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Allowed Returns on

Allowed Returns
Below 10%

Despite some resistance,
Some Public Utility

Commissions are setting
Allowed Returns Below

10%!

Equity
Sixie Date af Utility Type Doclaet, Caae # gOE

Decisio^► Allimt^ed
1'd3^' Sl^003 St. L.^u^rnce Gas CAS3 Ob-G-12i5; CASE 0^- ^.8

Gas Co.Inc. C-1011
NJ 8l1f2003 brsey Electric DOCKET NO. ER0f2080506; 9.5

Ceatral DOCKET NO. ERD2080507;
Fower 8c DOCKET NO. FAC2070417;
Iigh- Cc. LiOCKET NO. ER02030173;

DOCKET NO. ER95120633

NJ 8l1t2003 FubLc Electric DOCKET NO. ERJD2050303; 5.75
Seruice DOCKET NO. ER02080604;
Flectric 8c DOCKET NO. E1V100040253
Gas Co. DOCKET NO. ET01120$3D;

DOCKET NO. EOC2020610
DOCKET NO. EOC 11 M=2;
DOCKET NO. EOC21108 `4;
DOCKET NO. GR010402E0

NJ 7r 1Q003 Fnckland Electric DOCKET NO. ERD20$0614; 5.75
Electric Co. DOCKET NO. ER1721OD72d

AF. 7l17E2003 Rrka¢vas CrW DOCKET NO. 02-227-U S.9
[TesternGas
Co.

Tl^ 60003 Tenr,essee- 'N'atyr LiOCKET NO. 03-C011$ S.9
ArMricL-L
Water Co.

V47 4f---0Q003 Lower Gas DOCKET NO. 300:8-GR-02 5.21
Valky 15
EneqF, [nc.

NY 3M2003 Rochster Gas, CAS3 02-F13193; CASE 02- 9.96
Gas 8c E1ectric C-0199
Electric
GorF.

FL 2l10t2003 Cypiess 'JVabr DOCKET NO. 020407-W5 ;.93
Iskes
Utili:ies

AZ 4l17f2002 Ycel Gas 5.85
Enernr- 0263
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Utility Risk
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And Despite Deregulation, Utilities
are not Riskier on a Relative Basis!

Ulectrie, Gas, and. Water Jtilities are
.

ong t le I^.,west. , ^sk ^.^s
A

^. . esses

As Measured by Beta of the
Industri.es Covered by V(ilzce L



The Required Return on Equity

The Trad itiona l .

	

s to
^rC . _

	

Co st .

	

.
aT are^.

D iscounted Ca s h Flow
(DCF ) andR isP

Prem ium (RP) Approa s®
The

	

Approach . a- es
Various r , Including^ thea
C " . Assetsse. Pricing Mode l

CARM)

â Discounted Cash
Flow Method

Dividend Yield
F lus Growth

â Risk Premium
Approaches

-isk Premium
C

APT



DCF Equity Cost Rates

0

	

E

	

^

	

^

	

^^,,mates

Electric Gas Water

Dividend Yield* 4.6% 3.7% 3.1%

Expected Growth** 5.0% 6.0% 5.5%

DCF

Cost Rate

9.6% 9.7% 8.6%

` CA Turner Utility Reports

^`^` Analysts' Average 5-Year Projected EPS Growth Rate, www.yahoo.com



Analysts' EPS Forecasts
And That's Even. tIf sing Analysts' 5-Year EPS Forecasts for.DC F Growth Which

as Shown Below, are Upwardly 13iased Measures of Actual Growth!

Analysts
Artia1 5-YPar PrnjPr.tpd 5-Ypu 20.0% -r
S&.P 500 EPS

	

a&F' 5001;Pa

Growth

	

Growth

1985 75%

	

11 50%6 . .
15.0 °lo

19V6 5.779fo

	

10.75°,fa

1 yx'f 48%

	

11 00'602

1988

..
-2.74°l0

	

11.15°l0
01089 °l0%

	

11. 352.4 10 0 °I_ 4

1990 10.230/0

	

11.750to

1991 13.37°fo

	

12.00°l0 II^
1992 16. $9°l0

	

12.10°fo
1993 14.04°fo

	

11.65°l0
5.U°lo

1994 1U.800/0

	

11.5C1°la

1995 8.02%

	

11.75°l0
1996 4 33%

	

12 50°40. . 0 0%.
^ ^

1997 3.61oro

	

13.25oro

1998 5.43%

	

14.00% ^ OR

1999 1 51 °!n

	

15 O[l°ln
0 % -a-5 -

2000 17.50% .

2001 14. 75010

2002 13.50%

Moan 7.389/0

	

11.71°,fo

Source: J. Randall Woolridge, "Forecasting Through Rose-Colored Glasses: Projected Versus
Actual EPS Growth Rates for the S&P 500."

Analysts4 5-Year EPS Growth Rate
Forecast For the S&P 500

-m- S&P 500 5-Year EPS GroMh

^ Analysts Forecasted S&P 500 5-Ye
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The Market or Equity Risk Premium

â The Market or Equity Risk
Premium is the Difference
between the Market Return and
the Risk-Free Interest Rate

â Mehra and Prescott (1985)
The Equity Risk
Premium Puzzle

Historic Risk Premiums
are Too High Based on
Economic Fund.a ^i entals

	

. ..
^ere° s

	

T 1 i y Cost

Estimates are Low, the

B ig _ e 6 c.a l Many Cases

I s the Size of the Risk
. remiu. . The M# _ni : ^.^ of

T e . isk. Premium has been

Debated in ^^^ cade.. ic Circles

	

S ince i ' e.

	

and Presc l 's

"r - e : ui y Risk Premium

u e is^^^^."r. ' ^e Primary Iss

Thatat Historic Risk Pre. i m^

Cannot be Justified Based on

Economic Fun . : a s



Risk Premium Approaches
..^

^ e are'. hi°ee Ways to Meas uri . g the Risk Premium, and The are . ^^^^ le. s

and Issues 4Ni Each. .. . o5 . Consultants Em . oy Historical Returns. A Number
of Recent Studies are Critical of the Us€.^ of - is . ic^ Returns to Estimate the

Ex ect^.̂ Risk P rem ium.

Ex Ante Models

and N1arket Data

Investor and expert

	

Current fl^tancial markel prices (simplc.

surveys can provide

	

valuation ratios or DDhI-based measures) can
ject€N^c° cstimates ot'feasilalc ex antedirect istit^latcs of

	

give most ok)

prevailing expected

	

equity--boncl risk premium

rc.turns/p:°^.nmiums

Limited sut°vc:r,

	

Assumptions needed for I)i}11"I inputs, notably
histories and questions

	

the trend cas°i1inlya os•m%lh rsttc°9mahc: even these

oi'gII t•Nc^ms>dels' outputs subjcct€l^c.

rc:presc: ntsttiN ctless.

Range «t` s ieEtis on ti7€s g;ror, th rate (plus ciebdtws

sazrvcvs I,^^)-%teil mt1re

	

on relevant stock and bowl %ieids)

	

raa^ge of

about hc>peei-tor

	

i3renlium csti ►^lates.

^^xpecte€i returns 01<111

a k-sou t objec:tiN e

rcyuircd prc miums
due to irrational hia4E`S

such as extt'apolalion.

1l istot°ical lisx Post

l Accss Returns

	

Nic°<tN^s of Asse.R4sino

the Equitv-BollEl

Risk Premium

	proxy for tilf:y ex axlll€^ prenlrkznt
- bilt iikcl%to be misleading

Iiistrarical avcrage is a popular

	

Pt°olalems.%Debdttet1

14sues

Time Nariat►«n in required

rc.'tur•ns and §yst^.xnwiic selection

and other biases ha4e boosted

	

vaitlations over time, and have

ex<► ;^oeratccl t•ealizcd excess

e=quit^retuf°ns compared with

c.r ante expected prcmitm^^



The Risk Premium

â Among the Issues in Measuring the Risk Premium are:

Geomet ^c vs. Arithmetic Meanseans

Sh . t vs. ...,ong .

	

r^ zon Models
Real vs. i o_ in Rates
Short vs. Long Risk Prem ium Expectation

â The Following Table Shows the Estimated Risk Premiums
Classified into Four Different Types of Studies:

Historic - A Straight Historical Com ris ^^ of Stock and Bond . etur s

Social Security (SS) - A . ^^eries of Studies Commissioned by SS Involving a

Breakdown Fu c ^^ ent F°. c -ors D riv i ng . is Premiums

Puzzle Research - ,_ .^^ ^^s by Ac c emics and Professi . a s that Try
Estimate th e Risk Premium from Fundame a l a ° ( i e SS)

Surveys - Surveys of :... ca. ^ ^ics and CFOs

;. J .iscel. aneous - _ t he. Studiestudies
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^^ut^e f^iaskwfraeEt^(lg E^P ^^ksrsa#^ Data Pod hl^lrs+^l^1
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3.8% 8.4% 19264002 ^t^^d7riG^^
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The Risk Premium

â Straight Historical Ri sk
Premium Estimate s are in the 6
8 Percent Range

â Virtually all SS and Puzzle
Research Studies Indicate that
the Risk Premium is Much
Lower

â The Updated CFO Survey by
Graham and Harvey Indicates a
Risk Premium of 3.8%.I



Risk Premiums l
A Number of Explanations have been

l^FF........i '7',. T_...1...... <xI L... []7..^..^..,.^.."^O

	

1

Risk
^

Prem ium s

	

^.Ex

	

.v
Stock returns used to be much more

volatile than bonds. Today, stock and
bond returns are nearly equally volatile.

The only companies that are still in stock
market indexes are those that have been
successful and are still around. Merged

and bankrupt companies did not survive.

Return series tend to start after unusual
events (war, market closure, etc.) when

assets are cheap.

The pricing in US markets is based on
what could have happened but did not.
The US survived two world wars, and a

depression, but did not suffer from hyper
inflation, invasion, or other calamities of

other countries. Slnc;e these did not
occur, equity returns have been helped.

Change in the Relative Risk of
Stocks and Bonds

Survivorship Bias

Easy Data Bias

Peso Problem
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Risk Premiums

Risk Premiums from
11'alueLine Investment Surv . 1

Some AnaLysts E mploy G£ulu^.̂
Line's Projected Four-Year

Stock Market Return to
Compute an Ex-Ante Risk

	

Premium. H:o`vever, this Studl
Shows that Value .L,inc's

Methodology has Produced
Expected M:arket.Returns Well
Above Actual Market Returns.

Value Line Farecasted Vemus Actnal Four-Year Returns
I 9R4- 211112

Ac>tual

	

Acri,.al

	

PraJec led -

PlUjCI: iCt1

	

S&P 500
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Source: J. Randall Woolridge, "Pitfalls in Using Value Line's Expecte

Stock ^1'[arket Returns in Estimating an Equity Risk Premium."



Risk Premiums
Risk. Premium Equity Cost Rate

12.00

10.00

8.00

6.00 -0-^

4.00

2.00

0.000

S &P P/E -10-Year Real Rate Schedule SCH-15
18 of 25

Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan- Jan-

80 82 84 86 88 90 92 94 96 98 00 02

e Fact That Stock Market Valuation (as Nieasured
by the P/E) has Increased Faster Than the Decrease in

al tnterest Suggests a Decline in the Risk Premium

Real Interest Rate

Source: .1. Randall Woolridge, "The I:quit-v Risk Premium: Evidence from Market Valuation and Ileal Interest Rates."



Risk Premium s
Ri sk Prem ium Eculty Cost Rate
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----i Risk-Free Interest Rate*

	

5.0%
_ T ^ ^ ^^ a ^.. a IVO Long-

Term Rs ^
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Riskand a
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Cost Rate of
7.40% is .0n-i.ated.

Risk-Adjustment Factor

	

.70

Risk Premium"

	

3.45%

Risk Premium

	

7.40%

Equity Cost Rate

30-Year Treasury Rate

Average Beta for Electric, Gas Distribution, and Wa:^-r t:tllities,

Value Line Investment Stnrvey

Risk Premium from Updated Fama French Study (2002).
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Equity Cost Rate Test
And So How . an. One Test W.. e . r an A . ^^^ ^ Re turn

	

Equ ity Meets

Investors' et ^^

	

ir . ^ ^ t?

One at ^.̂  r Si. p. e T. ^ , Described . ^ o-vi,, Involves the

Relationship Between Ret ^^

	

Equity a nd the '

	

ket-t -
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0-c7ncr^^tcible^^^^^^^is those able to r

Should hav^.1 ^^^^^^ei,,® mcrrkeI-Io-boo
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Ira

	

-tros.

	

onrcrx^c1^^4 J11•177AY 1^^^^ic1r ^^^
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t L'of-it a b i ,

11' E > K

44ROE = K

Y'R^^^ < K

ab1^.̂  to generate returns in c:k-ces}^°

for less than book v^^^im-}

^ien Market/Book

then ,l^ (U^^cc)tlBook -^ ^

the^^ Har-et/ ooIT

Noteote on Value rivers," Harvard Business Sc ho case s .u y.



Equity Cost Rate Test
Returns

	

Equ ity and .

	

.

	

.^ Ratios for E lectr ic, Gas, and
Water U ti l ities are rProvided

	

^^

	

Below. ^-

	

^ a

	

$ y
and Market-to-Book Rat ios

	

10.6% and . . , Respect iv fi l. _ ..es:
C learlv Show That

	

Requ ired

	

Common-Equ it^

	

T
.

	

^^
a

^

Range.

Electric

	

Gas

	

Water Average

Return on Equity*

	

10.7%

	

11.1%

	

10.0%

	

10.6%

Market-to-Book

	

1. 5 8

	

1.71

	

2.31

	

1.87
Ratio*

* CA Turner Utility Reports
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The New Tax Law has Further Reduced the

The New Tax. Law

Fhe 1 0^'/, Pre-Tax Return
Produces an After-Tax

IU a Return of 8a 5°/o
Cost of Equity Capital

:z_^a►..sac-^c:-^c ^_. z:'_^_...__..^c^^c: _.Y _ ..

Panel A

Old Tax Law
10% Pre-Tnx. Retiun - 5% Dividend Yield & 5% Capital Gain

Tax Rates - Dividends 30% & Capital Gains 20°ro

Panel B
New Tax Law

10% Pre-Tax Rettun - 5% Dividend Y
Tax Rates - Dividends 15%

	

nd&5
pital G

Capital Gain
s 15%

Dividends

	

capital ts
Total

Dividends
Capital Gain
Total

Pt°e-Tax
Return
5.0ID%I

I

After-Tax
Retui-n

4.25%

Panel C

Under the Old 'hax Law,
A 10`^) Pm-rlwax Return
Produced an After-Tax

Return of 7.5",r/o

Dividends

Capital Gain

Total

The Effect of the New Tax Law on Pre-Tax Returns

Tax Rates - Dividends 15% & Capital Gains 15%
Afteic-Ta..^ Retxuzi - 3.251^'if Dividend Yield & 415% Capital G

Pre-Tax

	

Tax

Assume that a utility has a 10% expected return - 5.0"4) in dividelds ancl 5.0°4o in capital gains.

Under The New Tax 1,aw,
An After-Tax Return of 7a5%o
is Produced with a Pre-Tax
Return of 8.82`1o. Ilencel

The New Tax Law Reduces the
Pre-Tax Required Return by

TLIG IlC:1ti' L^lA l'clW LCUULGJ UIG UUUUIG- W,'itlLlUlt I

of dividends by cutting the tax rate on diN,idends from 30 pereent (the marginal tax bracket tor the average individual taxpaye-) to 15

10.0°% pre-tax i'eturn pro\ided for a 7.5°^, atter-tax return. Panel B shm^ s that under thehercent Panel A shoti^^s that under the old tax laNx a

new tax la«^. ^-vith tax rartes of 15°ro on both diNidends and capital bains, the 10°%i, pre-tax return is worth 8.5% on an atter-tax basis. In Panel

C, I have held the a(ter-tax return constant (at 7.516) to illushate the cttect ofthc new tax law on required pre-tax returns. Assuming that the

entire after-tax 1°,o return ditference (7.5°^i0 to 8.5°;(')) is attributed to the lower taxation of dividends_ the 10.0°'o ptc;-iaX rcOMn under the new

law is now only 8.82o(). In other words. to generate an after-tax return oi'7.50,0, the new tax law reduced the required pre-tax return from

10.01)'i, to S. 8 2 °;i,.



The Impact of the New Tax Law

. ew Tax Law Signed May, 2003
Jitility Dividend Yields have Declined
Despite i.ncrease in I. te est Rates

A 10-Year Treasury Yield -

	

Average Utilitity ^cfte^u^n^^jgld



Rate of Return Summary

y Allowed Returns on Equity Above 10% are
Clearly Excessive

^ Interest Rates are at Historic Lows, and Utility
Risk is Still Much Lower than Most Industries

DCF Equity Cost Rates are in the 8-9 Percent
Range

°v The Big Issue is the Size of the Risk Premium.
Most Recent Studies Indicate that Historic Risk
Premiums are Excessive. These Studies Suggest a
Risk Premium of 3-4 Percent above Long-Term
Treasuries.

v Returns on Equity and Market-to-Book Ratios
also Support Utility Equity Cost Rates Below 10%

^ â The New Tax Law has Lowered Equity Cost
Rates for Utilities -- by up to 100 Basis Points
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Kansas City Power & Light Co.
Discounted Cash Flow Analysis
Summary Of DCF Model Results

Traditional Constant Growth Low Near-Term Growth

Constant Growth DCF Model Two-Stage Growth
Com an DCF Model Long-Term GDP Growth DCF Model

1 Alliant Energy Co. 8.3% 10.3% 10.3%
2 Ameren 9.1 % 11.7% 10.8%

3 American Elec. Pwr. 9.3% 11.3% 11.2%

4 CH Energy Group 8.8% 11.2% 10.5%

5 Cent. Vermont P.S. 12.4% 11.5% 10.7%

6 Con. Edison 9.2% 11.8% 11.1%

7 DTE Energy Co. 10.3% 11.6% 10.9%

8 Duquesne Light 11.4% 12.5% 11.6%

9 Empire District 10.7% 12.5% 11.6%

10 Energy East Corp. 9.7% 11.8% 11.5%

11 FirstEnergy 11.0% 10.2% 10.1%

12 Green Mtn. Power 8.7% 10.6% 10.7%

13 Hawaiian Electric 9.0% 11.1% 10.4%

14 MGE Energy, Inc. 10.5% 11.1% 10.5%

15 NiSource Inc. 8.4% 10.8% 10.4%

16 NSTAR 10.2% 11.0% 11.0%

17 Pinnacle West 10.8% 11.9% 11.6%

18 Progress Energy 9.3% 12.5% 11.8%

19 Puget Energy, Inc. 10.1% 11.3% 10.9%

20 SCANA Corp. 9.8% 11.2% 11.1%

21 Southern Co. 10.3% 11.6% 11.4%

22 Vectren Corp. 9.5% 11.3% 10.9%

23 Westar Energy 9.3% 11.6% 11.3%

24 Xcel Energy Inc. 10.1% 11.5% 11.3%

GROUPAVERAGE 9.8% 11.4% 11.0%

GROUP MEDIAN 9.7% 11.4% 10.9%

Sources: Value Line Investment Survey, Electric Utility (East), Jun 2, 2006; (Central), Jun 30, 2006; (West), Aug 11, 2006.

NOTE: SEE PAGE 5 OF THIS SCHEDULE FOR FURTHER EXPLANATION OF EACH COLUMN.

Schedule SCH-16
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Kansas City Power & Light Co.
Discounted Cash Flow Analysis

Traditional Constant Growth DCF Model

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) (14)

Projected Growth Rate Analysis

Next Year 2009 "BR" Growth Rate Calculation Average ROE

Recent Year's Dividend Retention B*R Value GDP Growth K=Div YId+G

Com an Price PO Div D1 Yield DPS EPS Rate (B) NBV ROE R Growth Zacks Line Growth Cols 9-12) Cols 3+13)

1 Alliant Energy Co. 34.20 1.25 3.65% 1.55 2.45 36.73% 26.35 9.30% 3.42% 4.00% 4.50% 6.60% 4.63% 8.3%

2 Ameren 50.19 2.54 5.06% 2.54 3.30 23.03% 35.30 9.35% 2.15% 6.00% 1.50% 6.60% 4.06% 9.1%

3 American Elec. Pwr. 34.34 1.60 4.66% 1.90 3.25 41.54% 29.50 11.02% 4.58% 3.30% 4.00% 6.60% 4.62% 9.3%

4 CH Energy Group 47.17 2.16 4.58% 2.20 3.25 32.31% 35.25 9.22% 2.98% NA 3.00% 6.60% 4.19% 8.8%

5 Cent. Vermont P.S. 18.67 0.92 4.93% 0.92 1.75 47.43% 18.95 9.23% 4.38% NA 11.50% 6.60% 7.49% 12.4%

6 Con. Edison 44.23 2.32 5.24% 2.38 3.20 25.63% 34.30 9.33% 2.39% 3.90% 3.00% 6.60% 3.97% 9.2%

7 DTE Energy Co. 40.92 2.06 5.03% 2.10 3.75 44.00% 35.75 10.49% 4.62% 5.50% 4.50% 6.60% 5.30% 10.3%

8 Duquesne Light 16.83 1.00 5.94% 1.00 1.50 33.33% 10.60 14.15% 4.72% NA 5.00% 6.60% 5.44% 11.4%

9 Empire District 21.62 1.28 5.92% 1.28 1.50 14.67% 16.75 8.96% 1.31 % NA 6.50% 6.60% 4.80% 10.7%

10 Energy East Corp. 23.73 1.24 5.23% 1.40 2.00 30.00% 21.25 9.41 % 2.82% 4.50% 4.00% 6.60% 4.48% 9.7%

11 FirstEnergy 53.38 1.94 3.63% 2.30 4.50 48.89% 38.75 11.61% 5.68% 5.70% 11.50% 6.60% 7.37% 11.0%

12 Green Mtn. Power 31.07 1.24 3.99% 1.54 2.55 39.61% 24.75 10.30% 4.08% NA 3.50% 6.60% 4.73% 8.7%

13 Hawaiian Electric 27.26 1.24 4.55% 1.24 1.75 29.14% 17.00 10.29% 3.00% 5.20% 3.00% 6.60% 4.45% 9.0%

14 MGE Energy, Inc. 30.65 1.39 4.53% 1.44 2.45 41.22% 19.05 12.86% 5.30% NA 6.00% 6.60% 5.97% 10.5%

15 NiSource Inc. 21.86 0.92 4.21% 1.00 1.75 42.86% 21.25 8.24% 3.53% 3.30% 3.50% 6.60% 4.23% 8.4%

16 NSTAR 28.34 1.26 4.45% 1.50 2.50 40.00% 18.75 13.33% 5.33% 5.00% 6.00% 6.60% 5.73% 10.2%

17 Pinnacle West 40.35 2.13 5.28% 2.43 3.55 31.55% 40.20 8.83% 2.79% 6.80% 6.00% 6.60% 5.55% 10.8%

18 Progress Energy 42.45 2.50 5.89% 2.62 3.40 22.94% 36.65 9.28% 2.13% 3.60% 1.50% 6.60% 3.46% 9.3%

19 Puget Energy, Inc. 21.26 1.00 4.70% 1.10 1.75 37.14% 21.25 8.24% 3.06% 7.00% 5.00% 6.60% 5.41% 10.1%

20 SCANA Corp. 38.73 1.80 4.65% 2.10 3.50 40.00% 30.00 11.67% 4.67% 4.70% 4.50% 6.60% 5.12% 9.8%

21 Southern Co. 32.33 1.62 5.01% 1.88 2.75 31.64% 18.60 14.78% 4.68% 4.80% 5.00% 6.60% 5.27% 10.3%

22 Vectren Corp. 26.83 1.27 4.73% 1.39 2.05 32.20% 18.35 11.17% 3.60% 5.00% 4.00% 6.60% 4.80% 9.5%

23 Westar Energy 21.75 1.08 4.97% 1.24 1.80 31.11% 19.35 9.30% 2.89% 3.30% 4.50% 6.60% 4.32% 9.3%

24 Xcel Energy Inc. 19.16 0.93 4.85% 1.10 1.75 37.14% 16.00 10.94% 4.06% 4.50% 6.00% 6.60% 5.29% 10.1%

GROUP AVERAGE 31.97 1.53 4.82% 1.67 2.58 34.75% 25.16 10.47% 3.67% 4.78% 4.90% 6.60% 5.03% 9.8%

GROUP MEDIAN 4.79% 9.7%

Sources: Value Line Investment Survey, Electric Utility (East), Jun 2, 2006; (Central), Jun 30, 2006; (West), Aug 11, 2006.

NOTE: SEE PAGE 5 OF THIS SCHEDULE FOR FURTHER EXPLANATION OF EACH COLUMN.
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Kansas City Power & Light Co.
Discounted Cash Flow Analysis

	

Constant Growth DCF Model

Long-Term GDP Growth

(15) (16) (17) (18) (19)

Next ROE

Recent Year's Dividend GDP K=Div YId+G

Company Price PO Div D1 Yield Growth Co/s 17+18)

1 Alliant Energy Co. 34.20 1.25 3.65% 6.60% 10.3%

2 Ameren 50.19 2.54 5.06% 6.60% 11.7%

3 American Elec. Pwr. 34.34 1.60 4.66% 6.60% 11.3%

4 CH Energy Group 47.17 2.16 4.58% 6.60% 11.2%

5 Cent. Vermont P.S. 18.67 0.92 4.93% 6.60% 11.5%

6 Con. Edison 44.23 2.32 5.24% 6.60% 11.8%

7 DTE Energy Co. 40.92 2.06 5.03% 6.60% 11.6%

8 Duquesne Light 16.83 1.00 5.94% 6.60% 12.5%

9 Empire District 21.62 1.28 5.92% 6.60% 12.5%

10 Energy East Corp. 23.73 1.24 5.23% 6.60% 11.8%

11 FirstEnergy 53.38 1.94 3.63% 6.60% 10.2%

12 Green Mtn. Power 31.07 1.24 3.99% 6.60% 10.6%

13 Hawaiian Electric 27.26 1.24 4.55% 6.60% 11.1%

14 MGE Energy, Inc. 30.65 1.39 4.53% 6.60% 11.1%

15 NiSource Inc. 21.86 0.92 4.21% 6.60% 10.8%

16 NSTAR 28.34 1.26 4.45% 6.60% 11.0%

17 Pinnacle West 40.35 2.13 5.28% 6.60% 11.9%

18 Progress Energy 42.45 2.50 5.89% 6.60% 12.5%

19 Puget Energy, Inc. 21.26 1.00 4.70% 6.60% 11.3%

20 SCANA Corp. 38.73 1.80 4.65% 6.60% 11.2%

21 Southern Co. 32.33 1.62 5.01 % 6.60% 11.6%

22 Vectren Corp. 26.83 1.27 4.73% 6.60% 11.3%

23 Westar Energy 21.75 1.08 4.97% 6.60% 11.6%

24 Xcel Energy Inc. 19.16 0.93 4.85% 6.60% 11.5%

GROUP AVERAGE 31.97 1.53 4.82% 6.60% 11.4%

GROUP MEDIAN 4.79% 11.4%

Sources: Value Line Investment Survey, Electric Utility (East), Jun 2, 2006; (Central), Jun 30, 2006; (West), Aug 11, 2006.

NOTE: SEE PAGE 5 OF THIS SCHEDULE FOR FURTHER EXPLANATION OF EACH COLUMN.
Schedule SCH-16
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Kansas City Power & Light Co.
Discounted Cash Flow Analysis

Low Near-Term Growth
Two-Stage Growth DCF Model

(20) (21) (22) (23) (24) (25) (26) (27) (28) (29) (30)

Next Annual CASH FLOWS ROE=lnternal
Year's 2009 Change Recent Year 1 Year 2 Year 3 Year 4 Year 5 Year 5-150 Rate of Return

Company Div Div to 2009 Price Div Div Div Div Div Div Growth (Yrs 0-150)

1 Alliant Energy Co. 1.25 1.55 0.10 34.20 1.25 1.35 1.45 1.55 1.65 6.60% 10.3%
2 Ameren 2.54 2.54 0.00 50.19 2.54 2.54 2.54 2.54 2.71 6.60% 10.8%
3 American Elec. Pwr. 1.60 1.90 0.10 34.34 1.60 1.70 1.80 1.90 2.03 6.60% 11.2%
4 CH Energy Group 2.16 2.20 0.01 47.17 2.16 2.17 2.19 2.20 2.35 6.60% 10.5%
5 Cent. Vermont P.S. 0.92 0.92 0.00 18.67 0.92 0.92 0.92 0.92 0.98 6.60% 10.7%
6 Con. Edison 2.32 2.38 0.02 44.23 2.32 2.34 2.36 2.38 2.54 6.60% 11.1%
7 DTE Energy Co. 2.06 2.10 0.01 40.92 2.06 2.07 2.09 2.10 2.24 6.60% 10.9%
8 Duquesne Light 1.00 1.00 0.00 16.83 1.00 1.00 1.00 1.00 1.07 6.60% 11.6%
9 Empire District 1.28 1.28 0.00 21.62 1.28 1.28 1.28 1.28 1.36 6.60% 11.6%

10 Energy East Corp. 1.24 1.40 0.05 23.73 1.24 1.29 1.35 1.40 1.49 6.60% 11.5%
11 FirstEnergy 1.94 2.30 0.12 53.38 1.94 2.06 2.18 2.30 2.45 6.60% 10.1%
12 Green Mtn. Power 1.24 1.54 0.10 31.07 1.24 1.34 1.44 1.54 1.64 6.60% 10.7%

13 Hawaiian Electric 1.24 1.24 0.00 27.26 1.24 1.24 1.24 1.24 1.32 6.60% 10.4%
14 MGE Energy, Inc. 1.39 1.44 0.02 30.65 1.39 1.41 1.42 1.44 1.54 6.60% 10.5%
15 NiSource Inc. 0.92 1.00 0.03 21.86 0.92 0.95 0.97 1.00 1.07 6.60% 10.4%
16 NSTAR 1.26 1.50 0.08 28.34 1.26 1.34 1.42 1.50 1.60 6.60% 11.0%
17 Pinnacle West 2.13 2.43 0.10 40.35 2.13 2.23 2.33 2.43 2.59 6.60% 11.6%
18 Progress Energy 2.50 2.62 0.04 42.45 2.50 2.54 2.58 2.62 2.79 6.60% 11.8%
19 Puget Energy, Inc. 1.00 1.10 0.03 21.26 1.00 1.03 1.07 1.10 1.17 6.60% 10.9%
20 SCANA Corp. 1.80 2.10 0.10 38.73 1.80 1.90 2.00 2.10 2.24 6.60% 11.1%
21 Southern Co. 1.62 1.88 0.09 32.33 1.62 1.71 1.79 1.88 2.00 6.60% 11.4%
22 Vectren Corp. 1.27 1.39 0.04 26.83 1.27 1.31 1.35 1.39 1.48 6.60% 10.9%
23 Westar Energy 1.08 1.24 0.05 21.75 1.08 1.13 1.19 1.24 1.32 6.60% 11.3%
24 Xcel Energy Inc. 0.93 1.10 0.06 19.16 0.93 0.99 1.04 1.10 1.17 6.60% 11.3%

GROUP AVERAGE 1.53 1.67 0.05 31.97 11.0%
GROUP MEDIAN 10.9%

Sources: Value Line Investment Survey, Electric Utility (East), Jun 2, 2006; (Central), Jun 30, 2006; (West), Aug 11, 2006.

NOTE: SEE PAGE 5 OF THIS SCHEDULE FOR FURTHER EXPLANATION OF EACH COLUMN.
Schedule SCH-16
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Kansas City Power & Light Co.
Discounted Cash Flow Analysis

DCF Analysis Column Descriptions

Column 1: Three-month Average Price per Share (May 2006-Jul 2006)

Column 2: Estimated 2007 Dividends per Share from Value Line

Column 3: Column 2 Divided by Column 1

Column 4: Estimated 2010 Dividends per Share from Value Line

Column 5: Estimated 2010 Earnings per Share from Value Line

Column 6: One Minus (Column 4 Divided by Column 5)

Column 7: Estimated 2010 Net Book Value per Share from Value Line

Column 8: Column 5 Divided by Column 7

Column 9: Column 6 Multiplied by Column 8

Column 10: "Next 5 Years" Company Growth Estimate as
Reported by Zacks.com

Column 11: "Est'd 03-05 to 09-11" Earnings Growth
Reported by Value Line.

Column 12: Average of GDP Growth During the Last 10 year, 20 year,
30 year, 40 year, 50 year, and 58 year growth periods.

Column 13: Average of Columns 9-12

Column 14: Column 3 Plus Column 13

Column 15: See Column 1

Column 16: See Column 2

Column 17: Column 16 Divided by Column 15

Column 18: See Column 12

Column 19: Column 17 Plus Column 18

Column 20: See Column 2

Column 21: See Column 4

Column 22: (Column 21 Minus Column 20) Divided by Three

Column 23: See Column 1

Column 24: See Column 20

Column 25: Column 24 Plus Column 22

Column 26: Column 25 Plus Column 22

Column 27: Column 26 Plus Column 22

Column 28: Column 27 Increased by the Growth
Rate Shown in Column 29

Column 29: See Column 12

Column 30: The Internal Rate of Return of the Cash Flows
in Columns 23-28 along with the Dividends
for the Years 6-150 Implied by the Growth
Rates shown in Column 29

Schedule SCH-16
Page 5 of 5



Kansas City Power & Light Co.
Risk Premium Analysis

MOODY'S AVERAGE
PUBLIC UTILITY
BOND YIELD (1)

	

1980

	

13.15%

	

1981

	

15.62%

	

1982

	

15.33%
	1983

	

13.31%

	

1984

	

14.03%

	

1985

	

12.29%

	

1986

	

9.46%

	

1987

	

9.98%
	1988

	

10.45%

	

1989

	

9.66%
	1990

	

9.76%

	

1991

	

9.21%

	

1992

	

8.57%
	1993

	

7.56%

	

1994

	

8.30%

	

1995

	

7.91%
	1996

	

7.74%

	

1997

	

7.63%

	

1998

	

7.00%

	

1999

	

7.55%

	

2000

	

8.14%
	2001

	

7.72%

	

2002

	

7.53%

	

2003

	

6.61%

	

2004

	

6.20%

	

2005

	

5.67%

	

Jun-06

	

6.11%
	AVERAGE

	

9.35%

AUTHORIZED
ELECTRIC

RETURNS (2)
	14.23%

	

15.22%
15.78%

	15.36%
15.32%
15.20%

	13.93%

	

12.99%

	

12.79%
12.97%
12.70%

	12.55%

	

12.09%

	

11.41%

	

11.34%
11.55%
11.39%

	11.40%
11.66%

	10.77%
11.43%

	

11.09%
11.16%
10.97%
10.75%
10.54%

	10.57%
12.49%

INDICATED
RISK

PREMIUM
1.08%

-0.40%
0.45%
2.05%
1.29%
2.91%
4.47%
3.01%
2.34%
3.31%
2.94%
3.34%
3.52%
3.85%

	3.04%
3.64%
3.65%
3.77%
4.66%

	3.22%
3.29%
3.37%
3.63%
4.36%
4.55%

	4.87%
4.46%
3.14%

INDICATED COST OF EQUITY
PROJECTED TRIPLE-B UTILITY BOND YIELD*

	

6.95%
MOODY'S AVG ANNUAL YIELD DURING STUDY

	

9.35%
INTEREST RATE DIFFERENCE

	

-2.40%

INTEREST RATE CHANGE COEFFICIENT

	

-42.49%
ADUSTMENT TO AVG RISK PREMIUM

	

1.02%

BASIC RISK PREMIUM

	

3.14%
INTEREST RATE ADJUSTMENT

	

1.02%
EQUITY RISK PREMIUM

	

4.16%

PROJECTED TRIPLE-B UTILITY BOND YIELD*

	

6.95%
INDICATED EQUITY RETURN

	

11.11%

Sources:
(1) Moody's Investors Service
(2) Regulatory Focus, Regulatory Research Associates, Inc.
*Projected triple-B utility bond yield is 125 basis points over projected long-term
Treasury rate from Schedule SCH-R-3.
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Kansas City Power & Light Co.
Risk Premium Analysis

Authorized Equity Risk Premiums vs. Utility Interest
Rates (1980-June 2006)

6% ,

5%

•

4%

3% •

42%

1%

	

y = -0.4249x + 0.0711

R2 = 0.8602
0%

-1% - --T

5%

	

7%

	

9%

	

11%

	

13%

	

15%

Average Utility Interest Rates
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BEFORE THE PUBLIC SERVICE COMMISSION
OF THE STATE OF MISSOURI

In the Matter of the Application of Kansas City
Power & Light Company to Modify Its Tariff to

	

Case No. ER-2006-0314
Begin the Implementation of Its Regulatory Plan

AFFIDAVIT OF SAMUEL C. HADAWAY
STATE OF TEXAS

	

)
) ss

COUNTY OF TRAVIS

	

)

Samuel C. Hadaway, being first duly sworn on his oath, states:

1.

	

My name is Samuel C. Hadaway. I am employed by FINANCO, Inc. in Austin,

Texas. I have been retained by Great Plains Energy, Inc., the parent company of Kansas City

Power & Light Company, as an expert witness to provide cost of capital testimony on behalf of

Kansas City Power & Light Company.

2.

	

Attached hereto and made a part hereof for all purposes is my Rebuttal Testimony

on behalf of Kansas City Power & Light Company consisting of 27 pages and Schedules

SCH-9 through SCH-R-17, all of which having been prepared in written form for introduction

into evidence in the above-captioned docket.

3.

	

I have knowledge of the matters set forth therein. I hereby swear and affirm that

my answers contained in the attached testimony to the questions therein propounded, including

any attachments thereto, are true and accurate to the best of my knowledge, information and

belief.

^Ql/y1u►^.QQ ^ 1^^^1^ib
Samuel C. Hadaway

Subscribed and sworn before me this Aay of September 2006.
.........................

;

	

JENNIFER LYNNE GARNE

Notary Public
STATE OF TEXAS

My Comm. Exp. 04-11-2010


