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BEFORE THE PUBLIC SERVICE COMMISSION 

OF THE STATE OF MISSOURI 

In the matter of the Kansas City 
Power and Light Company of Kansas 
City, Missouri for authority to 
file tariffs increasing rates for 
service provided to customers in 
the Missouri service area. 

) 
) 
) 
) 
) 
) 

Case Number HO 86-139 

AFFIDAVIT OF ----~B~ru~c~e~S~c~hm~id~t~-----------

STATE OF MISSOURI ) 
) ss 

COUNTY OF COLE ) 

Bruce Schmidt of lawful age, on his oath states: that he 
has participated in the preparation of the attached •-ritten testimony in 
question and answer form, consistin~ of 28 pages, to be presented in 
the above case; that the answers in the ~ched written testimony were 
given by him; that he has knowledge of the matters set forth in such 
answers; and that such matters are true to the best of his knowledge and 
belief. 
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PREPARED TESTIMONY 

OF 

BRUCE SCHMIDT 

Office of Financial Analysis 
Missouri Public Service Commission 

KANSAS CITY POWER AND LIGHT COMP~~ 
Case Number HO 86-139 

Q. Please state your name. 

A. My name is Bruce Schmidt. 

Q. What is your business address? 

A. P.O. Box 360, Jefferson City, Missouri, 65102. 

Q. w~at is your present occupation? 

A. I am employed by the Missouri Public Service Commission as a 

Financial Analyst. 

Q. What is your educational background? 

h ~-7~~ .. 

A. l•~ 
-" a.u~~ 

~ fUN 

'•· ~ ~ 
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Pr~pared Testimony of 
lruc~ Schmidt 

A. The purpose of my testimony is to recommend a fair and 

2 reasonable rate of return for Kansas City Power and Light Company's steam 

3 heat rate base. 

4 Q. Have you prepared an analysis of a fair rate of return 

5 which, in your opinion, Kansas City Power and Light (KCPL) should have the 

6 opportunity to earn on its steam heat rate base? 

7 A. Yes. The results of that analysis are contained in Sched-

8 ules FA-2 through FA-14 at the end of this testimony. 

9 Q. Is the information contained in your testimony and schedules 

10 true and correct to the best of your knowledge and belief? 

11 A. Yes, it is. 

12 Q. What are the sources of information on which your testimony 

13 and schedules are base? 

14 A. Financial reports of KCPL and other electric utility 

15 .companies, and various financial periodicals and financial theQry texts 
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~P"~t:l,&tjL• ... ~·~ tUe$1 &M (41) a reuouble retum ou the nat 

'Mlatlnn of pmperty. Tbie dloued rate of retun ilil aanenlly tbousht 

of M a retun that tl • .t uUUty bas an opportunity to achieve • and not a 

aaruteed rate. The rate of return variable (R), as indicated in Sched­

ule fA•2, is a weishted averase cost of capital. The weiahted averaae 

coat of capital is composed of the embedded cost of debt weighted by the 

proportion of debt in the capital structure, plus the embedded coat of 

preferred stock weighted by the proportion of preferred stock in the 

capital structure, plus the cost of common equity weighted by the propor­

tion of common equity in the capital structure. This weighted average 

cost of capital is then applied to the net valuation of property (rate 

base). This rate base should represent the dollar amount of investment a 

company has made to support its utility operations. The return on this 

investment should provide for all financing costs (interest payments and 

returns to equity holders) associated with utility service. 

Economic and Legal Rationale for Regulation 

Q. Are there economic and legal reasons you are aware of which 

justify and support the determination of the variables in the 

above-mentioned cost of service equation as regulatory guidelines with 

respect to public utility operations? 

A. Yes. Utilities, in general, are able to realize sianificant 

economies of scale with increases in output. Dec:reasina average unit 

costs result from iDcreaaes in productioa as fixed costa of production are 

distributed over a areater ~ of service uaita (al~ it is not 

neceaaerily true tllat decreaeia& avenp uait ~ wUl ~iRe tmtil 

plot ~1t1' is hl!1' t~tU:lsed). ~- of seale ave not ~ to 

qt:Utdes. ht ~ die --- -Uatda. 111111 U!lltlllu llll\llapete , 
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a•~!ral,ly ~~luded that ~tilitiea operate at their araatest efficiency in 

at.oapbere. Tbeae general economic considerations. coupled 

vttb the relative ne~eaaity of aervices provided by utilities, and the 

possibility of extracting excessive monopolistic profits from customers 

6 have &iven rise to the regulatory environment in which public utilities 

7 operate. The goal of regulation is to obtain the efficiencies of a 

8 competitive environment along with the benefits of a monopoly operation 

Q for the good of the public, while allowing utilities earnings which are 

10 adequate to cover expenses and investment capital costs. 

11 There is a well documented history of legal guidelines for 

12 regulation and the fair rate of return concept. This testimony will be 

13 based on the financial and economic principles espoused in the Bluefield 

14 Water Works, 262 U.S. 679 (1923) and the Hope Natural Gas, 320 U.S. 591 

15 (1944) cases. The courts have ruled that a fair rate of return should be 

16 similar to the return for businesses of similar risks, but not as high as 

17 that earned in a highly profitable or speculative venture. The return 

18 should be sufficient to assure confidence in the financial condition of 

19 the utility, allowing the utility to maintain and support its credit and 

20 attract the capital necessary to provide service. The courts have also 

21 asserted that a prerequisite to a fair return is efficient management, and 

22 that the reasonable level for the rate of return may vary with chanaes in 

23 the capital markets and general ecomomic coaditions. 

24 hrauaat to theae gaidelines. u appropriate anelyab sbould 

25 iacllMie: 

1. ha!Wltiea of ~l ecnlliJIIIIie COD!Utiqe. 

J. haluatiea of th dp1tel au.;c:a:e of th C:lllllfi!UJ. 

:s. ~dth-tlltl~of~. 

4 
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S. Det~~~ttoa of a return on common equity that enables the 
fir. to .. tntain ft~ocial intesrity and stvea the firm the 
ability to raiae additional equity capital. 

lcco~c and Capital Market Conditions 

Q. Pleaee discuaa current and expected economic and capital 

market conditione. 

A. Current economic headlines have been dominated by reports of 

relatively low GNP srowth, relatively low levels of interest rates, low 

inflation or disinflation in some sectora of the economy, and the stubborn 

international trade deficit. Assessments involving the likely effects of 

tax reform have been made for most industries (only the results remain to 

be seen), and the federal government's budget deficit has come back into 

the news with President Reagan's submission of a trillion dollar proposed 

budget to Congress for fiscal year 1988. 

The Commerce Department's estimate of third quarter 1986 GNP 

growth is 2.8 percent. Second quarter GNP rose 0.6 percent, and first 

quarter GNP growth was 4.1 percent (Barron's, 12/22/86). Treasury bond 

and bill rates for 1986 are listed in Schedule FA-3. Three-month and 

one-year Treasury bill rates have declined from 7.04 percent and 7.73 

percent to 5.61 and 5.84 percent, respectively since the beginning of 

1986. Long-term Treasury bond yields have declined from 9.51 percent to 

7. 81 percent over the same time period (through Hovember) • Moody's 

averqe public utility bond yields are graphed and listed in Schedule 

FA-4. The averap public utility bond yield hu d~ from 10.66 

of iaflaU.oa u uean4 ~ the ~r pta ~ (C.l) baa fallea fns 

~tel.J 4.1 pramt u .JulurJ HI& h l .. l pramt u kea6er 1116 
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th~ CPl 1~ ~~-~h~d aDd listed in Schedule FA-5 

~r inflation and intere~t rates have alao led to lower stock 

dividend yields in zeneral. This is illustrated in Schedule FA-6 

which araphs Standard and Poor's 40 Utilities and 400 Industrials index 

yields. The S&P Utilities index was yielding 7.4 percent in January, 1986 

and approximately 6.1 percent by the end of December, 1986. The S&P 

Industrials index was yielding 3.45 percent in January, 1986 and approxi­

mately 3.0 percent by the end of December, 1986. 

The decline in interest rates over the past two years has been 

due (in large part) to lessened inflationary pressures, and more recently 

this combined with perceived economic weakness. Relatively slow economic 

growth has prompted the Federal Reserve Board of Governors to pursue an 

"easier" monetary policy. A general easing in mone::ary policy can be 

traced back as far as November, 1981 when the Federal Reserve began 

reflecting a change in monetary policy through reductions in the discount 

rate (the rate charged to banks for borrowing reserves). Discount rate 

changes are shown in Schedule FA-7. GNP growth did not begin responding 

to the change in policy until late in 1982. As monetary policy eased and 

expected inflation rates declined, interest rates declined. Recent low 

GNP growth and l~w inflation have enabled the Federal Reserve to maintain 

a relatively easy monetary policy. International trade imbalances have 

also recently served as a reason to pursue easier monetary policy 

worldwide (to drop tha value of tha dollar qainst othar major curreacie~S 

aa aa attempt to atiaulate worldwide ~ fH U.S. producta and make 

fOftip ~l:'U DHO ~ve to I.S. c~n). 

--t~ tha ~~ 'ldll ~ ~"'l• 

oft•t• is •Ull ~ ~.. t'ha t~ ..,kU •UU ._ t• M 

i 

-~,~-----,-------------------------------.......a 
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~~-- to~ a ~ttoa" (aee Wall ltreat Journal, 12/17/86) and the iadex 

of leediQ~ ecoooaie iodicators rose 0.6 percent in October of last year, 

•ut ~ analysts contended that this overstated the economy's atrensth 

(Wall Street Jou~, 12/3/86). The leading indicator index rose 0. 2 

percent in September and dropped 0.2 percent in August of last year. 

Schedule FA-8 lists some 1987 economic projections. The only 

aisnificant change from current conditions seems to be an expected in­

crease in the rate of inflation from around 1.5 percent to the 3.5 percent 

to 4.0 percent range. GNP growth and unemployment are expected (by these 

sources) to remain approximately at their latest levels of 2.8 percent and 

7.0 percent, respect~vely. Long and short-term Treasury security rates 

seem to be expected to decrease somewhat from their current levels of 7.8 

percent and 5.6 percent, respectively, or to decline slightly (even with 

an increase in the expected rate of inflation). Overall, economists 

appear to expect a fairly stable economic environment over the next year. 

KCPL Steam Heat Qperations 

Q. Please briefly describe KCPL's steam heat o~erations. 

A. KCPL's current steam heating system consists basically of 

the Grand Avenue generating plant and approximately 55,000 feet of steam 

main line. The steam system serves a small portion of the downtown Kansas 

City area. The Grand Avenue plaat has bee& operatia& in KCPL's system 

sim:e 1927. The maiD lines ia tu atea~~ syst:aa are ntweea 60 and 10 

years old. The stea~~ system nnea appraiaatal::r 1~ a.toaers curreatly. 

ltiS stea~~ heat operatioae pravi~ $13.511.111 iD r .. ea.es ~t of total 

~ re.,..._ ol "96,.621,.118.. ~ to u:n.•a all' 11aut. 

alptfi._t dacnan& iD ~l&IA Olll die ataaa ~ ~ ll'i&n dJe 
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ub t~ llt\Ulti(P'\ c::oo~hu~tv~ to 

Tb~ c~ny prcpoeea to ~~rve ~~uining custoura with on-sit~ electric 

boiler1 oubject to spAce heatins ratee. 

Capital Structure 

Q. What capital structure are you using in this analysis? 

A. I am using KCPL'a capital structure as of 9/30/86, which 

coincides with the end of the accounting staff's test year. This capital 

structure is displayed in Schedule FA-9 and consists of 50.47 percent 

long-term debt, 8.55 percent preferred stock, and 40.98 percent common 

equity. 

Long-term Debt Cost 

Q. What is KCPL's embedded cost of long-term debt? 

A. The company's embedded cost of long-term debt is 8. 64 

percent. This number was calculated by company witness John De Stefano in 

response to data requests requiring him to update his direct testimony 

Schedules 5 through 10. The schedules were updated to 9/30/86 to coincide 

with the end of the accountin& staff's test year. One exception to this 

was to pro forma the eabedded co•t of loog-term debt to include the 

retirement of $50,000,000 of 16.5 percent • $50,000,000 of 12.0 percent 

first mort1age boad•. Tbe 12.0 perceat ~a were replaced with 8.375 

percent aaneral mort~ boalh. The u~.s percent bonds wen replaced 

usiftl Mort-term ultt. ~c~ I ~ mot iacluftd in tiw c:a}llital structure. 

I 
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~refcre 1 will not praaant thea aaatn in the schedules accompanying this 

Preferred Stock Coat 

What is KCPL's embedded cost of preferred stock? 

A. The company's embedded cost of preferred stock is 10.10 

percent. This number was calculated by company witness John DeStefano in 

updating Schedule 11 accompanying his direct testimony. I agree with the 

calculation and will therefore not present it again. 

Cost of Equity 

Q. Have you determined a cost for the common equity of KCPL? 

A. Yes. The cost of common equity, though, is not as easy to 

ascertain as the embedded costs of debt and preferred stock because common 

stock has no stated contractual payments. The cost associated with a 

particular company's ca..on stock can depend upon a myriad of factors 

including expected dividend payments. expected dividend and/or earnings 

growth. as well as the potential for and conae~uencas of deviations from 

expected events. Thua. the price of s aiven ca..on atock depends on the 

most likely cash flows associated with purcheatna. lloldina and sellina 

that stock versus aa inveator'a opportaaitiea elsewhere ia the invescment 

aarket. 

Q. Bow de ,.a P"fOH te aalJP tMH nJaU•••a.-t 

A. 'lhre are ~ ~-- usd 1111 an.ptillla to 

~d)> the ..... relat111FIII .... I--- ...... - of .. - ,...111ft 

~ ... t.-. ~ * ftl:an•• _.. aw .-, _.., _. * 
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Tbe ocr Model 

Q. Please describe the DCF model and its application. 

A. The infinite version of the DCF model simplifies to the 

following expression: 

where: 

Solving this expression for the investors' required rate of return (k) 

gives: 

The first term in this expression is tbe expected dividend yield, while 

the second term is the expected constant growth in dividends. The growth 

in dividends (alao implies srowth in earninss) will be reflected in market 

price, therefore this aodel also raeosniaes the capital aain potential 

l. ~ad a~ FW at t:M- ~tant rate 
<~• a •••'-_. ~ ~) .. 
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3. tHo, fn~~ the ~~. vbeo t (the l'equind l'&te of retun) 
ta oooetaat aod G~~~I'Oed on a resulated rate baae derived troa 
acoountifta boot values. inveatora will price the stock ao 
that it equala book value ("On the Use of Security Analysts' 
Growth Projections in the DCF Model", Avera & Fairchild, and 
"A 1QOpic View of the DCF Model", Patterson, in Earninfs 
lel!lation Under Inflation, published by the Instituteor 
Study of Regulation, 1982), 

These assumptions may seem rather stringent given that any one 

or all of the components in the DCF model are subject to change. But the 

continuous nature of the DCF model also assumes that someone will always 

bold the stock, i.e., a continuous market where investors are constantly 

analyzing opportunities and comparing the opportunities with their own 

expectations ~nd requirements. This does not imply that expectations and 

opportunities cannot or will not change over time, but simply that there 

will be a mechanism that reflects these opportunities and an active 

exchange market. Most applications of the model attempt to capture 

longer-term "sustainable" expectations even though capital market and 

economic conditions change constantly. 

Q. What are the advantages of using the DCF model? 

A. The main advantages of the DCF model are: 

1. It recognizes that dividend payments from many stocks grow, 

2. It accounts for price appreciation by implicitly recognizing 
reinvestments into a firm (throush the constant payout and 
earnings growth assumptions), and 

3. It is a market oriente4 approach wldch takes advantase of 
efficient market theory and market iaformation. 

The DCF IIOdel looks at a stream of eapected divideads and a 
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Q. Please describe the CAPM and its application. 

A. CAPM is expressed mathematically as follows: 

I 
., 
' 

s 

I Q 

I 
10 

11 

I 12 

13 

I 14 The CAPM describes the security market line (SML), which plots the expec-

15 ted return of a security or portfolio of securities against the beta value 

I 16 (B) for the security or portfolio. The CAPM assumes that all securities 

I 
17 

18 

and portfolios plot on this SML going through a point representing the 

market portfolio and a point representing the risk-free rate of interest. 

I 19 

20 

The CAPM also assumes risk-averse investors with homogeneous expectations 

about security returns, and highly efficient capital markets with no 

I 21 imperfections. 

22 The CAPM attempts to quantify the risk associated with owning a 

I 23 particular security by comparing the variaace of returns on that security 

I 
24 

25 

with the variance of returas on a ".arket" portfolio representing all 

I 26 

"'"' "'' pe.U.tical. c!D&ha,. K ~ itht 

I 2t ~· Rlllm;-~ (K 
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~~~~~d (if not eliminated) by holdina a well diversified portfolio of 

security'8 return is the only important measure of risk. This does not 

imply that security-specific risk cannot impact CAPM-derived returns. 

Since security-specific risk will affect a particular security's price 

movement in relation to "market" price movements, beta should capture this 

relevant portion of risk. There is considerable debate over how well 

measured betas accomplish this, though. 

Q. How has the CAPM held up under empirical tests? 

A. Copeland and Weston (Financial Theory and Corporate Policy, 

Addison-Wesley Publishing Co., 1979) su111111arize results from several 

studies on the validity of the CAPM. The conclusions were that the model 

does a reasonable job of predicting portfolio returns, even though it does 

not explain all of the variance in returns. 

Q. What are the disadvantages in using the CAPM to determine a 

cost of equity for an individual company? 

A. The disadvantages are: 

1. There is some difficulty in definite the"market" portfolio, 
a risk-free rate of interest. and relevant time periods for 
measurin& betas, 

2. CAPM has much more explaaatory power when applied to 
portfolio nturws t~ when appliu to an individual 
company. and 

3. CAPM is a aiqle periu ~1 that ~erws iteelf with 
:U\veater eapectatiome ~t rat~ iD a fut~ time 
pedoci. tha moal 4eee met &Uell!!pt te haw :U\vee-
tera ~ Mho~ N: haw Mec:k pri~es ~ 
Mheved in tha haw ~era ._141 ~ b 
tha ~ Ua. ad with the 
moft!'s and~ .. 

~-® 
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1. c.\PM is based on market efficiency theory and therefore 
utiliaes market infor~~~&tion, and 

2. The model stands up reasonably well when empirically tested 
under relaxed assumptions. 

Given the above observations, !·believe the CAPM can provide an indication 

of the effect an individual company should have on a diversified 

portfolio's perfor~~~&nce, but I also believe the CAPM should not be solely 

relied upon when deriving required returns on equity. 

DCF and CAPM Return on Equity 

Q. What data have you relied on to develop a cost of equity for 

KCPL? 

A. I have examined recent stock market data for KCPL and other 

electric utilities, recent and projected interest rates, historic dividend 

and earnings growth, projections for earnings and dividend growth from 

several investment services, and historic and projected risk premium data. 

I have calculated from this infor~~~&tion DCF and CAPM costs of equity for 

100 electric utilities followed by Salomon Brothers in its Electric 

Utility Monthly publication. These electric utility companies have been 

sorted into seven groups according to Standard and Poor's and Moody's bond 

ratings for the companies. 

Q. Why have you exaaiaed other electric utilities as well as 

KCI'U 

A. Tile .. ia nuoa vu to .... a ref .... hae for •tendaiaa 

the wst of ~.ttJ ~ for KR.. ECH. •s 
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t t~. ~~atly ... , earaiaas srowth projections for KCPL have been 

2 ~ry low or neaative. Historic dividend arowth rates. calculated uains 

3 1916 or 1917 aa the endtns years for cnta:l.n tiM period a. are also 

~ neaative since the company has reduced its dividend rate, Growth rates 

5 used in the DCF model must be positive and should reflect longer-term 

6 expectations. This problem eliminated many growth rates traditionally 

7 used in the DCF model. Projected dividend growth rates probably provide 

8 the best theoretical and practical solution to using the DCF model when a 

9 company's perceived earnings potential has changed significantly. Sources 

·10 providing "long-term" projected dividend growth are somewhat limited 

11 though. Therefore, in order to increase (or decrease) my confidence in 

12 the DCF results for KCPL, I wanted to have a "comparable risk" group of 

13 electric companies to examine. 

14 The companies followed by Salomon Brothers, in my opinion, 

15 should provide a "check" on tb.e reasonableness of the required returns on 

16 equity derived for KCPL. KCPL is included in the group of electric 

17 utilities that have bond ratings of Baa and/or BBB (BBB is Standard and 

18 Poor's, Baa is Moody's). 

19 Q. Please describe the data used in the DCF mod.el and the CAPM, 

20 beginniug with the DCF d.at:a. 

21 

22 

23 

24 

A. Dividend yields for DCF-derivee coats cf equity were cal-

eulatu uaina tb.t IIOSt recent tkrH-IIOUth h!&k/lmt averqe prices and 

ineic:at.O tUv:le-Ga froa Starulari and Poor's Stock Guida. The ~~C>st recent 

dmae-..atk ti~Ra pedad at tile tiae of tlda vritii!IS ._. Sept.-er throvsh 

h~. 1916. XCR."a aoat~y M.il«<'W pd.~. tuieatd cU.vtGead, ~ 

~ -~ ~ P,e-141 an U~n fer lHi 13 ~· F&-11. the 
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vill ~~~ in the JCf aodel for !CPL. 

Q. Wh~t r~t~ of growth in dividends per sh~re have you us~d in 

th~ DCF model for KCPL? 

A. As I stated before, sources of projected dividend growth for 

KCPL are limited and some of the projections are inappropriate for use in 

the DCF model. Value Line's Investment Survey (10/24/86) projects divi­

dend growth of only 0.5 percent over the next five years for KCPL. 

Merrill Lynch's Quantitative Analysis (10/31/86) projects dividend growth 

of only 1. 2 percent over the next five years and eleven year "steady­

state" earnings per share growth of 2.8 percent. Institutional Brokers 

Estimate System (IBES) five-year earnings per share growth estimates 

averaged -0.84 percent over the September-November, 1986 period. Salomon 

Brothers Electric Utility Monthly (September through November, 1986) 

projects a five-year "normalized" growth rate in earnings and dividends of 

4.0 percent for KCPL. 

KCPL's historic growth rates in dividends and earnings for five 

and ten year periods ending in 1976 through 1985 are listed in Schedule 

FA-ll. These are "least squares trended" growth rates. Historic growth 

rates in dividend and earnings for KCPL calculated by Value Line (Invest­

ment Survey, 10/24/86) are also listed in Schedule FA-ll. The aost recent 

five-year averages of the trended growth rates are shown at the bottom of 

Schedule FA-ll (1981-1985). Dividend arowth was in the 4.1 to 5.2 percent 

range. Value Lime's historic divid~ gr~h rates ranae froe 4.5 to 5.5 

,Ol'UliU:. bm~~ 

ratea ha'N "­

~ii'Mr. but thaaa 

~ (lll~e for f~s 

~ ~'t~ ~~·nM:d.ln) ~~ ~ J>Nn.• ~ b~ a ~ ita 
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.: My com:l\usion, from examinin& these historic and projected 

I 5 

c: 

growth rates, is that an IU!IIIIUmption of a return to some "normal" growth 

rate in dividends for KCPL in the range of 4.5 to 5.5 percent is not 

I ~ unreasonable. , This assumption will be compared to growth and total return 

8 expectations for other electric utilities later in this testimony. 

I Q Q. What DCF cost of equity do the yield and growth rate data 

I 
10 

11 

imply for KCPL? 

A. The resulting DCF cost of equity for KCPL is calculated 

I 12 

13 

below and is 11.5 to 12.5 percent: 

I 1t1 

15 Q. What information have you used to calculate a CAPM cost of 

I 16 equity for KCPL? 

I 
17 

18 

A. I have used historic and projected short-term interest rates 

and risk premiums, in conjunction with Value Line's beta. 

I 19 

20 

Q. Why have you examined historic and projected data? 

A. The CAPH, as with the DCF model, is intended to be "forward-

I 21 looking". This is why projected data is theoretically best. My access to 

22 projected stock ~rket" forecasts is limited (in this instance I dis-

I 23 

I 
24 

~ 

uta to preveet total reliaece oe limited uta. 

I ~ 
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Ht~U. 0.4 pel'~nt (the approziute difference in dx-110nth averaau 

MtfttUl one-year and 91-day Treasury billa in Schedule FA-3) to 5.2 

percent (the approximate averaae of the 91-day Treasury bill rate projec-

tiona in Schedule FA-8), since I didn't have a specific projection for 

one-year Treasury billa. 

Q. What values have you used for the risk premiums (E(R )-R ) 

in the CAPM? 

A. I have used 8.4 percent or the historic value, which was the 

average risk premium of common stock returns over Treasury bill returns 

from 1926 through 1985 according to Stocks, Bonds, Bills, and Inflation -

1986 Yearbook (Ibbotson Associates Capital Market Research Center). I 

have used 10.4 percent as the projected risk premium. This number was 

derived from a forecast in Standard & Poor's Outlook (12/17/86). The S&P 

500 index was predicted to reach a level of 275 to 280 by the end of 1987 

from a level of 247 at that time. This would be a percentage change of 

around 12.4 percent during the year. Adding the 3.4 percent current 

dividend yield on the S&P 500 to the 12.4 percent price change results in 

an approximate 16.0 percent total return expectation from this index of 

stocks •. This 16.0 percent ainua the 5.6 percent projected risk-free rate 

results in the 10.4 percent projected risk premium (it should be noted 

that this is a spot estimate which can vary siaaificantly from day to day 

aa4 that loaaer tera expectdations coW.Ii vary s:l.lftificantly since the 

~-- -- fft ... Sa .. u 
-- fft ElL- .. ~ (~) .. 
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A. The ~etiultin& CAPM cost of equity for KCPL is in the ranse 

of 11.1 percent to 12.9 percent and is calculated as follows: 

Q. How does the CAPM cost of equity range compare to the DCF 

cost of equity range? 

A. The CAPM results are 30 to 40 basis points greater than the 

DCF results, but in general, support the DCF range. 

Comparison of KCPL Equity Cost to Other Electric Utility Equity Costs 

Q. How does KCPL' s resulting equity cost compare to equity 

costs derived in a similar manner for other electric utilities? 

A. Schedule FA-12 shows results from DCF and CAPM calculations 

for 99 other electric utilities and KCPL. The companies are sorted by 

bond ratings from Standard and Poor's and Moody's. In addition, this 

schedule lists current market-to-book ratios and a nuclear operation 

indicator. 

Q. Are there.any differences in the cost of equity calculations 

used for these companies versus what you did for KCPL? 

A. Yes. The averqe srowth rate ("G") displayed in the 

schedule was calculated froa the aost recant thr...-.oath D'S srowth 

projections provided by IUS (a ~til averap ~crow~ll rate). the 

&rowdl rate in DPS &M IPS projecte4 ~ hl-. ~hen in the aost 

recant llectric !!W9 llontJ!b• &M the fi~ ti~ &rowth rate 

~ ta v..l• Uu'a IIPII" 5 !tJm.. .... ""f't" 1a a avanee of I 
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~ .. y~ ~-~• so~~ eou~cea for obtaioioa the arowtb rate 

in t~ Del c&lc~latinot 

A. The pui'JHUUI wu to. hopefully • derive a sore reliable 

eatiaate of inveetor srovth expectations. The saaa sources were examined 

in attemptina to derive a growth rate for KCPL, but many of the projec­

tions were not useful since KCPL ill in a "transit:f.on" phase. Most of the 

other electric utilities examined are in a relatively stable operating 

phase. This, in my opinion, makes the growth rate projections more 

reliable and less variable. As with KCPL, if growth rate projections were 

unavailable or negative from any source "G" was not calculated and shows 

up in the schedule as being unavailable. 

Q. How do the growth rate expectations in Schedule FA-12 

compare to the growth rate of 4.5 to 5.5 percent you have assumed to be 

appropriate for KCPL? 

A. The average growth rates for the various bond rating groups 

of companies range from 2.8 to 6.1 percent, approximately. Higher 

earnings and dividend growth is expected from the companies with better 

bond ratings. The average expected growth rate for the group of companies 

includiag KCPL is only 2.8 percent. But, many of these companies did not 

have growth rates available from all sources. Most of these companies 

also have sianificantly hi&her dividend yields, thus offsetting lower 

arowth expectations. The averaae expected &rowth rate for companies with 

dividend yiel6s more comparahle to KClL's ~ ratiaa aroups 2 throush 5) 

raqe from approa:blately 4.3 to 5.4 perceat. ~vem thaae observations, I 

beliue a 4.5 to 5.5 perceat &rovU rate ~tatiea for E.Clt is withbl 

reaaon. 
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Are t~re an, ot~r 41ff~rence~ to your specific &Dalyeis of 

co.t of e,vt~y ver~VS the seneral analyois done for the other 

c~niea in Schedule F.A-12! 

A. Ye1. Tbe CAPM results were derived usins only Value Line 

~ta& and hiutoric interest rate and risk-premium data. The reason for 

usins Value Line's betas is that I did not have Merrill Lynch betas for 

the other companies. The reason that only historic data was used to 

calculate the CAPM costa of equity is because data is more readily avail­

able on this basis. Additionally, the limited data problem and "spot" 

nature of the projected CAPM result make it difficult to rely on this 

calculation heavily. 

Q. What do the cost of equity results in Schedule FA-12 indi­

cate to you about the reasonableness of the returns on equity you have 

derived for KCPL? 

A. Presuming that grouping companies together according to bond 

ratings is a reasonable surrogate for a comparable risk analysis, the 

results indicate that a cost of equity somewhere in the area of 12.0 

percent would be expected for a company with KCPL's risk characteristics. 

The 12.0 ~ercent is the approximate DCr and CAPM average derived for the 

group of companies in which KCPL is included ("Bond Rating 6"). This is 

within ta~ DCF and CAPM ranses I have derived for KCPL. 

Q. Is rankins computes in the saae industry by hoDd ratinss a 

reasoaable surrogate for risk ranking! 

A. ~1)'. had raUns ~iea take into consideration 

c•tal st~tve c~ted.aUca. intenat ~ ratiea,. ~flew 

·~· u 'Rll u adeu fiiiiU!Ih ..t ~ ..Ut&U'ft upecte of a 

t&UIIIIHRIJif'a 81'eMU•a ~ ~ ._. wthlih IIdia ~ atha;e 
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~ ._ ~~· ~1 factors that effect the riak associated with common 

a~ ntuna. 

Q. Ia there a direct relationahip between a company's bond 

ratiO& and its cost of equity capital? 

A. There is not necessarily a direct or predictable relation­

ship between bond ratings and the cost of equity for a specific company or 

aroup of companies. The average costs of equity derived for the first 

four bond rating groups are essentially all around 11.5 percent. The 

average costs of equity derived for the last three bond rating groups are 

in the 12.0 to 12.5 percent range. The direction of changes that do exist 

in costs of equity between groups of companies (within the first four 

groups and the last three groups) or individual companies are not 

necessarily what would be expected if a direct relationship existed •• 

Q. What do the market-to-book ratios in Schedule FA-12 indi-

cate? 

A. Traditionally, utility market-to-book ratios have been 

thought of as a measure of "earnings adequacy"in terms of keeping utility 

investors "whole". The rationale behind this is that if a utility is 

allowed to and does earn its true cost of capital on the book value of its 

investment in rate base, the utility's common stock must by definition be 

priced to equal book value. This oversiaplification iznores many other 

factors that can affect utility stock prices (such as rapidly cbaoaina 

interest rate levels aaci inflation expectations). as well as the poteatial 

irrelevance of the 1aook value of assets te a utility's ean:1aaa 

potential.Ia the cue of a c-.._ tht 1s lie,_,__ iavcel._. iD Dtility 

~ions uaclH nlaU~ ~ ~mn1lc CBtilth•., ~ ..._ ........... 
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nud~ar :bl'Volv._nu, aud the dinn:UicaUc:m effort:,a of 

a l~ea $trin;ent interpretation of market-to-book r•tio3 is 

expected returns from a particular company's stock, and how those expected 

returns compare to the returns and risks associated with alternative 

investments. 

The healthy market-to-book ratios in Schedule FA-12 for com-

panies in the higher bond rating groups (ratings 1 through 4) are signifi-

cantly different from the market-to-book ratios for the companies in the 

lower bond rating groups (ratings 5 through 7). I would speculate that 

this difference is due to the uncertainty associated with the expected 

returns rather than any inherent adequacy or inadequacy of the level of 

expected returns from the various groups. On the other hand, the dramatic 

improvement in the electric utility industry's market-to-book ratio as a 

whole over the past several years prob.'!bly does serve as an "adequacy" 

indicator when considered in the context of return expectations from 

alternative investmants. That is, as interest rate and inflation 

expectations have fallen, the returns expected from utility stocks have 

become more attractive in relation to other investment return expec-

tatiens. I do not believe much more can be concluded from the market-
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~ ~ of t~t r~~. 'nlb l'~~t.alU in ~ r•~~w.t~ ratun on 

u~· 12.0 to 12.5 puunt. 

Q. Are you ree~ndin; a flotation co~t adjuat.-nt to the DCF 

d•rtv~ retun on equity? 

A. No. 

Q. Why not? 

A. A flotation cost adjustment is commonly proposed to compen­

sate utility companies for out of pocket expenses and market price dis­

counts (market "pressure") associated with new issues of common stock. 

The adjustment is generally supported through the contention that the DCF 

model has no parameter that reflects such actual and opportunity costs. 

Market pressure is generally contended to exist because of perceived 

temporary excess supplies of a company's stock and/or "dilution" of 

existing shareholders' equity through the mere existence of additional new 

shares. 

The assumption that the DCF model does not recognize flotation 

costs implies that observed market prices for utility stocks contain no 

"discount" for the possibility and consequences of stock issuances over 

time. I bel!eve the market for utility stocks is probably efficient 

enough to recognize the implications of utility company financing needs. 

If a utility must issue stock when its stock price is suppressed below 

book value this automatically implies a yield level above what investors 

would require durina time periods when investors perceive the utility's 

prospects in a 1110re favor ole coatu:t. If the •t:Uity ~ts rate 

adjusbmlta duri~ t:i.- periods ..._ its stock u ~. f~in; 
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is at book vel~ o~ a~e. obviously inveatora have a .ore favorable 

vi~ of tba utility'• prospects includin& recovery of all financins coste. 

leta~leaa of when a utility issues common stock, it seems unlikely to me 

that aarket prices will not reflect investor return requirements including 

any potential affects of a new issue. 

Q. What is the magnitude of a typical flotation cost adjustment 

in terms of cost of capital and revenue effects? 

A. Five to ten percent flotation cost adjustments are not 

unusual recommendations by rate of return witnesses. Using KCPL as an 

example, a five percent adjustment would result in approximately a 0.4 

percent increase in the cost of equity (7.0 percent yield divided by 1-

.05 equals 7.4 percent). In other words, investors have "mispriced" 

KCPL's stock to the extent that is is necessary to make a 0.4 percent 

adjustment to reflect the "true" cost of equity if flotation cost 

adjustment assumptions are to be believed. Depending upon the yield level 

and the size of the proposed adjustment increases of 0.5 to 1.0 percent in 

the cost of equity are not unusual. 

In terms of revenue requirements, the dollar amounts associated 

with flotation cost adjustments can become excessive. Using KCPL as an 

example again, the 0.4 percent increase in the cost of equity translates 

into a 0.16 percent increase in KCPL's rate of return (0.4 percent times 

KCPL's approximate -.uity ratio of 40 percent equals 0.16 percent). KCPL 

reported a total company rate base of approximately $2.0 billion at the 

end of Sept.U.r, ltH (from .onthly sene!llace reports). Pre~ 

Kft. obtained a 5 perceat flotation edj~tm n11t in all jurt.Uct:bms. tida 

-wonW tnldlate :l1Ke en a:DINal ~ in nat ~ et $l.aJ~.IQO { .0016 

•••• 'idllift). 'ada~ -- tilt .. ·- 1111 .,.. ~ ~ haM to 
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1950. ln o~der for th~ pr~sent v~lue of a $3.2 million dollar annual 

inerea~e in net income to equal $15 million in issuance expenses, the rate 

increaae needs to be in effect between seven and eight years (a $3.2 

million annuity discounted at 12.5 percent for eight years is equivalent 

to $15.6 million; 12.5 percent is the upper end of the cost of equity 

range I have derived for KCPL). If this flotation cost adjustment was to 

be allowed in all time periods, the present value of the allowance would 

be equal to $25.6 million (the present value of this perpetuity is $3.2 

million divided by 12.5 percent which equals $25. 6 million) •· I believe 

this illustrates how flotation cost adjustments can go well beyond 

recovery of actual issuance expenses and reasonable cost of equity 

estimates. 

Q. Are there any circumstances in which you wocld propose a 

flotation cost adjustment? 

A. It might be desirable (in terms of reducing a company's need 

to finance using external capital markets or attempting to maintain 

favorable financing terms) during construction phases or when a new issue 

is projected to explicitly recognize flotation costs in some manner. 

Alternative treatments could include expensing actual costs over some time 

period, or makin1 a cost of equity adjustment only when a new issue is 

projected for a future time period. Since &CFL does not have any 

sisnificaat COft&trnction or ~ for the near 
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A. ~~ KCPL'~ weighted aver3ge co~t of c~pit~l, 

th~t still am lliU."ViCCI b ~ continuina viable aervice option for KCPI. 

~tiU!.III CUIItOIIICil"S. In othcu: words. l 1111 IUI&UIIIing that KCPL can 

5 provide liltliUllll 11ervice on a continuing basi& or sell the steam plant to 

~~one who will. This cost calculation is·illustrated in Schedule FA-13 

7 and ranges from 10.14 to 10.34 percent. KCPL's after-tax weighted average 

8 cost of capital is calculated as in Schedule FA-14 and ranges from 8.13 to 

9 8.33 percent. This calculation takes into account the income tax 

10 reduction effect of interest expense. 

11 Q. Why did you specify that this rate of return be applied 

12 assuming continuing steam service? 

13 A. I specified this to highlight a difference betwen KCPL's and 

14 PSC Staff's overall proposals in this case. KCPL' s proposal for 

15 eliminating steam heat service includes an allowance for recovering the 

16 remaining (non-depreciated) value of steam heat plant, even though the 

17 company is essentially prepared to abandon this portion of its plant and 

18 convert any remaining steam heat customers to electric customers. If the 

19 Commission finds this type of proposal appropriate, I would suggest that a 

20 reduced rate of return on any steam plant included in rate base would be 

21 more appropriate than simply applyina a traditional rate of return to an 

22 entire rate baae that includes some non-productive plant. 

23 

25 to 

~ all cl~ of ~ton. IR a 
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•· at ~~ 'iii>i~l ~~ • arrq ~ ~ ~ ~ 
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1 ~ ~ly deprec1ate4. Tberefo~, this type of propoaal siraificantly 

~cea the ~isk aasociate4 with the"portion of tha investment that is 

3 suaraotea4 to be returoe4. If the aoal of this type of treatment is to 

4 auarantee aome type of return to equity investors, I would recommend that 

5 any portion of non-productive assets included in rate base be allowed 

~ a weishted cost of capital with the equity component receivins a current 

7 government bond rate whose term to maturity coincides with the period of 

8 time over which such asset costs are to be recovered. 
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Q. Does this conclude your direct testimony? 

A. Yes. 

• 
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FA- 5-l 

FA- 5-2 

FA- 6 

FA- 7 

FA- 8 

FA- 9 

FA-10 

FA-ll 

FA-12 

FA-13 

FA-14 

Moody's Average Public Utility Bond Yields (graph) 

Moody's Average Public Utility Bond Yields 

Rate of Inflation (graph) 

Rate of Inflation 

S&P's Industrial and Utility Stock Index Yields (graph) 

Federal Reserve Discount Rate Changes 

1987 Economic Projections 

Capital Structure 

KCPL's Monthly Average Dividend Yields During 1986 

KCPL's Historic Growth in DPS and EPS 

Equity Costs for 100 Electric Utilities 
(sorted by Bond Ratings) 

Weighted Average Cost of Capital 

Weighted Average Cost of Capital (after tax) 
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Cost of Service 

The formula for the revenue requirements of a public utility may be stated as: 

Equation 1: Reven~e Requirement • Cost of Service 

or 

Equation 2: RR • 0 + (V- D)R 

The symbols in the second equation represent the following factors: 

RR • Revenue Requirement 

0 • Operating Cost, including depreciation 
and taxes 

V • Gross Valuation of the property serving the public 

D = Accrued Depreciation 

(V-D) =-Rate Base (net valuation) 

(V-D)R • Return Amount, or earnings allowed on the rate base 

R • iL + dP + kE (a percentage) 

L • Proportion of debt in capital structure 

i • Embedded Interest rate 

P • Proportion of preferred stock in the capital structure 

d • Embedded cost of preferred 

E • PropcrtiOD of Equity in the capital structure 

k .. bte of return CD eq\tiey 
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Jan 

Feb 

Mar 

Apr 

Uay 

Jun 

Ju1 

Au!!: 

Sep 

Oct 

Nov 

Dec 

3 mo. Ave. 

6 mo. Ave. 

UUM CtTY PCJJIR AND Limn' COMPA.~ 
C&le NUmber RO 86-139 

TreasuiX Bond and Bill Rates 1 1986 

91-Day 1-Yr Treasuries 
T-bills(l) Constant Haturity(2) 

7.04% 7.73% 

7.03 7.61 

6.59 7.03 

6.06 6.44 

6.12 6.65 

6.21 6.81 

5.84 6.34 

5.57 5.93 

5.19 5. 77 

5.18 5.74 

5.35 5.80 

5.61 (3) 5.84 (3) 

5. 38,; 5.79:"' 

5.46% 5.90% 

(1) Source: Business Conditions Ditest 

Lon~-term Treasury 
Rond Yields(l) 

9.51% 

9.07 

8.13 

7.59 

9.02 

8.23 

7.68 

7. 72 

8.08 

8.04 

7.81 

N/A 

7.9S~ 

7.91% 

(2) Source: "ederal Reserve Bulletin and Barron's (Oct, Nov, 
and Dec. are avera~es of weeklv H~res) 

(3) Source: Barron's, averaus of weeklv f'i~res 
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Average Averaqe 
Mo/Year Yield Mo/Year Yield 

I 
11). Jan/79 9.85~ Jan/83 1 '3.46% 

Feb 9.83 Feb 9.84 Feb 13.60 
~r 9.67 Mar 10.02 Mar 13.31 

9.88 Apr 11).05 A or 13.03 

I 9.93 ~fay 10.23 Mav 13 .'lO 
Jun 9.81 Jun 11) .04 Jun 1'3.17 
Ju1 9.81 Ju1 9.91) Ju1 1 '3. 213 

I 
Aug 9.93 Aug 9.97 Auq 13. c;o 
Sep 9.98 Sep 10.19 Sep 13.35 
Oct 9.94 Oct 1 o. 71 Oct 11.19 
Nov 9.83 Nov 11.37 Nov 13.33 

I Dec 9.87 Dec 11.35 Dec 13.48 
Ja.n/76 9.68 Jan/80 12.12 Jan/84 13.40 
Feb 9.50 Feb 13.48 Feb 13.50 

I 
Mar 9.43 Mar 14.33 ~1ar 14.03 
A or 9.27 Apr 13.50 Aor 14.30 
~1ay 9.31 t1ay 1?.. 17 flay 14.95 
Jun 9.36 Jun 11.87 Jun 15.16 

I Ju1 9.25 Jul 12.12 Ju1 14.92 
Aug 9.07 Aug 12.82 Auq 14.29 
Seo 8.91 Sep 13.29 Sep 14.04 

I 
Oct 8.83 Oct 11.53 Oct 13.€8 
Nov ~.77 Nov 14 .')7 ~ov 13.15 
Dec 8.61 Dec 14.48 Dec 12.96 
Jan/77 8.59 Jan/81 14.22 Jan/85 12.88 

I Feb 8.63 Feb 14.94 Feb 13.00 
r~ar 8.66 Mar 14.86 Nar 13.66 
A or 8.65 Apr 15.32 A or 11.42 

I 
~lay 8.64 May 15.84 I lay 12.89 
Jun 8.53 Jun 15.27 Jun 11.91 

Jul 8.48 Ju1 15.~7 Jul 11.88 

Aug 8.47 Aug 16.33 Auq 11.93 

I Sep 8.43 Sep 16.fl9 Seo 11.95 
Oct 8.56 Oct 16.76 l'ct 11 .~4 

Nov 8.61 Nov 15.50 Nov 11.33 

I 
Dec 8.65 Dec 15.77 Dec 111.82 
Jan/78 ~.87 Jan/82 16.73 Jan/86 10.€6 
Feb 8.90 Feb 16.72 Feb H).16 

Mar 8.93 Mar 16.07 Mar 9.33 

I Apr 9.05 Aor 15.82 Aor 9.02 
May 9.19 May 15.&1 9.52 
Jam _ 9.33 J\m 16.1~ J\m 9.51 
Jul 9.3R ~1 16.~ .m1 9.10 

I Aug 9.21 15.22 ~ 9.15 

Sep 9.17 14.56 ~;! 9.42 

Oct 11.81 ikt '·" 
I Nov liiw n.sa ~ 9.15 

l*: l*: 11.55 ~ 1.~ 

~~ ~~ 
IA-4-2 

I 
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I 
I 
I Rate of R1tt of 

Mo/YtNU' 

I 
H.10 ~ J~n/79 9.35 l Jan/83 3.M ~ 

11.10 Feb 9.93 Feb :l.50 

Mu 10.'30 ~r 10.17 Mar 3.61') 

I 
10.20 Apr 10.00 A or 3.90 

9.51') ~y 11).76 t-1ay '3.50 
Jun 9.30 Jun 10.90 Jun 2.60 
Jul 9.70 Jul 11.28 Jul 2.40 

I 
Auq $3.60 Aug 11.77 AU9 2.60 
Sep 7.80 Sep 12.09 Sep 2.90 
Oct 7.60 Oct 12.19 Oct 2.90 
Nov 7.30 Nov 12.Ei2 Nov '3.20 

I Dec 7.00 Dec 13.30 Dec 3.80 
Ja.n/76 6.130 Jan/8() 13.92 Jan/R4 4.10 
Feb 6.30 Feb 14.15 Feb 4.60 

I 
~tar 6.10 11ar 14.68 Mar 4.70 
Apr 6.10 Apr 14.66 Apr 4.51) 
~1ay 6.20 May 14.39 Ma.v 4.20 
Jun 5.90 Jun 14.31 Jun 4.20 

I Ju1 5.40 Ju1 1'3.20 Jul 4.10 
Aug 5.60 Auq 12.80 Aug 4.20 
Sep 5.50 Sep 12.67 Sep 4.20 

I 
Oct 5.30 Oct 12.64 Oct 4.20 
Nov 5.00 Nov 12.06 Nov 4.00 
Dec 4.80 !lee 12.40 Dec 4.'10 

Jan/77 5.20 Jan/81 11.70 Jan/}35 1.5'1 

I Feb 6.00 Feb 11.30 Feb 3.50 
r~ar 6.40 Mar 10.60 t1ar 3.70 
Apr 6.8n Apr 10.0(} Apr 3.70 

I 
May 6.70 May 9.80 Mav '3.70 

Jun 6.90 Jun 9.60 Jun 3.70 
Jul 6.70 ,Jul 10.70 Jul 1.61) 

Aug 6.60 Aug 1').90 AuQ 1.40 

I Sep 6.!:.0 Sep 11.00 SeD '3.21') 

Oct 6.50 Oct 10.20 fkt 3.2f) 

Nov 6.70 Nov 9.60 'lov 3.60 

I 
Oec 6.80 Dec 8.90 Dec 3.~0 

Jan/78 e.so Jan/82 8.40 Jan/86 3.90 

Feb 6.40 Feb 1.70 Feb 3.20 

Mar 6.50 ~r 6.80 ~r 2:30 

I Apr 6.60 Aor 6.60 A or 1.60 

May 7.00 ~.Y 6.10 May 1.60 

Jun 7.40 Jun 7.10 Jun 1.70 

I 
Jul 7.7f) Jul 6.50 Jul 1.60 

Auq 7.90 Auq 5.90 1.60 

Sep 8.30 Sep 5.00 Seo 1.80 

Oct 8.90 Oct 5.10 Oct l.SO 

I Nov 9.00 Nov "·" lfov 1.30 

Dec 9.03 Dec 

I ~: ...... ~ Stat~sua. 
I 

.,..2 
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~~~AS rtT"" ~OOlR ANn UGHT C~A.'n' 
Clill "Ill NW"'bU HO ~6-139 

I 
I 

..1?.!!!... Discount Rate un 

I Oct-Dec, 1979 9 1/2 - 12 

02/15/80 13 

I 
05/28/30 12 
06/12/80 11 
07/28/80 10 
09/26/80 11 

I 11/17/80 12 
12/04/80 13 

I 
06/05/81 14 
11/02/81 13 
12/04/81 12 

I 07/19/82 11.5 
07/30/82 11.0 
08/16/82 10.5 

I 
08/26/82 10.0 
10/08/82 9.5 
11/19/82 9.0 
12/13/82 8.5 

I 03/06/84 9.0 
11/21/84 8.5 

I 
12/24/84 8.0 

05/17/85 7.5 

I 03/07/86 1.0 
04/18/86 6.5 
07/10/86 6.0 

I 08/20/86 5.5 

I 
I 
I 
I 
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I 
' ·.1111 

1/5/~H (1) 

_ 12/21)/R6(2) 

l~ividual Economists 
~~tdc Sflrvlces 

.S ~~+vwm. 12/17/86(3) 

'Alt.H! Lin111 .!!J~cticm and _!)pinion, 
H/21/96 

1/19/fl7 

C~rrlllnt f'huns 

KANSAS CITY l'0HER AND LFmT COMP A.'1Y 
Case NuMber HO 86-1'31) 

1987 Projections 

GNP 

2.6% 

2.4% 
3.0% 

3.2% 

2.0% 

1. 5-3.()% 

2.8%(4) 

3-month 
T-Bill 

5.2% 

5.0% 

5.3% 

5.6% 

'3')-yr. 
T-Bond 

7.2% 

7.3% 

7.6% 

7.8% 

(1} ~VIilt'liAllllil of 1st an~ 2nd half proiections provided by survey of economists 

(2) Avera~ns of economists and econometric services surveyed 

(1) AvlilraRiillil oF quarterlY pro1ections 

Third f!Uarter, 19% 

Inflation 
Rate 

--~-

3.7% 7 

3.4% 1.rrJ 
3.'3% 7.rrJ, 

4.2% 6.1i% 

3.2% 7.2% 

1.1-4.0% 6.8-7.2% 

1. 37 7.0% 
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~~~aoi;_;_nl 

Lon~-tem Debt 

Preferred Stock 

Common Equity 

it,~~SAS Ci'n' POOTR AND LIGHT COMPANY 
tas~ Numb~~ HO 86~139 

J..tOOOs) 

$ 1,077,386 

132,676 

375,144 

$ 2,135,906 
===:::--

% Total 

50.47% 

3.55 

40.9~ 

100.01)% 
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Jan 

feb 

:iar 

A or 

'!av 

.Tun 

Ju1 

Aug 

~ep 

Oct 

Nov 

~ep-Nov Ave. 

~ 24.375 

26.125 

29.25 

29.5') 

27.50 

25.00 

2'3.625 

32.25 

31.625 

29.375 

30.75 

IT" A:ii' ur.ur ro~!P,\NY 
('~~~ :iuabu ~o 86-U9 

Low Dividend Yield 

s 21.125 $ 2.36 10.37% 

23.5') 2.36 9.51 

25.625 2.36 8.60 

23.875 2.36 8.84 
24.00 2.01) 7. 77 

23.00 2.00 '3.31 

24.25 2.')0 7.57 

27.50 2.00 6.69 

25.875 2.00 6.96 

26.375 2.00 7.17 

28.75 2.00 6.72 

6.95% 
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1976 

1971 

1971 

1~11 

1912 

ltn 

''"' 
,,, 4¥11!1. 

I 
'"' r 
t: 

KANSAS CITY P011F.R MID LIGHT cn~w .\NY 
Case Number HO 86-139 

_!CPL' s JUsto~ic _r.rowth in DPS an<l EPS 

)!!ll!!.!"es Trended __ Q.rowth __ Rat~_! Value Line Historic r.r~th ~~ 

s yr:. 10 yr. 5 yr. 10 yr. 5 yr. 10 yr. 5 yr. 10 
n~>s DPS EPS EPS DPS DPS 

2.27'l 3.95% 3.03% 1.97i': 5.5% 4.5% 12.5,; 

2.1() 3.30 2.70 • 14 

'!.95 2.R6 2.08 1.04 

4.05 2.95 -3.46 . 37 

'l. 54 3.05 4.55 1. 79 

'l,T2 1.28 12.20 3.76 

4.01 3.60 8.32 4.67 

5.Sl lt. 20 15.15 6.50 

6.90 4.69 11.84 7.90 

f>.l9 4.87 11.67 9.70 
.. ___ -- --

'>.197 lt.l3% 11. 8lt~l. 6. 51% 

. 
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IAIUI Cl'n PM:l Mm LlOIT ~ANY 
~ ~f 10 86-llt 

Hl!m com ~ tf~ sum~c: ijfltrnu \•o 11 mt.~ MnHM> 

'"~ A'i, '~, 
m 

a aM 11... • 9."1: ,.e~ 

lf~ruCM tt.:.;:. 
6l ~K I.K M ~.~ 
dS liliK~lN P $ 5.5~ 
~~.~~~ 1'&1. 5.5&:< 

N.i£NS 5.3l< 

C,..C~Y AVE. YL!>. 
2 ATLAN'iiC CITY ELEC 6.63:~ 

36 IIIli. Tli'IORE 6.\E 5. 22?. 
07 Ch.CORP 5.851. 
38 ctmoi.IDATEO ED 5.651. 
~0 ~E!.l'!A~ P&L 6.o.;;; 
12 OUKE FCUER 5.76:: 
43 FPL GROUP o.ts:: 
74 lruA SOUTHE~ iNC 5.04/; 
46 IIN.'A-:._:;m G&E 6.63:\ 
75 !PALCO ENTERP~!S!S 5.87'1. 
7 6 I'A'iSAS P&l s.se:~ 
77 KENTUCKY UTILITIES 6.06:: 
78 LOUISVILLE G&E 6.44% 
50 HAD I Sru 6.\E 6.24% 
SO MIDWEST ENERGY 6.46:! 
20 NPJ ENGLAND ELEC 6.43:\ 
52 NORTHERN STATES PWR 5.417. 
86 OKLAHCtiA 6.\E 6.051. 
87 ORIWGE & ROCK UTILS 6.247. 
27 PUB SVC ENT GROUP 7 .12:! 
31 SO CALIF EDISru 6.671. 
93 SOOTHE~ INO 6.\E 5.10:\ 
94 SOUTIUESTE~ P S 6.251. 
95 iECO ENERGY 5.31Y. 

AVERA~S 6.03:\ 

(J) l=AW'M t'1' ~,.AM 

~·AA 
3=Aa.i~ or rVAA 
4=;V,\ 

!'a!\.'8 or :-.'A 
Hu-111 
ioo!tllllt ..... 

IU! i~ ~.; :'~i~'lt ~i~l ~T;a» 

• !tmNS 1m 
IIlii. 8 ca:.: H:TA ~k 11KT/Sl\ 
m !4\ IS) w .n 
Uf,t ~.sc~ 0.75 12.:!0j! l82.00:C 
7 .~3:( !1,7-'X J.CO JO,NX 236,tJOY. 
i\21:( 12.001! o.;o 11.711Y. 184.00/. 
6.~~ ~: .r~\ O.o5 11.30:\ l84.ao:\ 
o.tot! ::.7~~ 0.70 11.78Y. 190.oo;~ 

6.14Y. : 1.4o~·~ 0.68 11.61:~ l95.20:C 

81}1~ RAT lNG 2 
AVE. G ~·CF 1\ BETA CAPt! K HKT/SK 

4.29:~ 1D.9Z~ 0.60 10.947. 164.00:~ 
6.JO:C : L3Z~ 0.70 IJ, 7S:~ l80.00Y. 
4.64:~ ;o.o9:: 0.65 11.36:\ 182.00:< 
8.16:: 13.92:~ 0.65 11.36:: 142.00:< 
5.!4:.~ !l.2~~; 0.65 11.36/. 182.00?. 
6.0Z~ 11. iS:~ 0.65 11.36:: 163.00:1. 
5.88'1. 12.03'1. 0.70 11.78:\ 163.00/. 
5.oi':\ !1 .31;·; 0.65 11.3~·: 168.00/. 
4.82:( 11.4S::\ 0.60 10.94:1. l53.00Y. 
4.1 i:! 10.03:\ 0.60 10.94:~ 172.00/. 
5.78:( 11.30:! 0.55 10.52:( lS!.OCY. 
4.2~~ 10.351. 0.60 10.94?. m.oo:! 
3.51:: 9.95:\ 0.65 11.36:: 160.00?. 
0.01?. o.o1:( 0.01 0.01:! 194.00?. 
4.41:\ to.a&: 0.55 10.52:! 200.00?. 
5.o;J. !2.00.:! 0.05 11.301. 154.00:: 
6.56:: II. 9/-~ 0.70 11.78;! 174.007. 
4.94'1. 10. 99'1. 0.70 11.78:\ 187 .oo:! 
4.COY. 10.247. 0.65 11.36:: 166.007. 
0.017. 0 .D1Y. 0.75 12.211Y. 145.0QX 
5.767. 12.4~ 8.71 11.78Y. 162.807. 
6.62:! lJ, 72:! 0.65 1!.3" 176.807. 
5.90:! 12.1:::~ 0.65 11.~ 237.8117. 
6.607. 11. 91;~ 8.71 11.7~ 19U~ 

5.417. 11.3~ n ·at 
v.o~ u.~ 173.8~ 

{~> '"'~~ llF St'"P._. i'IO ~l' ~i~·t~ 1%iUS 

HtiKE 
i8) 

3.0 
3.0 
2.0 
2.0 
2.0 

NUiiE 
1.0 
2.0 
3.0 
2.0 
2.0 
1.0 
2.0 
3.0 
2.0 
3.0 
3.0 
u 
3.0 
2.0 
3.0 
1.0 
.2.0 
3.0 
3.0 
1.0 
1.0 
3.0 
3.0 
u 

\1~ ~ F s&'T~ i"' JIB. SQ.~~ m.·.,~ . .-~ u.._ Hl!t~J ~~111m! w•. ~. ••· & 
(~ _. i.M D. ltll\.1t 

(~$..··~· 
~ ... a&. IQ.. ~l ;~~· 

• ~ tl'UM 1&1 CliDII!O~~ 
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I A."m Ll GHT Cct!P A.'n' 
~M'l\ .. tlr 10 56~139 

I IHMl~l 

-~ •. -.u. •• ~)(Fit lill'l\ ~I( ItO' lilt ~ 

I \2) ilP m \5) \41) m \IIi 
-i!lt~M !I~ 4.4S'I 1~.41% 0.65 1!.?~ 177.00% 3.0 
Hlh-~ t.~~ 5.@n! !1.91)( 0.70 ll.]s:f. 151.00:{ LJ 

I )1Jmn~lt ~ J.l~ J.5h: !O.o~~ uo IC.9~1. 1~5.VU~. 3.3 
41 !U ~s~~u 0.501. J.o~ 10.15% 0.60 10.9~ w .oo:\ 2.0 
lh ~WI'A M Uli. •• 28% !1.29'i. o.n1 12.20:! 209 .00}: 3.0 

I 
~ ~ l)i£51) su o.s::. 5.6Z( 12.13% 0.65 11.36:: 1i0,00% 2.0 
'117 TIISCCN EL£~ M 5.bZ! o.u:; 11.81:: 0.55 10.52:\ 219.00:: 3.0 

PII.'ENS 0.10:! s.oox : 1.23:~ o.o4 11.30i: 170.861. 

I B~D RATING 4 
CliO ClJ'INffl AVE. YLD. AVE, G DCF K BETA CAPH K NKT/BK NUKE 

I 
35 MER ELEC FWR 7.941. a.m 11.641. 0.75 12.201. 147.00/. 2.0 
37 B!lSTG-1 tiilSW 7 .w ol.~s;~ 11.51/. 0.60 !O.N:: :34.oo:: 2.u 
3 CAROL!~ P~!. 6.8~( 4 .34~~ 11.21:\ 0.75 12.20:: 142.GO~~ 1.0 
S CEN ~liDSill ·~E s .861. 2.541. ! 1.41:~ 0.65 11.36/. 101.00:: I.D 

I 66 CEN LOUIS!;..~ EL 5.96:( 4.3SY. 10.34/. 0.70 11. 7SY. 15i.OO/. 3.0 
9 Ct'ffilWEAl TH ED 9 ,11:( 3.061. 12.18'/. 0.70 11.78'1. 108.00/. 1.0 

10 CtffifA\',.,5'!i. TH ENEP o.ss:~ :.sa;~ 12.1: I 0.70 11.78:: 148.00/. 1.0 

I 
41 Dll1INI~ RES 6.2ol. 5.161. I 1.42:~ 0.65 11.36:\ 1ss.oo:~ 2.0 
70 EMPIRE DIST E!..EC 5.98'1. 4. 91:: 10 .89"/. 0.50 10 .to:~ 18! .oo:~ 3.0 
42 FLORIDA ?RuG COR? 5.64Y. 6.0S:~ 11.72:~ 0.70 I I. 78'1. 19o.oo:: 2.0 
71 iw.JAII~ ELEC 5.50:~ 5.461. 10.96.% 0.65 11.36/. 183.00:( 3.0 

I 17 HOUSTCtl lNDUSiRI ES 8.28'1. 5.17'!. 13.451. 0.70 11. 7S:~ 133.00% 1.0 
72 IDAHO P'wR 6.55:~ 4.69"1. 11.23;~ 0.70 11. 78'/. 163.00:~ 3.0 
45 IE lNDUSHIES 7 .841. 6.00:~ 13.841. 0.65 11.36:( 142.00/. 2.0 

I 
18 ILllNIOS PClWER 8.76:: 2.59:( 11.35:~ 0.75 12.2n:: 123.oo;; 1.0 
79 HDU RESOURCES 5.92.:: 6.50% 12.42i! 0.65 11 .36:( m.oo:~ 3.0 
83 NEVADA f'WR 6.501. 4.13:( lO.oX~ 0.60 10. 94:~ 180.00/. 3.0 
85 NORTI«JESiE~ P S 6.5Z~ o.o1:; 0 .at/. 0.01 o.m 159 .oo:; 3.0 

I 88 OTIER TAIL PillER 6.32i! 4.46:( 10.7SY. 0.60 10.941. 179 .OOJ. 3.0 
25 PACIFIC G&E 7.811. 4.62% 12.441. 0.70 ll.i~ 134.00:~ 1.0 
53 PACIFICORP 6.801. 4.841. 11.631. 0.70 11.78X 144.00% 2.0 

I 
54 PeflSYL~IA P&L 6.761. 3.87:! 10 .63:! 0.65 11.~ 154.00% 2.0 
55 PORT~ ~ CORF 6.2ii. 4.35:~ 10.63:~ 8.65 11.~ 156.00:: 2.0 
56 PUB SVC COlGAAOO 10.90% o.m Ul:! 0.70 11.7SY. 113.09% 2.0 
57 PUDGET SOUND ?&L 1.:~c 2.4h~ 10 .27;~ 0.75 12.2'3: 1-u.au.:; 2.ft 

I 30 RllC!itSTER G.\E 8.754 3.~ 12.41% 8.05 11.~ IJ7.1St% u 
91 SA\.WM ElF 4.32i! UO/. 11.32i! uo U.M:t :!tS.HX ~ . -'·• 
59 SCA~ C~ s.s~ .;.:-~ :m.~ us u -,·v ••••M !~.~~ .2.~ 

I 
92 SIEJM Me RES 6.6~ 4.~ :t.l',~ :.55 1MZ: !63.~ u 
33 ~S L~lliTicS :ssx ~.~ ll.31l ~.~ H.~ l14~;~l :.J 
'' W t;,TE~ISES ~.~~ 

··~ 
12.m 

··~ 
u.~ ~~.m 3.5 

41 UNICN ElECT~iC .t.~ 4.3t% HUS': ~.11 ll.?R !51.~ u 
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Tvpiit of Capital 

Common Equitv 

Preferred Stock 

Lon~-term Debt 

~SAS CITY l.IGMT ANn POWER COMPANY 
Ca~~ Nu~b~r NO 8~-119 

Peilzhted Average Cost Assuming 

Embedded Returns on Equitv of: 

% Total Cost 12o0?. 12o1% 12o5% 

40o87% 4o92 So'l4 5o12 
8o55 l0o10% o86 o86 o86 

50o47 ~o64 4o36 4o16 '•.16 ----
100.00% 10.14:'( 10 0 26~~ lC) 0 34~~ 
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Ty(!e of CA21tal 

Co.mon Equity 

Preferred Stock 

Lon~-term Debt 

UMUS Cl"'T POWR AND LIGHT COMPA.'N 
CA~~ ~u•b•~ HO 36-139 

~~~hted Averase Cost of C~oital 
(After-Tax) 

Embedded lveiRhted Tax 
% Total Cost Cost Factor 

40.98% 1.00 

8.55 10.10% .86% 1.00 

50.47 8.64 4.36 .54* 

1oo.om:: 

* 1.0 minus an effective tax rate of 46% 

lvei~hted Avg. Cost of Capital 
Assuminfl, Return on Eguit~ of: 

lb2! 12.3% .!b2! 
4.92 5.04 5.12 

.86 .86 .86 

2.35 2.35 2.35 

8.13% 8.25% 8.33% 
-- --
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