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1

	

Q . PLEASE STATE YOUR NAME.

2

	

A.

	

David W. Gibson .

3

	

Q. ARE YOU THE SAME DAVID W. GIBSON WHO PREVIOUSLY FILED DIRECT

4 TESTIMONY WITH THE MISSOURI PUBLIC SERVICE COMMISSION

5

	

("COMMISSION") IN CASE NO . ER-2002-424 ON BEHALF OF THE EMPIRE

6

	

DISTRICT ELECTRIC COMPANY ("EMPIRE" OR "COMPANY")?

7

	

A.

	

Yes, I am.

8

	

Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

9

	

A. To respond to certain matters raised by the Missouri Public Service Commission Staff

10

	

("Staff") witness,David Murray and Office of Public Counsel ("Public Counsel") witness

11

	

Mark Burdette concerning capital structure and return on common equity .

12

13

	

CAPITAL STRUCTURE

14

15

16

17

Q. DO YOU AGREE WITH THE CAPITAL STRUCTURE PROPOSALS THAT HAVE

BEEN PRESENTED BY STAFF WITNESS MURRAY AND PUBLIC COUNSEL

WITNESS BURDETTE?
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1 A. The capital structure that was presented by Mr. Burdette, in his direct testimony, represents

2 Empire's actual capital structure as of June 30, 2002 and is a reasonable capital structure on

3 which to set rates in this case . The capital structure that was presented by Mr. Murray in his

4 direct testimony, however, includes short-term debt and therefore is not a reasonable one on

5 which to set rates .

6 Q. WHY IS IT NOT REASONABLE TO INCLUDE SHORT-TERM DEBT IN EMPIRE'S

7 CAPITAL STRUCTURE?

8 A. Short-term debt is exactly that, it is of a short duration . Empire has used short-term debt as a

9 bridge to permanent financing and not as a means of permanent financing .

to Q. PLEASE EXPLAIN.

11 A. In general, the Company uses short-term debt to finance construction projects as well as

12 financing normal fluctuations in cash flow due to operating requirements. Since

13 Construction Work in Progress ("CWIP") is not included in rate base, the financing of that

14 should be excluded from the capital structure .

15 Q. HOW SHOULD SHORT-TERM DEBT BE TREATED?

16 A. A reasonable approach would be to determine if CWIP is greater than short-term debt and if

17 that criteria is met, then exclude the short-term debt from the capital structure .

18 Q. HAS THAT PRACTICE BEEN USED IN PRIOR RATE CASES?

19 A. Yes, both Staff and Public Counsel have utilized this method in the past and appropriately

20 excluded short-term debt from Empire's capital structure .

21 Q. WHY DOES THE STAFF RECOMMEND A DEPARTURE FROM THAT PRACTICE IN

22 THIS CASE?
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1

	

A.

	

As of June 30, 2002, Empire had $62,000,000 in short-term debt and a CWIP balance of

2

3

4

5

6

7

s

9

10

11

12

13

	

RETURN ON COMMON EQUITY

14

15

	

Q. WHAT RATE OF RETURN ON COMMON EQUITY IS PROPOSED BY MR. MURRAY

16

	

AND MR. BURDETTE?

17

	

A.

	

Mr. Murray has recommended a rate of return on common equity ("ROE") of 9 .16 to

18

	

10.16% while Mr. Burdette has recommended 10.1 to 10.4% .

19

	

Q. HOW DO YOU CHARACTERIZE THESE RECOMMENDATIONS?

20

	

A.

	

They are neither just or reasonable as they are unreasonably low.

21

	

Q. PLEASE EXPLAIN.

$21,904,242 . On the surface, this would appear to require the inclusion of short-term debt in

the capital structure . However, as I indicated previously, short-term debt is used by Empire

not only as a bridge to financing CWIP, but it is also used to finance normal fluctuations in

the Company's operating requirements . In this instance, the balance of the short-term debt

as of May, 31, 2002 was $11,200,000 and CWIP was $31,156,612 . Clearly, the balance as

of the end ofMay met the criteria for CWIP being greater than short-term debt .

Q. DOES EMPIRE HAVE ANY CURRENT PLANS FOR FUTURE FINANCINGS?

A. Empire is reviewing its future financing needs in light of operating performance,

construction requirements and market conditions . This is the same process that we have

historically followed .



1

	

A.

	

Both Messrs . Murray and Burdette recognize that the in order to have a fair return, that "The

2

	

return should be reasonably sufficient to assure confidence in the financial soundness

3

	

(italics added) of the utility and should be adequate, under efficient and economical

4

	

management, to maintain and support its credit and enable it to raise the money necessary

5

	

for the proper discharge of its public duties ." (Murray direct page 4, lines 21-25 and

6

	

Burdette direct page 25, lines 22-26) . In a recent opinion about Empire issued by Moody's

7

	

rating agency, it was noted that the outlook for the Company was negative for both short-

s

	

term (Rebuttal Schedule DWG-1) and long-term debt (Rebuttal Schedule DWG-2) .

9

	

Standard & Poor's ("S&P") recently downgraded Empire to BBB for Senior Secured long-

1o

	

term debt (Rebuttal Schedule DWG-3) . At the same time, S&P downgraded the Trust

t t

	

Preferred Stock to BB+, which is not considered to be investment grade . In addition, a

12

	

recently released Summary Report by A.G. Edwards (Rebuttal Schedule DWG-4) raises

13

	

concerns about the historically low allowed rates of return on common equity . All of these

14

	

opinions do not appear to show the needed confidence in the financial future of Empire .

15

	

Q. WHAT IS YOUR UNDEDRSTANDING AS TO WHY THESE THREE AGENCIES

16

	

HAVE CONCERNS WITH THE FINANCIAL FUTURE OF EMPIRE?

17

	

A.

	

All three cite the need for regulatory support . In addition, S&P and A.G . Edwards cite the

18

	

regulatory environment in Missouri, which is marked by relatively low returns on common

19 equity .

20

	

Q. DO THESE OPINIONS AFFECT THE CAPITAL MARKETS FROM WHICH EMPIRE

21

	

MUST DEPEND ON IN ORDER TO MEET ITS OBLIGATION TO SERVE?

22 A. Yes.

-4
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1

	

Q. PLEASE EXPLAIN .

2

	

A.

	

Empire competes with all other entities, both regulated and non-regulated, for the necessary

3

	

capital to carry out its obligation to provide safe and reliable service .

	

If a rating agency

4

	

lowers a rating for Empire, then the cost of any future issuance will increase . In some cases,

5

	

ifthe financial performance of Empire is not sufficient, then a form of capital financing may

6

	

be not be available to the Company. This was what recently happened with respect to any

7

	

issuance of secured long-term debt.

	

Empire was not permitted to issue any of these

8

	

obligations due to not meeting the required interest coverage ratios.

9

	

Q. DO YOU HAVE AN EXPLANATION AS TO WHY BOTH MR. MURRAY AND MR.

10

	

BURDETTE COME UP WITH UNREASONABLY LOW RETURNS ON COMMON

11 EQUITY?

12

	

A.

	

Yes, but first the process for determining a recommended ROE must be considered .

13

	

Q .

	

PLEASE EXPLAIN.

14

	

A.

	

The process is comprised of two components . The first is the dividend yield and the second

15

	

is the growth rate . The determination of an appropriate ROE for Empire has been made

16

	

more difficult by the need to determine an appropriate growth rate .

17

	

Q. WHAT DID MR. BURDETTE DETERMINE TO BE AN APPROPRIATE GROWTH

18 RATE?

19

	

A.

	

Mr. Burdette uses a 3% growth rate for the lower end of his recommended ROE range . This

20

	

is based on projected Empire data for the period 2005-07 in his retention growth calculation .

21

	

The curious part of the calculation is that it indicates a ROE of 11% and yet his overall

22

	

recommendation is for a range of 10.1% to 10.4%. The other assumption is that the

- 5
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1

	

dividend is maintained at $1 .28 per share for the same period . This would make it 15 years

2

	

since the stockholders have received a dividend increase .

	

For this upper end of his

3

	

recommended ROE range he has used the proxy growth rate of 4 .58% along with their

4

	

dividend yield of 5 .81 %.

5

	

Q. PLEASE DISCUSS THE PROXY DATA.

6

	

A.

	

The use of the proxy growth rate would seem reasonable if it were added to Empire's

7

	

dividend yield and not the proxy groups dividend yield . If Empire were to have the same

8

	

dividend yield of 5.81%, the common stock would need to be trading at over $22, which is

9

	

over $4 greater than the amount he used to determine the yield for Empire . It is also higher

10

	

than any ofthe 6 month data which was shown on Mr. Burdette's Schedule MB-7, page 2 of

11

	

2 by approximately $1 .80 . It should also be pointed out that the data shown on his Schedule

12

	

MB-8 indicates that if the negative growth rate of DQE were to be excluded, then the ROE

13

	

rate would be 11 .13% or .73% greater than the 10.4% that is recommended as the top of the

14

	

ROE range .

15

	

Q. HOW DID MR. MURRAY ARRIVE AT A GROWTH RATE?

16

	

A.

	

Mr. Murray used the 3% growth rate that was indicated in an Equity Research Summary

17

	

Report ("Report") by A. G . Edwards. He chose this over other growth rates that were

18

	

higher. It is worth noting, that in a more recent Report indicates that the base for the 3%

19

	

was based on an earned ROE of 11% (see Rebuttal Schedule DWG-4) . This is obviously

20

	

much higher than Mr. Murray's recommendation of a 3% growth rate and resulting 9.16%

21 ROE.
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1 Q. WHAT DOES THIS INDICATE IN RELATION TO THE 3% THAT WAS USED BY MR.

2 MURRAY?

3 A. Without the 3% growth rate recommended by A. G. Edwards, there is no support for the

4 growth rate of 3% that is recommended by Mr. Murray. Therefore, it is assumed that the

5 4% would be used for the lower end of the recommended ROE or 10.16%.

6 Q. DO YOU HAVE ANY OTHER COMMENTS ABOUT THE A. G. EDWARDS REPORT?

7 A. Yes. In the Report, it was observed that by establishing a low ROE, the growth rate is also

8 lower. Or to put it another way, by establishing a low growth rate, a low ROE is the result .

9 Q . DO YOU HAVE ANY OTHER COMMENTS?

10 A. Yes. These issues should not viewed as separate and therefore not related . The market for

1 t permanent as well as short-term financing is related to the financial health of Empire. If the

12 rate of return is set so low as to jeopardize that financial health, then the access to those

13 markets will become more expensive or may even disappear . Empire has an obligation to

14 serve present and future customers and as such this requires us to maintain and build plant .

15 If the return on common equity is not adequate, then that obligation to serve may be in

16 jeopardy .

17 Q. DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

18 A. Yes, it does .
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Liquidity Risk Assessment: Empire District Electric Company (The)

Empire District Electric Company (The)

Joplin, Missouri, United States

Broad Industry.

	

Public Utility
Specific Industry:

	

Integrated Electric Utility
Short Term Rating:

	

P-2

Contacts

Analyst

	

Phone
Robert Johnson/New York

	

1.212.553.1653
Daniel Gates/New York

Opinion

Rebuttal Schedule DT-IG-1

Global Credit Research 1 °f 2

liquidity Risk Assessment
14 AUG 2002

The Prime 2 short term rating of Empire District Electric Company (EDE) reflects the
utility's stable service territory and financial position. However, the outlook remains
negative, as FFO interest coverage ratios are at the low end of the range for the rating
category. EDE has increased its use of leverage In recent years to finance the
construction of its generating capacity. The result has been a weakening of the
company's cash flow coverage levels . Construction expenditures are estimated by the
company to average $70 million a year through 2004, while cash provided by operating
activities was $35 million in fiscal year 2001, creating a funding gap that has been met
through external financing . The company Issued equity In December 2001 and again in
May 2002, demonstrating its willingness to issue equity versus adding more leverage to
its capital structure . Continuing favorable regulatory rate rulings, coupled with an
improvement in Its debt protection measures through deleveraging could serve to
strengthen its standing within its rating category .

The company's liquidity is sufficient based on its $100 million syndicated credit with 6
regional banks in excess of its commercial paper outstanding (peak usage estimated to
be $80 Million) . However, concentration among a few financial institutions is an issue
investors should note, since the relatively small size of the commercial paper program
leaves the company with a small number of banks providing liquidity support . The back
up liquidity line of credit expires in May 2003.

The new syndicated credit eliminated rating triggers, however, the size of the short tern
borrowing program has been large relative to the size of the company . We would expect
future construction programs to be financed with long term capital rather that short term
debt which could ease any possible liquidity strain.



fb Convdabt 2002 by Moody's Investors Service, 99 Church Street, New York, NY 10007. All rights reserved.

ALLINFORMATION CONTAINED HEREIN IS COPYRIGHTED IN THE NAME OF MOODYS INVESTORS SERVICE, INC. ('MOODYS"),
AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED,
TRANSFERRED, DISSEMINATED, REDISTRMUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FORANY SUCH PURPOSE, IN
WHOLE OR IN PART, IN ANY FORM OR MANNEROR BY ANY MEANS WHATSOEVER, BYANY PERSON WITHOUT MOODYS PRIOR
WRITTEN CONSEtfI. All Information contained herein Is obtained by MOODYS from sources believed by R to be accurate and
reliable. Because of the possibility of human and mechanical error as well as other factors, however, such information is provided
'as Is' without warranty of any kind and MOODYS, In particular, makes no representation or warranty, express or Implied, as to
the accuracy, timeliness, completeness, merchantabiTrty or fitness for any particular purpose of any such information. Under no
circumstance shall MOODYS have any liabibty to any person or entity for (a) any loss or damage In whole or In part caused by,
resulting from, or relating to any ertor (negligent or otherwise) or other circumstance or contingency within or outside the
control of MOODYS or any ofits directors, officers, employees or agents In connection with the procurement, collection,
compilation, Interpretation, communication, publication or delivery of any such information, or (b) any direct, Indirect, special,
consequential, compensatory or Incidental damages whatsoever (including without limitation, lost profits), even If MOODYS Is
advised In advance ofthe possibility ofsuch damages, resulting from the use of, or Inability to use, any such information. The
credit ratings, if any, constituting part of the Information contained herein are, and must be construed solely as, statements of
oplolon and not statements of fact or recommendations to purchase, sell or hold any securities . NO WARRANTY EXPRESS OR
IMPLIED, AS TO THEACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABI ITYOR FITNESS FOR ANY PARTICULAR
PURPOSE OFANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODYS IN ANY FORM OR
MANNERWHATSOEVER. Each rating or other opinion must be weighed solely as one factor In any Investment decision made by
or on behalf of any user of the Information contained herein, and each such user must accordingly make its own study and
evaluation of each security and of each_issuer and guarantor of, and each provider of credit support for, each security that R
may consider purchasing, holding or selling . Pursuant to Section 17(b) of the Securities Act of 1933, MOODYS hereby discloses
that most Issuers of debt securities (including corporate and municipal bonds, debentures, notes and commercial paper) and
preferred stock rated by MOODYS have, priorto assignment of any rating, agreed to pay MOODYS for the appraisal and rating
services rendered by R fees ranging from $1,000 to $1,500,000 .
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Joprin, Missouri, United States

Ratings

aloody's Investors Service
GkWOredr

cateaarv

	

Moody's Rating

issuer Rating

	

Baa2
First Mortgage Bonds

	

Baal
Senior Secured Shelf

	

(P)Baat
Senior Unsecured

	

Baa2
subordinate Shelf

	

(P)Baa3
Commercial Paper -

	

R2

Contacts

Analyst

	

phone

Robert JohnsoWNew York

	

12125M1653
Daniel GatesNewYork

Opinion

Rating Rationale

Rebuttal Schedule DWG-2
Page 1 of 2

FundamentalGeld Research
Minion Update

PWGstied 14Art? 2002

The Baal senior secured rating of Empire District. Electric Company(EDE) reflects the utWs management,
prospects for sales grox7h, and its stable service territory. However, EDE has increased Its use of leverage to
finance the construction of its generatingassets, resulting in a sustained deterioration of debt protection
measures. FFOAnterest for the fast quarter ended March 31, 2002,was 1.ex Regulatory lag in cost recoveries
through rate Increases has treated funding needs which were met through the capital markets. Thecompany,
however, has demonstrated Its willingness to issue equity to satisfyits financing needs._

ToWIts exposure to high purchased power costs, the company will continue
building

newgeneration
facilities. Pro)ected construction expenditures average$70 million annually for the next two years which are
expected to taper offto approximately $50 million a year In 2005. Taking on additional debt to financethese
construction expenditures

will
further pressure EDE's coverage ratios, which are on the low end of Its rating

category.

Recent Evehts

As planned, the company issued $50 million of common stock to May2002 to pay off shortterm debt and
matudng long term debt

	

'
Thecompany received rate decisions from both the Nrrssouri and the Kansas regulators, helping It to recoup

some of Its costs. With a natural gas hedging program in place and the establishment of an interim energy
charge (IEC), fluctuations in fuel costs are not expected to.significantly affect the company's operating results.

Rating Oellook



Negative, Continuing regulatory support, future successes in issuing equityto finance capital e?nddures and

improvement of debt protection measures through deleveraging would be needed to stabf¢e the rating outlo*
assundng improved coverage ratios .

Rebuttal Schedule DWG- 2
Page 2 of 2
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STANDARD
Pr1'Q()R'S

Your Connection to Standard & Poor's
Utilities Ratings Team

Standard & Poor's is pleased to provide ongoing service to the investment community.

This report was reproduced from Standard & Poor's RatingsDirect, the premier source ofreal-time, Web-based credit
ratings and research from an organization that has been a leader in objective credit analysis for more than 140 years. To
preview this dynamic on-line product, visit ourRatingsDirect Web site at www.standardandpoors.com/ratingsdirect.
Click here to apply for a FREE 30-day trial!

Ratings On Empire District Electric Co. Lowered To 'BBB' ; Outlook
Stable

Todd A Shipman, CFA, New York (1) 212-438-7676 ; Craig Hauret, New York
(1) 212-438-7938

Summary analysis -- Empire District Electric Co- ------------------ 02-Jul-2002

CREDIT RATING : BBB/Stable/A-2

	

Country :

	

United States
State/Province : Missouri
Primary SIC :

	

Electric Services
Mult . CUSIP6 : 291641

Credit Rating History ;

Local currency

	

Foreign currency
02-Jul-2002 BBB/A-2

	

BBB/A-2
20-May-1994 A-/A-2

	

A-/A-2

Rationale
On July 2, Standard & Poor's lowered its corporate credit rating on Joplin,
Mo .-based Empire District Electric Co . (EDE) to `BBB' from `A-' . The rating on
the company's commercial paper program remains at A-2 . The outlook was revised
to stable from negative .

The rating action on energy provider EDE reflects a downward trend in the
company's financial profile that was not adequately stemmed in recent
regulatory actions . Roughly 80% of EDE's revenues are derived in Missouri,
where the regulatory environment is marked by relatively low allowed ROES, low
plant depreciation allowances, and the lack of a permanent fuel adjustment
clause to help shield the company from its markedly increased dependence on
natural gas . While the temporary fuel and purchased-power mechanism now in
place in Missouri helps to mitigate potential volatility in energy prices
through 2003, Standard & Poor's is concerned about future regulatory policy

file://C:\WINDOWS\Temporary%20Intemet%20Files\Content .IE5\QREDKJ27\07-02-02%20attachment%21 .. 9/21/02
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Page 2 of 3'

	

Page 2 of 3regarding the timely recovery of prudently incurred fuel and purchased-power
expenses .

EDE has an average business profile, and a financial position (adjusted
for purchased power obligations) that is marginally adequate for the new
rating . The business profile is supported by a healthy service area with
limited industrial concentration, negligible unregulated activities, and a
credit-quality conscious management . In addition to the aforementioned
regulatory environment, concerns include EDE's reliance on the Asbury coal
plant, illustrated by the company's poor financial performance in 2001 during
which the plant experienced extended maintenance . This dependence will diminish
as more capacity comes on line through 2004, but Asbury will still provide a
significant amount of generation . Furthermore, Nox compliance issues at the
plant will affect the company's operating and financial risks going forward .

Continued reductions in capital spending (outside of expansion) and cost
controls are leading to improved earnings protection . Rates are higher, but EDE
will remain competitive in the region . In addition, the other principal
financial measures are expected to fall in line with levels suitable for the
established risk profile at the `BBB' level : funds from operations (FFO) to
debt at 20%, FFO coverage at 3 .5 times, and debt to capital at 53% .

Outlook
The stable outlook assumes reasonable regulatory response in future rate
proceedings, manageable environmental compliance costs that are recoverable
through rates, and the continued improvement in risk management of the
company's generation fleet, fuel procurement, and purchased-power needs .

Ratings List

Empire District Electric Co .
Corporate credit rating

	

BBB/Stable/A-2

A complete list of the ratings is available to RatingsDirect subscribers
at www .ratingsdirect .com, as well as on Standard & Poor's public Web site at
www .standardandpoors .com under Ratings Actions/Newly Released Ratings.

For a complete list ofratings, please click the hyperlink provided here
http://www rtr standardandpoors .com/NASApp/rtr/InitiaIRtrServlet

RatingsDirect Link isa FREE service provided by Standard &Pools. If you do not wish to receive further E-mails related to this topic only, please click hem or send a blankE-mail to lea e-
CIiN,

	

rat gsl'ststandard dpoorsco

If you do not wish to receive further E-mails on any topic, please click hero or send an E-mail with the subject "Umvbscribe" to our_ge_@p_tjnpslist.standardendp.oors wm .

If you would like to be added to this list, please click here or send a blank E-mail to join-mill

	

muralist smndardandgoors com You will be asked to confirm your request .

For additional information on Standard & Faces visit our web site at h_(tp://wwaandardandpopmc_om.

This report was reproduced from Standard &Pools RatingsDirect, the premier source of real-time. Web-based credit ratings and research from an organization that has been a leader inobjective credit analysis for more than 140 years . To preview this dynamic on-line product, visit our RatingsDirect Web site at hau://WWW.slandudmdowrs com/mtinp5dimct.

Published by Standard &Pools, a Division ofThe McGraw-Hill Companies, Inc. Executive offices : 1221 Avenue of the Americas, New York,N.Y . 10020. Editorial offices : 55 Water
Street. New York, NY 10041. Subscriber services: (1) 212438-7280. Copyright 2002 by The McGraw-Hill Companies, Ire. Reproduction in whole or in part prohibited except by

file://C:\WINDOWS\Temporary%20Intemet%20Files\Content .IE5\QREDKJ27\07-02-02%20attachmenta/o21.. . 9/21/02
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permission. All rights reserved . Information has been obtained by Standard & Pools from sources believed to be reliable. However, because of the possibility ofhuman or mechanical error
by our sources, Standard & Poors or others, Standard & Pools does not guarantee the accuracy, adequacy, or completeness ofmy information and is not responsible for my errors or
omissions or the result obtained from the use of such information. Ratings are statements of opinion, not statements of fact or recommendations to buy, hold, or sell my securities.

Standard & Poors receives compensation for rating obligations . Such compensation is based on the time and effort to determine the rating and is normally paid either by the issuers of such
securities or by the underwriters participating in the distribution thereof. The fees generally vary from US$5,000 to over USS1,000,000. While Standard & Poors reserves the right to
disseminate the rating, it receives no payment for doing so, except for subscriptions to its publications. Ratings are statementsofopinion, not statementsof fact or recommendations to buy,
hold or sell my securities. Ratings are based on information received by Ratings Services. Other divisions of Standard & Poors my have information that is not available to Ratings
Services.

Standard & Poors uses web usage, billing, and contact data from subscribers for billing and order fulfillment purposes, for new product development and occasionally to inform subscribers
about products or services from Standard & Poors and The McGraw-Hill Companies . If you have any questions about our privacy practices or would like to review the accuracy of the
infomation you've provided, please contact Edward Tyburczy at edward tvburczyAstandardandooors .com or refer to The McGraw-Hill companies customer Privacy Policy at
hire //w,vw .mcmrmv-hiII .com/mi,acv .htmI .
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Equity Research Summary Report

Empire District Electric
September 19, 2002

Hold/Conservative
EDE/NYSE/16.91

Disclosure Information. Please refer to the final pages ofthis report for important disclosure
information.

Analyst:

	

Timothy M. Winter, CFA

	

Associate :

	

Neil Kalton, CFA
Sector.

	

Utilities

	

Industry:

	

ELECTRIC UTILITIES
AGE Lists :

Recent Development:
07/26/2002 Second Quarter EPS Improve; More Rate Decisions To Determine Future EPS
Power

For more information, see the related Recent Development report.

Company Description: (Joplin, Missouri) EDE is a small electric utility that serves Southwest
Missouri (87% of revenues), Southeastern Kansas (7%), Northeastern Oklahoma (3%), and
Northwestern Arkansas (3%) .

Investment Premise: EDE currently trades at approximately 10.9X our 2003 EPS estimate,
which compares to the median of our universe of traditional electric power companies of 10.2X
2003 EPS estimates . We note that EDE has historically traded at apremium multiple reflecting a
potential takeover and high interest from retail investors . However, the premium could erode
given the credit rating downgrade. Assuming reasonable rate treatment, we believe the $1 .28
dividend will be maintained over the next few years. However, we note that the dividend
represents a relatively high 102% and 83% ratio, respectively, ofour 2002 and 2003 EPS
estimates and will likely remain high over the next years. Should an unexpected event, such as

EDE, Page 1

Rebuttal Schedule DWG-4
Page 1 of 6

Dividend: $1 .28 Est. LT EPS CAGR : 3%
Yield : 7.6% Dividend Opinion: 2 Est. L-T Div. CAGR : 0°/u
Book Value Per Share : $13.47 Common Equity/Capital : 39.0% Market Cap (mil) : $355
Price/Book : 125.5% S&P Debt Rating: BBB

Fiscal Year Ends Dec
2001 EPS : $0.68
2002 EPSest: $1 .26 P/E: 13AX
2003 EPS est.: $1 .55 P/E : 10.9X
2004 EPS est.: P/E :
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Page 2 of 6

poor rate treatment in the pending rate case, hamper EPS power, the company could be forced to
re-evaluate the dividend policy . Our rating remains Hold .

Attractive Features:
Growing service area economy. EDE's service area, which includes the growing country music
capital, Branson, Missouri, is one of the nation's faster growing service areas in terms of
customer growth . While customer growth in Branson has slowed, the company estimates that
kilowatt per hour sales will continue to grow at an above-industry-average rate.

Pure play electric utility without nuclear exposure . EDE is committed to its core business of
providing inexpensive, dependable electric service. EDE has no significant non-utility
investments. The company has afavorable fuel mixwith no nuclear generation.

Solid financial condition . We consider the company's balance sheet to be solid. Common
equity represents 39% of total capitalization as ofMarch 2002 and 46% including a May 2002
common stock offering . However, S&P lowered EDE's credit rating on July 2, 2002 to `BBB'
with a stable outlook from A- with a negative outlook due primarily to poor Missouri regulation .

Potential acquisition candidate. Given a growing service territory, low electric rates, and need
for capacity, we believe EDE is an attractive acquisition candidate for larger electric utilities in
the area .

Concerns:
Dividend represents a high payout ratio of our 2002 EPS estimate. Assuming reasonable
rate treatment, we believe the dividend will be maintained over the next few years. However, we
note that the dividend represents a relatively high 102% and 83% ratio ofour 2002 and 2003
EPS estimates and will likely remain high over the next few years. Should an unexpected event,
such as poor rate treatment in the pending rate case, hamper EPS power, the company could be
forced to re-evaluate the dividend policy..

Earnings sensitivity to higher fuel and purchased power costs. Given that EDE purchases a
large amount ofnatural gas and wholesale power to service customers, EDE's earnings have
been heavily influenced by changes in the price ofpurchased power. A recent rate order does
allow for some adjustments to changes in energy prices, but a large fluctuation on the upside
would negatively impact results. We do note that the additional generating capacity brought on
line will mitigate much of the company's sensitivity to volatile purchased power prices .

Below average regulation. We consider the Missouri Public Service Commission (MPSC),
governing 87% of electric operating revenues, to be below average. The MPSC has historically
authorized low allowed ROE'S and lacks apermanent fuel and purchased power adjustment
clause .

Interest rate sensitivity. The share price ofutilities, like Empire District Electric, typically
moves inversely with interest rates. If interest rates rise significantly, EDE shares would likely
come under pressure . Conversely, ifrates decline, it could favorably impact the share price.

EPS Outlook

Our 2002 and 2003 EPS estimates are $1 .26 and$1 .55, respectively. The primary component of
EDE's EPS growth strategy is to receive rate recognition of investments in electric infrastructure .
EPS growth over the past several years has been negligible primarily due to below-average
allowed returns on common equity . Trailing twelve-months EPS were a depressed $0.79
(excludes non-recurring items) . Our 2002 estimate assumes a strong third quarter driven by the
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late 2001 revenue increase's effect and lower fuel costs. Our 2003 EPS estimate assumes a
constructive rate decision in early 2003, but we note that our estimate could prove optimistic
without an increase in the current 10.0% allowed return on equity. We note that the company's
growth rate and earnings power will be primarily determined by the allowed ROE. Our long-
term 3% growth rate assumes the company can earn close to an 11% allowed return on common
equity. We are somewhat concerned with the Staff ofthe MPSC's flawed and circular approach
to determining an allowed ROE. The method applies the dividend yield to the anticipated
growth rate to determine an allowedROE. This is flawed given the higher the allowed ROE, the
higher the growth rate. On the other hand, the lower the allowed ROE, the lower the growth rate .
EDE filed for an additional $19.8 million annual rate increase to be effective by March of 2003.
Therevenue increase request seeks to recognize the addition ofroughly $90 million in common
equity achieved through a November 2001 public stock issuance and an anticipated May2002
issuance, clerical errors in its October 2001 rate case, and additional investment in the business .
The outcome ofthis case and future rate cases will be primary determinants of EPS power in
2003 and beyond .

The rate filing comes on the heels of the rate increase implemented in October 2001 and an early
2003 rate decision will likely be followed by a third Missouri rate filing in early 2003. The
additional filing will be to recognize the addition of 50-megawatts of generating capacity
expected to come on line in 2003 . We continue to believe that the company will eventually
receive the appropriate rate treatment to allow a fair opportunity to earn a reasonable ROE. We
do not believe that the MPSC would authorize an allowed ROEbelow EDE's current low 10%
allowed ROE. We also believe that it would be imprudent not to recognize the additional equity
and lower debt rating. In addition, the company implemented a $3.2 million revenue increase for
its Kansas jurisdiction effective in June of2002 and has filed for a$400,000 revenue increase for
its water utility .

S&PLowers EDE's Credit Rating

Rebuttal Schedule DWG-4
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On July 2, Standard and Poor's lowered its corporate credit rating on Empire District Electric to
`BBB' with a stable outlook from `A-` with a negative outlook. While S&P has taken a much
more aggressive and proactive approach to its credit ratings in recent periods given several
corporate debacles, we were surprised to see the two-notch downgrade given EDE's obvious
commitment to credit quality and a very low risk strategy that does include material exposure to
non-regulated businesses. We do not expect the lower rating to have a material impact on EDE
over the near term, but will raise financing costs ifnot improved over the long term . The
company does not expect any external financing in 2002, but will likely need some in 2003 to
finance the capital expenditure program, which includes $86million in 2002 and $70 million in
2003 . The addition of two 25-megawatt single cycle generating units is estimated to cost $55
million over the two-year period. EDE's pro-forma common equity ratio following its May2002
equity offering was a solid 43% of total capitalization, which is one ofthe highest equity ratios
for `BBB" rated debt in the electric universe.

The rating action could actually send a signal to the Missouri Public Service Commission
regarding the poor regulatory treatment it provides its state's utilities and the higher fmancings
costs associated with such treatment . Such a signal could lead the Missouri Public Service
Commission to consider more constructive regulatory treatment in the pending rate case . S&P
cited a declining financial profile that was not alleviated in the October 2001 rate case anda poor
regulatory environment. The rating agency highlighted the poor regulatory environment in
Missouri, including lowallowed ROE's, low plant depreciation allowances, and the absence of a
permanent fuel and purchased poweradjustment clause to shield EDE from an increased reliance
on natural gas to fuel its generation portfolio.
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Selected Financial Statistics
(Do/AllS ill millions ercepper sliarel

Revenues

Cash Earnings

	

55

EPS
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$215

15

$240
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$242

59 49

1 .53 1.46

26 27

17 18

Return on Equity(%)

	

9.9

	

11 .5

	

10.9
CAGR-CompoundAnnual Growth Rate
Cash Earnings-Net Income plusgoodwillamortization
Dividend Opinions : I - Secure with growth ; 2 - Secure with little or no growth; 3 - Secure intermediate term, might not be secure
long term ; 4 - Not secure

Quarterly Summary

t ;i7t >< 9Y '. WW ,tt1 3,` . ;;p et :

$260 $264 $290 $303

56 35 69 76

1.37 0.68 1.26 - 1.55

31 22

23 32

10.1 5.0 8.8 10 .2

2001A 2002E 2003E 2004E

$0.04 $0.19

$0 .01 $0.20
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' Percentage ofInvestment Banking Clients on Master List by rating.

OUR 3-TIER RATING SYSTEM (12-I8 month time horizon)
Buy : A total return is anticipated in excess ofthe market's long-
term historic rate (approximately l0%) . Total return expectations
should be higher for stocks which possess greater risk
Hold: Hold the shares, with neither a materially positive total
return nor a materially negative total return is anticipated.
Sell : Stock should be sold, as a materially negative total return
is anticipated.
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RISK SUITABILITY (Relates to fundamental risk,
including earnings predictability, balance sheet strength
and price volatility)
Conservative : Fundamental risk approximates or is less
than the market .
Aggressive: Fundamental risk is higher than the market.
Speculative : Fundamental risk is significantly higher
than the market .

On 9/28/01 AGE changed its rating system from 5 tiers to 4 tiers . "Strong Buy" replaced the previous "Buy" rating, "Buy" replaced the
previous "Accumulate" rating, and "Hold" replaced the previous "Maintain" rating. We compressed the previous ratings of"Reduce" and
"Sell" into one rating, "Sell" .

On 9/13/02 AGE changed its rating system from 4 tiers to 3 tiers . We eliminated the "Strong Buy rating, and we changed the rating on
all stocks with that rating to "Buy' . All other ratings and their definitions remained in place.

COMPANY SPECIFIC DISCLOSURES:
AGE has managed/co-managed a public offering within the past 12 months.
AGE has managed/co-managed a public offering within the past three years.

AGE's research analysts receive no direct compensation in connection with the firm's investment banking business. Analysts may be
eligible for annual bonus compensation based on the overall profitability ofthe firth, which takes into account revenues derived from all
ofthe firm's business activities, including its investment banking business .

Price objectives and recommendations contained in this report are based on a time horizon of12-18 months, but there is no guarantee the
objective will be achieved within the specified time horizon . Price objectives are determined bya subjective review offundamental
and/or quantitative characteristics ofthe issuer and the security that is the subject ofthis report . Specific information is provided in the
text ofthe research report.
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Trusted Advice - Exceptional Service

Additional information available upon request The material contained herein has been prepared from sources and data we believe to be reliable but we
make no guarantee as to its accuracy or completeness. This material is published solely for informational purposes and is not an offer to buy or sell or a
solicitation of an offer to buy or sell any security or investment product . This material is not to be construed as providing investment services in any
jurisdiction where such offers or solicitation would be illegal . Opinions and estimates are as of a certain date and subject to change without notice . You
should be aware that investments can fluctuate in price, value and/or income, and you may get back less than you invested . Pas performance is not
necessarily a guide to future performance . Investments or investment services mentionedmay not be suitable for you and if you have any doubts you should
seek advice from your financial consultant . Wherethe purchase or sale of an investment requiresa change from one currency to another, fluctuations in the
exchange rate may have an adverse effect on the value, price or income of the investment . Certain investments may be mentioned that are not readily
realizable . This means that it may be difficult to sell or realize the investment or obtain reliable information regarding its value. The levels and basis of
taxation on change .
This document bas been approved by 0.G . E~rds & Sons (U .K .) Unied, regulated by tie FSA 02W2AG . Edtrds a Som, Inc., M~ anpC .

	

wwmagedwards.com

Past 12 months

Master Current Investment % of
Rating List Rating Banking Investment

Companies Distribution Clients Banlang
Clients
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Hold/Neubal 387 I 55% 30
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STATE OF MISSOURI )
ss

COUNTY OF JASPER )

AFFIDAVIT

On the 20th day of September, 2002, before me appeared David W. Gibson, to
me personally known, who, being by me first duly sworn, states that he is the Vice
President - Regulatory and General Services of The Empire District Electric Company
and acknowledged that he has read the above and foregoing document and believes
that the statements therein are true and correct to the best of his information,
knowledge and belief .

Subscribed and sworn to before me this 20th day of September, 2002

My commission expires : January 24, 2004

DONNAMLONCAN
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Donna M . Longan, Notary Public


