted in Fig. 1.

The average first month of low- and high-volatility episodes is significantly
different from subsequent months. High-volatility periods start with a substantial
loss in market value. The average excess return during the first month of the high-
volatility periods equals —12.6% and is significantly different from zero. In contrast,
the average excess return during subsequent high-volatility months is positive 1.1%
but is not significantly different from zero. The p-value for a test of the null
hypothesis that the mean of the first month of high-volatility periods equals the
mean of subsequent high-volatility months is less than 0.0001, indicating that the
null hypothesis can be rejected at any reasonable level of confidence. Low-volatility
periods start with a significant increase in market value. The average excess return
during the first month of the low-volatility periods is 2.2% and is significantly
different from zero. The average excess return during subsequent low-volatility
months equals 0.96% and is also significantly different from zero. Although the
difference between the first-month and subsequent months of low-volatility periods
is less pronounced than that of high-volatility periods, the average return during the
first month of each low-volatility period is more than twice that of subsequent
months and the difference in the mean returns is statistically significant. The p-value
for a test of the null hypothesis that the mean of the first month of low-volatility
periods equals the mean of subsequent low-volatility months is 0.0301, indicating
that the null hypothesis can be rejected at the 5% level.

One aspect of the theoretical model is not supported by the data. Because the
theoretical model assumes that there are only two states and that investors always
correctly know the current state, the magnitude of the jump in log market value
when the economy switches from the low-volatility state to the high-volatility state
equals the magnitude of the jump in log market value when the economy returns to
the low-volatility state. Although the point estimates of the average excess monthly
returns low- and high-volatility periods are of the correct sign, the magnitude of the
loss in market value when the economy enters the high-volatility state is significantly
greater than the magnitude of the increase in market value when the economy
returns to the low-volatility state. The p-value for a test of the null hypothesis that
the magnitude of the mean excess log return during the first month of high-volatility
periods is equal to the magnitude of the mean excess log return during the first
month of low-volatility periods is less than 0.0001, indicating that the null hypothesis
can be rejected at any reasonable level of confidence.

One explanation for the difference in first-month returns is that investors do not
have perfect knowledge of the current state and so they must infer the volatility state
from the returns they observe.'” In this case, investors’ ability to infer the current
state is asymmetric. When the economy is in the low-volatility state, the standard
deviation of returns is small and determining whether the economy has switched to

' Turner et al. (1989) explicitly incorporate learning into a Markov-switching model in which investors
are uncertain of the true state.
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the high-volatility state is easy. Large returns are unlikely to occur in the low-
volatility state, so their occurrence quickly reveals to investors that the economy is in
the high-volatility state. However, the inference problem is more difficult when the
economy is in the high-volatility state. In the high-volatility state, small returns do
not immediately reveal that the economy has switched states because a reasonable
chance of getting a small return exists even though the standard deviation of returns
is high. Instead, investors learn that the economy has returned to the low-volatility
state over time by failing to observe enough large returns—or, in other words, by
observing more small returns than are likely to occur in the high-volatility state.
When investors have to learn whether the economy has switched states, the increase
in market value associated with a return to the low-volatility state likely will occur
over a longer period of time than the decrease in market value associated with a
switch to the high-volatility state. In addition to the assumption that investors have
perfect knowledge of the true volatility state, another important issue regarding the
estimated model presented in Table 3 is whether the process governing the evolution
of volatility states is constant over the estimation period.

Fig. 3 plots the historical returns on which the model is estimated along with the
identified high-volatility periods represented by the shaded areas. Visual inspection
of the figure suggests that the average duration of high-volatility periods is shorter
during the later part of the sample than during the first part. The average duration of
high-volatility periods is 7.2 months for the period from 1926 to 1940 versus only 2.6
months for the period after 1940. In addition, the average duration of low-volatility
periods appears longer during the later part of the sample than during the first part
of the sample. The average duration of low-volatility periods is only 11.3 months for
the period from 1926 to 1940 versus 58.4 months for the period after 1940. The

40

30

20
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o

-40

1925 1930 1935 1940 1945 1950 1955 1960 1965 1970 1975 1980 1985 1990 (995 2000
Year

Fig. 3. Monthly excess returns and high-volatility state probability. The solid line plots the monthly excess
returns for the period 1926 through 2000. The shaded areas correspond to the high-volatility episodes
identified in Table 3. A high-volatility period is defined as a continuous series of months for which the
inferred probability of being in the high-volatility state is greater than 0.5.
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differences in the average durations of low- and high-volatility periods suggest that
the transition probabilities governing the evolution of volatility states may not be
constant over the historical period. A shift in the underlying volatility process is
consistent with previous studies by Schwert (1989b), Pagan and Schwert (1990), and
Pastor and Stambaugh (2001) that find evidence of structural shifts in the volatility
of market returns. In my two-state model of the market risk premium, a shift in the
transition probabilities governing the underlying volatility process would result in a
change in the likelihood of the low- and high-volatility states and lead to a change in
the unconditional market risk premium.

4. The effect of a structural shift in the volatility process

In this section of the paper, I augment the model to allow for a structural shift
in the transition probabilities governing the evolution of the two volatility states.
I assume there is a single structural break during the estimation period and test the
estimated model against the null hypothesis of no structural break. To determine
the most likely date for a structural shift in the volatility process, [ estimate the
augmented model for all possible annual breakpoints from 1927 through 1999 and
select the breakpoint that maximizes the value of the estimated likelihood function.
The analysis is then structured around the two subperiods defined by the most likely
date for the structural shift in the volatility process.

Consistent with the approach presented in Section 3, the estimation method has
three steps. In the first step, I estimate the time series model parameters allowing for
a structural shift in the transition probabilities 7, and the means of the two state-
dependent distributions y,.!* T assume that the volatility of returns in each state
remains constant over the estimation period. In the second step, I use Eq. (13)
together with Eqs. (7)-(9) to find the corresponding values of y, J;, and K;* for
each subperiod. I assume the value of y is constant over the estimation period,
but that the parameters J, and K;* shift to correspond to the new transition
probabilities. In the state-dependent model with a structural break, there are
three free parameters, y, Jrpre, and Jppos, available to match the four state-
dependent means, p; s Hprpres HLposts @Nd Uy poq- In contrast to the model
presented in Section 3, the augmented model is no longer exactly identified. To find
the values of the preference parameters that are consistent with the estimated
moments of the two state-dependent distribution functions, I solve for the values of
v, Jrpre, and Jp pos that minimize the probability-weighted sum of the squared
standardized errors over the entire estimation period. In the third step, I use the
expression for the risk premium given by Eq. (3) together with the estimated model
parameters to decompose the risk premium for each subperiod. These results are
reported in Table 4.

3Diebold et al. (1994) discuss the estimation of time-varying transition probabilities in Markov-
switching models.
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Panel A of Table 4 reports the results of the augmented time series model. After
testing all possible annual breakpoints from 1927 to 1999, the date of the most likely
breakpoint is 1940. The structural shift in the volatility process is statistically
significant. The p-value for a likelihood ratio test of the null hypothesis of no
structural shift is 0.0064, indicating that the null hypothesis can be rejected at
standard levels of significance.!® T also perform a test for structural change, which
does not rely on the assumption that a structural shift has taken place. Based on the
Andrews (1993) Lagrange multiplier test for regime changes, the null hypothesis that
market returns during the 1930s were drawn from the same regime as the other
returns can be rejected at the 1% level.!®> These results are consistent with results in
Pagan and Schwert (1990) and Pastor and Stambaugh (2001) showing that the 1930s
were a period of unusually high market volatility that cannot be explained by a single
process over the complete historical period.

As a result of the structural shift in the volatility process, the expected duration of
the high-volatility state falls dramatically after 1940. Before 1940, the point estimates
of the transition probabilities =, indicate that both volatility states are persistent.
After 1940, however, only the low-volatility state is persistent. The expected duration
of the low-volatility state increases marginally from 30.2 months for the period
before 1940 to 37.2 months for the period after 1940. In contrast, the expected
duration of the high-volatility state falls significantly from 19.2 months for the
period before 1940 to only 1.8 months for the period after 1940.'® The reduction in
the length of time the economy is expected to remain in the high-volatility state
dramatically reduces the unconditional probability of the economy being in the high-
volatility state. As a result of the shift in the volatility process, the probability of the
economy being in the high-volatility state falls from 38.9% for the period before
1940 to only 4.5% for the period after 1940.

Panel B reports the preference parameter estimates consistent with the augmented
time series model. The point estimate of y equals 1.703 and is larger than the estimate
in the model with no structural shift. The point estimate of J; equals —26.5% for the
period before 1940 and —17.5% for the period after 1940. Because the higher
discount rates associated with the high-volatility state are expected to be applied for
a shorter period of time during the period after 1940, the point estimates for the
expected change in market value when the economy enters the high-volatility state
are consistent with the shortening of the expected duration of the high-volatility
State.

*The likelihood ratio statistic for the null hypothesis of no structural shift equals 14.3 and is distributed
as a chi-square with 4 degrees of freedom.

!3The sup(LM) equals 29.62. The 1930s period corresponds to me(0.0544, 0.1878) and a critical value of
22.54 for a 1% test.

19The reduction in the persistence of the high-volatility state is consistent with the results in Poterba and
Summers (1986) showing that volatility is not persistent enough for volatility-feedback to be the sole cause
of the changes in market value that are observed. However, my results suggest that volatility-feedback may
have played a much larger role during the period before 1940.
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Panel C reports the implied risk premium decomposition for the periods before
and after the 1940 structural shift. Because of the dramatic reduction in the
likelihood of being in the high-volatility state, the unconditional risk premium
falls significantly after 1940. For the period before 1940, the point estimate of
the unconditional risk premium is 20.1%. In contrast, for the period after 1940,
the point estimate of the unconditional risk premium is only 7.1%. Although
the magnitude of the individual components of the risk premium changes as
a result of the structural shift, the proportion of the risk premium associated
with the risk of future changes in volatility state remains relatively constant at
about 45%.

Given the estimated reduction in the market risk premium, the average of ex post
returns during the period following 1940 is likely to be a biased proxy of the ex ante
expected return during the period since 1940. As investors learn that market risk has
fallen because of the structural shift in the volatility process, stock prices will be bid
up and ex post realized returns will be greater than ex ante expected returns.
Assuming a real risk-free rate of 1%, a reduction in the market risk premium from
20% to 7% would cause the value of a perpetuity growing at a real rate of 2% per
year to increase by approximately 213%. However, it is unlikely that investors would
instantaneously realize that the transition probabilities governing the evolution of
the two volatility states had changed. Given the expected duration of the low- and
high-volatility periods, learning the values of the new transition probabilities would
not be a trivial exercise and could easily take many years to uncover. For example, if
this learning process took place over a period of 20 years, ex post returns would
exceed ex ante expected returns during this period by approximately 5.9%. For this
reason, I test for evidence of positive abnormal returns during the period following
the 1940 structural shift in the underlying volatility process. Table 5 reports these
results.

Table 5 presents actual excess returns for alternative subperiods from 1940 to
2000. T group the data by decade and report the average excess return for two
periods: the decades immediately following the 1940 structural shift and the
subsequent decades. The estimates in Table 5 show that the average excess return
during the period from 1940 to 1959 is significantly greater than that during the
subsequent 41-year period from 1960 through 2000. Consistent with the hypothesis
of a structural shift in the volatility process following the 1930s, the p-value for a
one-tailed test of the null hypothesis that the mean excess returns during these two
periods are equal is 0.0458, indicating that the null hypothesis can be rejected at the
5% level. The magnitude of the excess return from 1940 to 1959 is also consistent
with change in the market risk premium reported in Table 4. The average excess
return during the 20-year period following the structural shift of 6.5% is comparable
to the amortized percentage change in the value of a growing perpetuity implied by
the reduction in the market risk premium of 5.9%. These results are consistent with
the hypothesis that investors may have updated their beliefs regarding the level of
market risk at some point during the period from 1940 to 1960. Given the evidence
of abnormal returns after 1940, I re-estimate the model presented in Table 4 allowing
for an abnormal return during the period following the structural shift.
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Table 5

Analysis of excess returns during the period following the 1940 structural shift in the volatility process
Excess returns are grouped by decade into two subperiods following the structural shift: the period
immediately following 1940 structural shift and the subsequent period. For each subperiod, the annualized
mean excess return is reported along with the annualized standard deviation in returns and the difference
in the means of the two subperiods. The last column reports the p-value for a one-tailed test of the null
hypothesis of equal mean excess returns in the two subperiods.

Post-1940 subperiod Mean Standard deviation Difference in means p-value®
1: 1940-1949 10.0% 15.4%
2: 1950-2000 8.2 14.5 1.8% 0.3662
1: 1940-1959 12.8 13.4
2: 1960-2000 6.4 15.2 6.5 0.0458
1: 1940-1969 10.3 13.2
2: 1970-2000 6.8 159 35 0.1775
1: 1940-1979 8.1 14.2
2: 1980-2000 9.3 15.4 —1.2 0.6185
1: 1940-1989 8.2 14.7
2: 1990-2000 9.9 14.2 —1.8 0.6438

?Based on Smith-Satterhwaite test for difference in population means with unequal variances, Miller
and Freund (1977).

Table 6 reports the results from re-estimating the augmented model, allowing for
abnormal returns during the 20-year period subsequent to the 1940 structural shift.
The model is identical to that reported in Table 4 except for the inclusion of a
dummy variable in the equations for the mean of each state-dependent distribution.
The dummy variable equals one during the period from 1940 through 1959 and zero
otherwise. The coefficient on the dummy variable provides an estimate of the mean
abnormal return during the period following the structural shift. The point estimate
of the average abnormal return during this period equals 5%, indicating that realized
returns following the structural shift exceeded those required based on the
underlying volatility process. The p-value for a one-tailed test that the estimated
coefficient equals zero is 0.0941, indicating that the null hypothesis that there were
no abnormal returns during this period can be rejected at the 10% level.

The estimated value of the market risk premium is substantially lower as a result
of controlling for the presence of abnormal returns subsequent to the shift in the
underlying volatility process. The point estimate of the unconditional risk premium
for the period since 1940 is 5.6%, about 270 basis points lower than the historical
average of excess market returns. Consistent with Brown et al. (1995) and Elton
(1999), these results suggest that the simple historical average of excess market
returns may substantially overstate the market risk premium for the period after the
Great Depression. In addition, my results are consistent with the empirical finding in
Fama and French (2002) that actual returns during the past 50 years have been much
higher than expected. However, my method provides a structural basis for
controlling for the extent of this bias and, as a result, provides an unbiased estimate
of the market risk premium.
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5. Summary

This paper presents a method for estimating the market risk premium that
incorporates shifts in investment opportunities and demonstrates the importance of
accounting for the dynamic nature of market risk. Because of peso-type problems
similar to that discussed in Rietz (1988), when investors anticipate changes in market
value associated with future changes in the level of market risk, the ex post observed
relationship between volatility and excess returns may severely distort the true ex
ante relationship between risk and expected returns. My results suggest that the
simple historical average of excess market volatility obscures significant variation in
the market risk premium and that about half of the measured risk premium is
associated with the risk of future changes in the level of market volatility.

The results presented in this paper also highlight the importance of distinguishing
between ex post realized and ex ante expected returns as emphasized in Elton (1999).
My analysis suggests that because of a structural shift in the volatility process
underlying market returns and a reduction in the market risk premium, ex post
returns during the period following the 1930s are not an unbiased estimate of ex ante
expected returns. The bias in ex post returns is closely related to the survival bias
discussed in Brown et al. (1995). My method provides a structural basis for
controlling for the extent of this bias and allows for an unbiased estimate of the
market risk premium. My corrected estimates suggest that the simple historical
average of excess market returns substantially overstates the magnitude of the
market risk premium for the period since the Great Depression.

Appendix A

Here, I derive the expression for the equilibrium risk premium given by Eq. (3) in
Section 2. In the first section, I lay out the details of the investor’s utility
maximization problem and define the model parameters and assumptions. In the
second section, I outline the steps involved in finding the equilibrium solution to this
stochastic programming problem. And in the third section, I show that my solution
collapses to the Merton (1969) solution to optimal lifetime portfolio selection under
uncertainty when there are no changes in volatility states.

A. 1. Model parameters and assumptions

I solve the utility maximization problem for a representative investor in an infinite
horizon, continuous-time model with discrete volatility states. I assume that
preferences are described by a power utility function parameterized by 7y, the
coefficient of relative risk aversion. I also assume that there are only two assets in
which the investor can invest: a risk-free asset yielding a certain rate of return equal
to r, and a risky asset denoted S, with an uncertain rate of return equal to dS,/S,.
The standard deviation g, of the returns on the risky asset varies over time and is
assumed to take on only two values, ¢, and oy. The simple average of the two

Exhibit __(FP-16)
Page 24 of 32



E. Scott Mayfield | Journal of Financial Economics 73 (2004) 465-496 489

volatility levels is denoted by the parameter . Correspondingly, the expected drift in
the price of the risky asset u, varies with state and takes on two values, p; and py.
The simple average of the two means is denoted by the parameter 4. In each volatility
state, the probability that the economy will switch to the alternative volatility state is
determined by the parameter n,. Because the evolution of volatility states is assumed
to follow a Markov process, 7, takes on two values, n; and ng. The simple average
of the two values for n, is denoted by the parameter 7. At each instant, the investor
chooses an amount of consumption C; and a fraction w, of his wealth W, to invest in
the risky asset. The investor’s problem is given as

o] CI*V
max EU/ e 'L _ds, (A.])
Cr,&)[ v l - "/
ds;
s.t. th = Wy Wt‘S— + (1 - (U,)rt Wt dr — Ct dt, (AZ)
t
dSr = utSt dt + O'tSI dZ =+ JtSt dN(ﬂ:,), (A.3)
dyt, = 20 — ) AN (), (A4)
dO't = 2(0-' - O't) dN(TCt), (AS)
dn, = 2(% — n,) dN(m,), (A.6)
dJ, = 2(7 - J) dN(n)), (A7)
ai, = 2(3 - L) dN(x), (A.8)
and
¢ > G, (A.9)

where dZ is a standard Weiner process and dN(=,) is a Poisson process that is equal
to either zero or one. When dN(n,) = 1, Egs. (A.4)(A.6) cause the drift, volatility,
and transition parameters to jump to the alternative state. Given the discrete jumps
in these state variables, the equation describing the evolution of the stock price S,
includes the term J,S,dN(=n,), which allows the stock price to jump when the
economy switches between volatility states. The parameter J; is the magnitude of
the jump in stock price that occurs when the economy switches state. The value of
the jump parameter J, takes on two values, J; and Jy. The simple average of the two
jump values is denoted by the parameter J. Finally, Egs. (A.8) and (A.9) allow for
the possibility that consumption may be constrained in one of the volatility states.
The value of the Lagrange multiplier associated with this constraint is given by the
parameter /f,, which takes on two values, iL and EH. The simple average of the two
Lagrange multipliers is denoted by the parameter A.
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A.2. Derivation of the equilibrium solution

Given the problem described above, the indirect utility function at time v is defined
as a function of the state variables at time v, such that

Q0 le'}/

I, = max E, / e~ _ds, (A.10)
v 1 — Y

where I, = I( Wos Uy, Ty Ty S, }:U). From the principle of optimality,

-

C ol
0-1 —r)+r)W,— Ct]ﬁ

1 , 01

+= > wta W; a2
where I} is the value of the indirect utility function subsequent to the next change of
state and is equal to

e Wi+ oW, pu, + 20 — p), 00+ 2@ — ay),
T+ 27— ), 2T = J), A+ 24— 1) )

+ B[l - 1]+ A,Cy, (A.11)

(A.12)

The first-order conditions for the investor’s problem with respect to C; and w, are
given by the expressions

ol -
— T

0=C7 — 50+ 4 (A.13)

and
oI %1 ar

Oz(ut_rt)WtaW+wta WtzaW2+ntEt [JtWtaW] (A14)
Defining 4, in terms of the marginal utility of wealth, such that

- oI

Ay = A4 T (A.15)
consumption at each instant is given by the expression

ar 1~V
[(1 - 1,)—] . (A.16)

Because the net supply of the risk-free asset must equal zero in general equilibrium,
the risk-free rate adjusts such that w, = 1. Substituting Eq. (A.16) into Eq. (A.11),
setting w, = 1, and simplifying yields

1 o1 \ 0V a1
— (v D/y — -

or \ 0/ 1 %I ,
) W’(aw) 50t WE g+ m L — 1] (A.17)
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To solve Eq. (A.17), I guess the solution to be of the form
1—y
I =fi——, A.18
= he (A18)
where f; = f(u,, 0, 7, J1, A¢). Because Eq. (A.18) must hold in each volatility state,
the solution for the indirect utility function subsequent to the next change of state, 7,
is given by the expression
nl—y
r=pW) (A.19)
I—y
where f/ and W, equal the values of f; and W,, respectively, in the subsequent
volatility state. Given this solution, the first and second partial derivatives of 7, with
respect to wealth are
ol _
and
0’1 —(1+)
W = "Vft Wt . (A21)
Substituting Eqgs. (A.20) and (A.21) into Eq. (A.17), yields
1 Ay w,
0= (1 _ lt)(y—l)/’[ftW, ')’](7 1)/7_p ﬁ t :l
1—y 1—y
Y f, th—'y —a- i[)(y—l)/y [ﬁW’—y](y—l)/?
I , wp' W
3w [~ofiw ] + i, 7t 1 fy ~fi1t y} (A22)

In general equilibrium, w, = 1 such that all wealth is held in the form of the risky

asset. For this reason, the expression Eq. (A.22) can be simplified by substituting the
expression W, = (1 + J,)W,. This yields the expression

0=/ — 2" — p 4 (1 = p)p,

1 p—
=591 =)o} + mE (L +e)(1 +J)' 7 1],

(+e) = (=) + 4y

(A.23)
where | + ¢, = f/f;. From Egs. (A.16) and (A.20), (1 + &) is given by the expression
(1 =21 + K)"

(A.24)
Substituting Eq. (A.24) into Eq. (A.23) and solving for f(u,, 6, 7, Ji, A) yields
3 [p +(y — Dy, — 370 — Do?

ft =

(1 — lt)l_y

n n; (1 _ (I-4pd +Jt)y>] o
(1 — lt)l_y (1 - '1:)(1 + K,y ’

(A.25)
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where K, is the jump in consumption that is expected conditional on switching state.
Because A; can be expressed in terms of A, using Egs. (A.8), (A.25) verifies that
Eq. (A.18) is the solution to Eq. (A.17).

Using Eqgs. (A.16), (A.20), and (A.25), the equilibrium consumption—-wealth ratio
in the model is given by

1
c, PTO—Du—35y0-Do; o ( (1 - 2)(1 + J)

W, (0 — 4 -\ T U+ K

In Section A.3, I show that, when there are no changes in volatility states, the second
term of Eq. (A.26) equals zero and the first term is equivalent to the Merton (1969)
solution to the infinite horizon lifetime portfolio selection problem under
uncertainty.

The expression for the equilibrium risk premium is found by taking the
mathematical expectation of dS;/S, and substituting the equilibrium within-state
excess return implied by the first-order condition for w,. From Eq.(A.3), the
expected excess return on the risky asset is given by the expression

ds
E, [Tt] =t nd - (A.27)
t

The expression for the within-state excess return u, — r, is derived by substituting
Egs. (A.20) and (A.21) into Eq. (A.14), setting @, = 1, and simplifying, such that
t,—re=yr —mJ(1+e)1+J)7. (A.28)

Combining Egs. (A.27) and (A.28), substituting Eq. (A.24), and simplifying yields
the expression for the equilibrium risk premium

dSt _ 2 _ (1 — j-t)
E, [?] R m.z,(l T Kt)y). (A.29)

If the constraint on consumption does not bind in either state, then Eq. (A.29) can be
simplified as

). (A.26)

E, [%} —r= }"7? +m ol - (1 + K)7'] (A.30)
t

Eq. (A.30) is the expression for the market risk premium provided in the text as
Eq. (3). Eq. (A.30) shows that the equilibrium risk premium in each state can be
decomposed into two state-dependent risk premia, an intrastate risk premium and an
interstate risk premium. The first term, yatz, describes the required intrastate risk
premium required to compensate for diffusion risk within the current state. The
second term, w,J[l — (1 + K;)77], describes the required interstate risk premium
required to compensate for potential jump risk arising from a change in volatility
state.

Eq. (A.29) can also be used to show that the equilibrium risk premium is invariant
to the actual jumps in consumption that occur when the economy changes state. For
example, if the constraint on consumption does not bind in either state, such that
Ap = Ag = 0, then the risk premium in the low-volatility state is given by the
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expression
E[R.] —rp = yoi + mpJr[1 — (1 + K7, (A.31)

where K; is the optimal change in the level of consumption when the economy
switches from the low- to the high-volatility state. Alternatively, if consumption is
unable to adjust when the economy enters the high-volatility state, then the
constraint on consumption will bind in the high-volatility state, such that iy > 1; =
0. In this case, the expression for the risk premium in the low-volatility state is given
by the expression

E[RL] —rr =yor + mJi[1— (1= At A+ Kp) 7], (A.32)

where K is the constrained change in the level of consumption when the economy
switches from the low- to the high-volatility state. As a result of the constraint on
consumption, the shadow price increases to reflect the fact that the actual level of
consumption is no longer equal to the optimal level. The shadow price on the
consumption constraint in the high-volatility state is given by the expression

K* Y

Ag=1-— (1 + -L> . (A.33)
1+ K

Eq. (A.33) is the expression for the Lagrange multiplier on the consumption

constraint in the high-volatility state provided in the text as Eq. (4).

A.3. The special case of no changes in volatility state

This section shows that, when there are no changes in volatility state, my solution
collapses to the Merton (1969) solution to the lifetime portfolio selection problem
under uncertainty. Eqs. (A.26) and (A.30) summarize my solution to the investor’s
utility maximization problem when there are two discrete volatility states. Eq. (A.26)
describes the optimal consumption—wealth ratio and Eq. (A.30) describes the
equilibrium risk premium. If, instead, a single volatility state is assumed, then the
dynamics associated with changes in volatility states can be turned off by setting
n, =0 and A, = 0. By setting =, = 0, only one volatility state is possible. With only
one volatility state, there are no wealth jumps associated with changes in state and
E,[dS,/S,] = u,. Also, because there are no jumps in wealth, there are no jumps in
optimal consumption, so that 4, = 0. Thus, for the special case of a single volatility
state, Eqgs. (A.26) and (A.30) can be rewritten as

C _p [l‘-t 0'%]
=4 —~ D= L A.34
Wt Y ('Y ) Y 2 ( )
and
H,—r = yo,z. (A.395)

Rearranging Eq. (A.34) yields

C p [02 uy — yoz}
- E (| e A.36
w, vy ( ) 2 y ( )
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Using Eq. (A.35) to simplify the term g, — ya2, Eq. (A.36) can be rewritten as

C p |:a,2 r,}
ey S (Y LT (A.37)
Wy (1-73 .

Eq. (A.35) can also be used to express atz in terms of excess returns, such that

C p [l‘z_rt rt]
Lo _P_ gy e (A.38)
W, v (1= 2y Y

Finally, Eq. (A.35) can be used to rewrite the first term in brackets in a manner
similar to that in Merton (1969)

C p [l‘t_rt(l‘t—rt) rt]
— = (1 - +—
w, =y Uy yo? y

2

Eq. (A.39) is equivalent to the Merton (1969) expression for the optimal
consumption—wealth ratio in the infinite horizon lifetime portfolio selection
problem.!” This demonstrates that my model solution contains the Merton (1969)
solution as a special case when there are no changes in volatility state.
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Arizona
California
Connecticut

Company
UNS Electric Inc.
San Diego Gas & Electric Co.
Connecticut Light & Power Co.

District of Columbi: Potomac Electric Power Co.

Hawaii
Idaho

Idaho
Massachusetts
Michigan
Minnesota
Missouri
Montana
Montana
New Mexico
New Mexico
Nevada
New York
New York
Texas

Utah
Vermont
Wisconsin
Wisconsin
West Virginia
Wyoming

Count = 25

Hawaiian Electric Co.

Idaho Power Co.

Idaho Power Co.

Fitchburg Gas & Electric Light
Consumers Energy Co.

Otter Tail Corp.

Empire District Electric Co.
MDU Resources Group Inc.
NorthWestern Energy Division
Public Service Co. of NM
Southwestern Public Service Co
Sierra Pacific Power Co.
Consolidated Edison Co. of NY
Orange & Rockland Utits Inc.
Oncor Electric Delivery Co.
PacifiCorp

Central Vermont Public Service
Northern States Power Co-WiI
Wisconsin Electric Power Co.
Appalachian Power Co.
PacifiCorp

2008 Electric Rate Decisions - Per RRA Database

Case 08-E-0539
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Page 1 of 2

S&P Rating

BBB
BBB
BBB

BBB-
BBB+
BBB-
BBB+
BBB

BBB+
BB

Moody's
Rating

Return on

Rate Incr

Date (SM)

Rate
Base(%)

5/27/2008 . X
A2 7/31/2008 131.0 8.23
Baa1 1/28/2008 98.0 7.72
Baa2 1/30/2008 283 7.96
Baa1 5/1/2008 449 8.66
5/30/2008 8.9 8.10
2/28/2008 321 8.10
2/28/2008 21 8.38
Baa2 6/10/2008 221.0 6.93
A3 7/10/2008 38 8.33
Baa2 7/30/2008 220 8.92
A3 4/22/2008 41 8.58
7/1/2008 10.0 NA
Baa3 4/24/2008 344 8.24
Baa1 8/26/2008 10.8 NA
Ba3 6/27/2008 87.1 8.41
3/25/2008 4253 7.34
7/16/2008 15.6 7.69
Ba1 6/30/2008 0.0 NA
Baa1 8/11/2008 334 8.29
Ba2 1/31/2008 6.4 8.50
A3 1/8/2008 394 9.67
Al 1/17/2008 148.4 9.26
Baa2 6/27/2008 106.1 7.65
Baa1 3/12/2008 23.0 8.29

Average:
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Return
on

Equity
10.00
10.70
8.40
10.00
10.70

10.25
10.70
10.43
10.80
10.25

10.10
10.18
10.60
9.10
9.40

10.25
10.71
10.75
10.75
10.50
10.25

10.28

Increase Authorized

Comm
Equity
{Total Cap

48.85
49.00
48.99
48.55
55.79

42.80
41.75
50.00
50.78
50.67

NA
51.37

NA
43.49
47.98
48.00

NA
50.40
50.02
52.51
54.36
41.54
50.80

48.78

Test Year Rate Base
End {$M)

06/2006 130.70
12/2008 2,938.20
12/2006 2,438.40
02/2007 978.30
12/2005 1,060.00

NA NA

NA NA
12/2006 50.50
12/2008 5,013.90
12/2006 204.90
06/2007 704.00
12/2006 NA

NA NA
09/2006 1,191.60
12/2006 NA
06/2007 1,524.30
03/2009 12,586.90
06/2009 504.00
12/2006 NA
12/2008 4,129.30
12/2006 343.90
12/2008 562.10
12/2008 3,018.50
12/2007 1,972.00

NA NA

Year-end
Average
Year-end
Average
Average
NA

NA
Year-end
Average
Average
Year-end
Average
NA
Year-end
Year-end
Year-end
Average
Average
NA
Average
Average
Average
Average
Year-end
NA
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2008 Electric Rate Decisions - Per RRA Database
(Excluding cases where ROE not specified and New York decisions)

Increase Authorized

Returnon  Return Comm Rate Base

Moody's Rate Incr Rate on Equity Test Year Rate Base Valuation

Company S&P Rating Rating {SM) Base(%) Equity /Total Cap End (M)  Method

Arizona UNS Electric Inc. n/a Baa3 10.0 §/27/2008 40 9.02 10.00 4885  08/2006 130.70  Year-end
California San Diego Gas & Electric Co. A 6.0 A2 6.0 7/31/2008 131.0 8.23 10.70 48.00 12/2008 2,838.20 Average Sett

Connecticut Connecticut Light & Power Co. BBB 9.0 Baat 8.0 1/28/2008 98.0 7.72 9.40 48.99 122006 243840 Yearend

District of Columbi: Potomac Electric Power Co. BBB 9.0 Baa2 9.0 1/30/2008 28.3 7.96 10.00 46.55  02/2007 978.30  Average

Hawaii Hawaiian Electric Co. BBB 9.0 Baa1 8.0 5/1/2008 44.9 8.66 10.70 5579  12/2005 1,060.00 Average

Massachusetts  Fitchburg Gas & Electric Light na n/a 2/29/2008 241 8.38 10.25 4280 12/2006 50.50 Year-end

Michigan Consumers Energy Co. BBB- 10.0 Baa2 9.0 6/10/2008 221.0 6.93 10.70 4175 12/2008 5,013.90 Average

Minnesota Otter Tail Corp. BBB+ 8.0 A3 7.0 7/10/2008 3.8 8.33 10.43 50.00 12/2006 204.90  Average

Missoun Empire District Electric Co. BBB- 10.0 Baa2 9.0 7/30/2008 220 8.92 10.80 50.78  06/2007 704.00 Year-end
Montana MDU Resources Group inc. BBB+ 8.0 A3 7.0 4/22/2008 4.1 8.58 10.25 50.67  12/2006 NA  Average Sett

New Mexico Public Service Co. of NM 8B- 13.0 Baa3 10.0 4/24/2008 344 8.24 10.10 51.37 09/2006 1,191.60 Year-end

Nevada Sierra Pacific Power Co. BB 12.0 Ba3 13.0 6/27/2008 87.1 8.41 10.60 4349  06/2007 1,524.30 Year-end

Utah PacifiCorp A- 7.0 Baa1 8.0 8/11/2008 334 8.29 10.25 5040 12/2008 4,129.30 Average
Vermont Central Vermont Public Service BB+ 11.0 Ba2 12.0 1/31/2008 6.4 8.50 10.71 50.02  12/2006 343.90 Average Sett

Wisconsin Northemn States Power Co-Wi A- 7.0 A3 7.0 1/8/2008 39.4 9.67 10.75 52.51  12/2008 552.10  Average

Wisconsin Wisconsin Electric Power Co. A- 7.0 Al 50 1/17/2008 148.4 9.26 10.75 5436 122008 3,018.50 Average
West Virginia Appalachian Power Co. BBB 9.0 Baa2 9.0 6/27/2008 106.1 7.65 10.50 4154  12/2007 1,972.00 Yearend Sett
Wyoming PacifiCorp A- 7.0 Baa1 8.0 3/12/2008 23.0 8.29 10.25 50.80 NA NA NA  Sett

Count =18 Average: BBB 89 Baai-Baa2 85 10.40 48.87
LEGEND
S core

AAA Aaa 1

AA+ Aail 2

AA Aa2 3

AA- Aa3 4

At A1 B

A A2 6

A- A3 7

BBB+ Baa1 8

BBB Baa2 9

BBB- Baa3 10

BB+ Ba1 11

BB Ba2 12

BB- Ba3 13
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