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DIRECT TESTIMONY
| OF

SAMUEL C. HADAWAY
Case No. ER-2012-0175

L INTRODUCTION AND SUMMARY OF RECOMMENDATIONS

Please state your name and business address.

My name is Samuel C. Hadaway and my business address is FINANCO, Inc,, 3520
Executive Center Drive, Suite 124, Austin, Texas 78731.

On whose behalf are you testifying?

I am festifying on behalf of KCP&L OGreater Missouri Operations Company ("GMO” or
the "Company™). |

Please state your educational background and describe your professional training
and experience.

I have a bachelor's degree in economics from Southern Methodist University, as well as
M.B.A. and Ph.D. degrees with concentrations in finance and economics from the
University of Texas at Austin ("UT Austin"). I am an owner and full-time employee of
FINANCO, Inc. ("FINANCO"). FINANCO provides financial research concerning the
cost of capital and financial condition for regulated companies as well as financial
modeling and other economic studies in litigation support. In addition to my work at
FINANCO, I have served as an adjunct professor in the McCombs School of Business at
UT Austin and in what is now the McCoy College of Business at Texas State University.
In my prior academic work, [ taught economics and finance courses and I conducted
research and directed graduate students in the areas of investments and capital market

research. I was previously Director of the Economic Research Division at the Public
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Utility Commission of Texas ("Texas Commission™) where [ supervised the Texas
Commission's finance, economics, and accounting staff, and served as the Texas
Commission's chief financial witness in electric and telephone rate cases. T have taught
courses at various utility conferences on cost of capital, capital structure, utility financial
condition, and cost allocation and rate design issues. I have made presentations before
the New York Society of Security Analysts, the National Rate of Return Analysts Forum,
and various other professional and legislative groups. I have served as a vice president
and on the board of directors of the Financial Management Association,

A Tist of my publications and testimony I have given before various regulatory
bodies and in state and federal courts is contained in my resume, which is included as
Appendix A.

Have you previously testified before the Missouri Public Service Commission
("MPSC” or "Commission") or other utility regulatory agencies?

Yes. I have testified before the MPSC and numerous other regulatory commissions on
cost of capital and related financial issues.

What is the purpose of your testimony?

The purpose of my testimony is to estimate GMO's required rate of return on equity
("ROE"} and to support the Company's requested capital structure and overall rate of
return.

Please outline and describe the testimony you will present.

My testimony is divided into five additional sections, Following this introduction, in
Section 11, I discuss the impact on ROE of GMO's fuel adjustment clause ("FAC"), In

Section 11, I present and explain the Company’s requested capital structure and overall
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cost of capital. In Section IV, I review general capital market costs and conditions, and
discuss recent developments in the electric utility industry that affect the cost of capital.
In Section V, | review various methods for estimating the cost of equity. In this section, |
discuss the discounted cash flow ("DCF") model, as well as risk premium methods and
other approaches that are often used to estimate the cost of capital. In Section VI, 1
discuss the details of my cost of equity studies and provide a summary table of my ROE
results.

Pieasg describe the general approach you use in your cost of equity studies.

First, my recommendation is premised upon the fair rate of return principles established
by the U.S, Supreme Court in Federal Power Comm'n v. Hope Natural Gas Co., 320 US,
591, 603 (1944) ("Hope") and Bluefield Water Works & Improvements Co. v. Public
Service Comm’n, 262 1.S. 679, 693 (1923) ("Bluefield"). That is to say, a utility's return
authorized by a regulatory body, such as the MPSC, should be commensurate with
returns on investments in other enterprises having corresponding risks. The return should
also be sufficient to assure confidence in the financial integrity of the utility so as to
maintain its credit, and to attract capital so that it is able to properly discharge its public
duties. Given these legal principles, I have reviewed several methods to determine an
appropriate ROE and overall rate of return for GMO. These methods and the underlying
economic models are applied to an investment grade company reference group of other
electric utilities generally similar to GMO.

Please explain your analysis in arriving at a recommended ROE for GMO.

My ROE estimate is based on alternative versions of the constant growth and multistage

growth DCF model. 1 also provide a bond-yield-plus-equity risk premium analysis and 1
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review economic conditions and interest rates that are expected to prevail during the
coming year. Because GMO is a wholly-owned subsidiary of Great Plains Energy
Incorporated ("GPE") and does not have publicly traded common stock or other
independent market data, its cost of equity cannot be estimated directly. For this reason,
I apply the DCF model to a large reference group of investment grade electric utilities
selected from the Value Line Investment Survey ("Value Line"}. Value Line is 2 widely-
followed, reputable source of financial data often used by professional economists 10
estimate ROE. To be included in my group, the reference companies must have at least a
triple-B (investment grade) bond rating; they must derive at least 70 percent of revenues
from regulated utility sales; they must have consistent financial records not affected by
recent mergers or restructuring: and they must have a consistent dividend record with no
dividend cuts within the past two vears. The fundamental characteristics of the
companies in my comparable group are summarized in Schedule SCH-1, page 1.

I also conducted a risk premium analysis based on ROEs allowed by state
regulators relative to Moody's average utility debt costs. In this analysis, I considered
both current utility bond yields and the higher interest rates that Standard and Poor's
("S&P™) is forecasting for the coming vear. S&P forecasts that long-term government
and corporate interest rates will increase from current levels during 2012. The data
sources and the details of my cost of equity studies are contained in my Schedules SCH-1
through SCH-6.

Please state your ROE recommendation and summarize the results of your cost of

equity studies.
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I support an ROE of 10.4 percent. I apply alternative versions of the DCF model and 1
provide a risk premium analysis and a review of forecasted economic conditions for the
coming vear. The DCF analysis indicates a reasonable range of 10.0 percent to 10.4
percent. My risk premium analysis indicates an ROE range of 9.97 percent to 10.12
percent.  As 1 will discuss later iﬁ this testimony, the povernment's continuing
intervention in the debt markets has created artificially low long-term interest rates and
the recent sharp decline in interest rates has created risk premium ROE estimates that are
not consisient with observed equity market turmoil. The continuing volatility and
heightened investor risk aversion in the equity markets indicates that the cost of equity
has not declined as much as interest rates. Based on these factors, a requested ROE at the
top of my DCF range at 10.4 percent is reasonable.
II. IMPACT OF GMO'S FUEL ADJUSTMENT CLAUSE ON ROE

Have you considered the effect of GMO'S FAC on the Company's business risk
profile and its required ROE?
Yes. I have considered the effect of GMO's FAC from several perspectives, and I have
concluded from my analysis that no adjustment to ROE should be made. Most important,
the continuation of GMO's FAC makes GMO's business risk profile more similar 1o the
risk profiles of the comparable companies that I used to estimate ROE.

All of the companies in my 22-company comparable group have fuel and
purchased power adjustment mechanisms. Schedule SCH-1, page 2 lists the companies
and shows their cost recovery mechanisms at the operating company level. From this

perspective, no adjustment to the base ROE obtained from the comparable company
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group should be applied to GMO. In fact, without the FAC, GMO’s business risk profile
would be higher than that of the average comparabie company.

1. GMO CAPITAL STRUCTURE AND OVERALL RATE OF RETURN

Please summarize the Company's requested capital structure and overall rate of
return.
The requested capital structure components and the resulting overall rate of retumn are

presented in Table 1 below:

Table 1
Requested Capital Structure
Capital Components ' Ratig Cost Weighted Cost
Debt 46.92% 5.73% 2.69%
Preferred stock 0.61% 4.29% 0.03%
Common equity 52.47% 10.40% 5.46%
TOTAL 100.00% 8.18%

What is the basis for the Company's requested capital structure and overall rate of
return?

The requested capital structure, as well as the costs for debt and preferred stock, are
consistent with GPE's projected capital structure at August 31, 2012, These data are
presenied in more detail in Schedule SCH-2, with the August 31, 2012 summary shown
on page 10 of that schedule. Using the parent company's consolidated capital structure is

consistent with GMQ's approach in its prior rate cases.
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What are the key differences betweem GPE's actual capital structure as of
September 30, 2011 and the requested capital structure, projected as of August 31,
20127
The actual GPE capital structure as of September 30, 2011, is shown on page 2 of
Schedule SCH-2. The key differences between the actual capital structure and the
requested capital structure, projected as of August 30, 2012, are as follows:

Long-Term Debt
Net Long-Term Debt is projected to decrease by $376 million due to $663 million of
long-term debt maturities partially offset by $287 million of new long-term debt from the
remarketing of the debt component of tﬁe equity units as senior nofes.

Equity

Equity is projected to increase by **[JJf** million, which is driven primarily by the
$287 million issnance of common stock from the setilement of the equity units stock
purchase contract, a projected **-** million increase in retained earnings and a small
amount of equity issued by GPE through the dividend reinvestment and direct stock
purchase plan and company benefit plans.

Equity-linked Convertible Debt

The $287 million equity-linked convertible debt component of the capital structure as of
September 30, 2011 is not part of the August 31, 2012 projected capital structure. Prior
to Angust 31, 2012, the subordinated notes component of the Equity Units will be
remarketed as Senior Notes which have been included in the long-term debt component

of the projected capital structure. On June 15, 2012, the purchase contract component of

[ HIGHLY CONFIDENTIAL J .




-1 the Equity Units will be setiled with the issuance of common stock which has been
2 included in the equity component of the projected capital structure.
3 IV, FUNDAMENTAL FACTORS THAT AFFECT THE COST OF EQUITY
4 Q. What is the purpose of this section of your testimony?
5 A In this section, I review recent capital market conditions and industry and company-specific
6 factors that should be reflected in a cost of capital estimate.

7 Q. What is the current outlook for the U.S. economy?

8 A, Growth for the U.S. economy is expected to remain slow in the near term. While most
9 ~ economists expect real growth fo remain positive, in the 1.5 percent range,
10 unemployment is also expected to remain stubbornly high in the 8 percent to 9 percent
11 range, Forecasts for 2012 indicate continuing, but slow recovery with new job creation a

fundamental concern. Equity markets have continued to be extremely volatile and only

13 recently have utility stocks had favorable performance relative to the general market
14 recovery. As I will explain Iater in this testimony, the recent positive utility stock
15 performance is not .necessarily a reflection of improving economic conditions. Rather it
16 very likely reflects a search for yield by investors discouraged by the persistent
17 intervention of the federal government in the fixed income market and its stated intention
18 of maintaining low bond yields. On top of these market dislocations, investors are also
19 concerned about the European sovereign debt crisis. All of these factors point to elevated
20 risk aversion, a fundamental lack of equilibrium conditions in the financial markets, and a
21 continuing relatively high cost for equity capital.



What has been the experience in the U.S. capital markets over the past several
years?

In Schedule SCH-3, page 1, I provide a 10-year review of annual interest rates and rates
of inflation. During the time period, interest rates and inflation generally have been
lower than in the previous decade. Inflation, as measured by the Consumer Price Index,
has fluctuated between a low of zero percent (in 2008) and a high of 4.1 percent (caused
by the spike in energy costs that oceurred in 2007). The decade's average annual
inflation rate (2.4 percent) was approximately 100 basis points lower than the longer-
term average rate of the past 60 years (see Schedule SCH-4). Interest rates declined
steadily over most of the period, with the 2011 average utility interest rate at its lowest
level for more than 30 years (see Schedule SCH-6, page 1).

What has been the more recent trend in utility borrowing costs?

In Schedule SCH-3, page 2, I provide the month-bywmaﬁth interest rate data since the

beginning of 2009, Those data are summarized below in Table 2 below.



Table 2
Long-Term Interest Rate Trends

Triple-B 30-Year Triple-B

Month  Utility Rate Treasury Rate  Utility Spread
Jan-09 7.90 3.13 4.77
Feb-09 7.74 3.59 4.15
Mar-09 8.00 3.64 4.36
Apr-09 8.03 3.76 4.27
May-09 7.76 4.23 3.53
Jun-09 7.31 4.52 2.79
Jul-09 6.87 4.41] 2.46
Aug-09 6.36 4.37 1.99
Sep-09 6.12 4.19 1.93
Oct-09 6.14 4.19 1.95
Nov-09 6.18 4.31 1.87
Dec-09 6.26 4.49 1.77
Jan-10 6.16 4.60 1.56
Feb-10 6.25 4.62 1.63
Mar-10 6.22 4.64 1.58
Apr-10 6.19 4.69 1.50
May-10 5.97 4.29 1.68
Jun-10 6.18 4.13 2.05
Jul-10 - 5.98 3.99 1.99
Aug-10 5.55 3.80 1.75
Sep-10 5.53 3.77 1.76
Oct-10 5.62 3.87 1.75
Nov-10 5.85 4.19 1.66
Dec-10 6.04 4.42 1.62
Jan-11 6.06 4.52 1.54
Feb-11 6.10 4.65 1.45
Mar-11 5.97 4.51 1.46
Apr-11 5.98 4,50 1.48
May-11  5.74 4.29 1.45
Jun-11 5.67 4.23 1.44
Jul-11 5.70 4.27 1.43
Aug-11 5.22 3.65 1.57
Sep-11 5.11 3.18 1.93
Oct-11 5.24 3.13 2.11
Nov-11 4.93 3.02 1.91
Dec-11 5.07 2.98 2.09
3-Mo Avg: 5.08 3.04 2.04
12-Mo Avg 5.57 3.91 1.66

Sources: Mergent Bond Record (Utility Rates);, www.federalreserve gov (Treasury Rates).
Three month average is for October 201 1-December 2011
Twelve month average is for January 2011-December 2011.
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The data in Table 2 track the steady decline in corporate interest rates that has occurred
since early 2009 and the market turmoil that has existed during this time period. The
Federal Reserve’s continuing intervention in the financial markets and its efforts to keep
short-term rates near zero and longer-term U.S. Treasury rates at historically low levels
are now affecting yields on high quality corporate debt as well. While the effects of these
monetary policy efforts are not easily captured in rate of return estimation models, equity
market turbulence and the resulting elevated level of risk aversion indicate that the
decline in ROE has been less than the decline in corporate borrowing costs.

Do the smaller spreads between yields on triple-b utility bonds and U.S. treasufy
bonds mean that the markets have fully recovered from the economic turmoil that
resulted from the financial crisis?

No. While markets have stabilized considerably from the conditions that existed .in 2008
and early 2009, investors remain concerned about high unemployment, large federal
deficits, turmoil in the Mideast, the sovereign debt crisis in Europe as well as other
domestic economic issues. These factors combined with sluggish growth in gross
domestic product ("GDP") continue to raise substantial equity market concerns and
contribute to heightened investor risk aversion.

What do forecasts for the economy and interest rates show for the coming year?
During 2012, interest rates are expected to rise only slightly from currently low levels. In
Schedule SCH-3, page 3, I provide S&P’s most recent interest rate forecast from its
Trends & Projections publication for November 2011. Table 3 below summarizes the

interest rate forecasts:

11
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Table 3
Standard & Poor’s Interest Rate Forecast
Dec. 2011  Average Average
Average 2011 Est. 2012 Est.

Treasury Bills 0.1% 0.1% 0.0%
10-Yr, T-Bonds 2.0% 2.8% 2.3%
30-Yr. T-Bonds 3.0% 3.9% 3.3%
Aasa Corporate Bonds 3.9% 4.6% 4.2%

Sources: www.federalreserve.gov, (Current Rates), Standard &
Poor’s Trends & Projections, Nov. 2011, p. 8 (Projected Rates).

These data show that, during 2012, average long-term Treasury interest rates are
expected to increase by 30 basis points relative to the low levels in December 2011.
Yields on the other bonds shown in the table are also expected to increase slightly. The
small interest rate increases projebted by S&P are consistent with a sluggishly improving
economy and the government's announced infention to maintain low interest rates.

How have utility stocks performed during the past several years?

Utility stock prices have been more volatile in recent years as compared to their
traditional performance. The wider fluctuations in more recent years are vividly
illustrated in the following Graph 1, which depicts Dow Jones Utility Average ("DJUA")

prices over the past 25 years.

12
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Until the late 1990s, utility stocks were viewed as relatively stable investments. Over the
past decade, however, utility stock prices have fluctuated much more widely. In this
environment, investors’ return expectations and requirements for providing capital to the
utility industry are high relative to the longer-term, traditional view of the industry.

How have utility stocks performed since the market low point reached in March
2009?

Prior to the last several months (since May 2011), utility stock prices had lagged well
behind the general market recovery. Since May, however, fears of potential sovereign
defaults as well as domestic financial problems have increased equity market risk
aversion. This situation has made dividend oriented stocks, like utilittes, relatively more

attractive for all income-oriented investors. For the May-December time period, the

13
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DIJUA rose over 6 percent (6.5%), while the S&P 500 dropped by over 7 percent (-7.5%).
The refatively better performance for utilities has produced lower dividend yields in the
DCF model; ie., the DCF model results, with respect to dividend vields, do not reflect
the overall market's volatility and heightened risk aversion. This anomaly makes it more
difficult to interpret current DCF cost of equity estimates for utility companies.

How has the "flight to quality" in the traditional fixed income (bond) markets
affected dividend oriented stocks?

As bond yields have fallen (as a result of the government's ongoing policies in the
financial markets), investors have looked for income from dividend paying stocks.
Consequently, utility stocks have expenienced favorable performance as investors in
search of yield have substituted utility common stocks for low-yielding bonds.

Does this imply that the cost of equity capital for utilities has declined as much as
interest rates have dropped?

No. Equity market risk aversion has increased, not decreased. The domestic economy
faces severe challenges—growth in GDP has slowed, unemployment remains stubbornly
high, and job creation is weak. The federal government is responding to this economic
distress by artificially depressing interest rates through its ongoing purchases of Treasury
bonds and other securities. While this government policy pumps liquidity into the
financial markets, it also removes yield opportunities for traditional investors in safe,
fixed income investments. Thus, investors are trying to react rationally to a market
environment that has many risks but few income opportunities. Such circumstances

reduce ROE estimates from traditional rate of return estimation methods, but these lower

14
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estimates do not reflect ongoing market volatility and increased equity market risk
aversion that continues to exist.
Has equity market volatility been recognized as a cause for reduced equity capital
availability in the U.S.?
Yes. A recent Associated Press article describes this problem in some detail. In that
article the author notes that since August, market swings have been particularly
troublesome:

In market-speak, it's called volatility: Large jumps followed by deep dives,

~ within the course of a week or sometimes the same day. The surge in

volatility since early August has been blamed for preventing companies

from going public and scaring people out of stocks. Some think that even

if Europe resolves its debt crisis, large price swings are here to stay.

The long-term trend is toward more volatility. Judging by the number of

times in a year the S&P 500 swung 2 percent or more in a single day,

markets are much more likely to have large leaps up or dives down,

according to S&P's equity research group. Swings of 2 percent occurred

an average of five times a year from 1950 to 1999. It's already happened

20 times this year, with three months left to go. (Matthew Craft,

Associated Press/Yahoo Finance, Oct. 2, 2011).
What is the utility industry’s current fundamental position?
The industry has seen significant volatility both in terms of fundamental operating
characteristics and the effects of the economy. Slow economic growth has reduced sales
volumes. Moreover, there is great uncertainty regarding environmental rules proposed
by the U.S. Environmental Protection Agency ("EPA"). Both of these factors have
increased the difficulty of planning for future load requirements. This Commission
recognized these concerns when it opened a docket on August 30, 2011 entitled "In the

Matter of an Investigation of the Cost to Missouri Electric Utilities Resulting from

Compliance with Federal Environmental Regulations,” Case No. EW-2012-0065. One of

15



the investigation's purposes is to examine "the potential impact" of "current and future

2 EPA rules under the Clean Air and Clean Water Acts" "to determine [their] potential

3 impact on reliability and costs" for the state's electric utilities. In the equity markets,
4 ongoing turmoil has increased investors' preferences for safer, dividend paying
5 companies. Value Line discusses this phenomenon and provides a warning of possible
6 overvaluation in its recent Electric Utility update.

7 Value Line Investor Survey

With most of 2011 completed, it seems almost certain that electric utility
stocks will have outperformed the broader market averages when the year
is over. As of mid-December, the Value Line Utility Average is up
slightly, while the Value Line Geometric Average is down about 14%.
Electric utility stocks have long been viewed as a safe haven in volatile
markets, due in large part to their generous dividend yields. However,
many of these issues are now trading within their 2014-2016 Target Price
Ranges. This is often an indication that they have become expensively
priced. (Value Line Investor Survey, Dec. 23,2011, p. 901).

17 In the summary in its recent assessment of the Electric Utility Industry, S&P

18 provides perspective for investors' concerns for 2012:

19 Standard & Poor's

20 Regulated U.S. electric utility companies will begin implementing

21 Environmental Protection Agency (EPA) rules concerning carbon and

22 other pollutants in 2012. Other challenges included the continued need for

23 substantial capital spending, the potential for rate pressure in a slow

24 growth period, and the changing global capital markets. ("The Top 10

25 Investor Questions For U.S. Regulated Electric Utilities In 2012,"

26 Standard & Poor's RatingsDirect, Jan. 3, 2012, p. 2).

27 Credit market gyrations and the volatility of utility shares demonstrate the increased
28 uncertainties that utility investors face. These uncertainties translate into a higher cost of
29 equity capital.

16
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Do utilities continue to face the operating and financial risks that existed prior to
the recent financial crisis?

Yes. Prior to the recent financial crisis, the most significant risk factor for utility
investors was the industry’s continuing transition to more open market conditions and
competition. With the passage of the Energy Policy Act ("EPACT") in 1992 and the
Federal Energy Regulatory Commission's ("FERC") Order No. 888 in 1996, the stage
was set for vastly increased competition in the electric utility industry. The EPACT's
mandate for open access to the transmission grid and the FERC's implementation through
Order No. 888 effectively opened the market for wholesale electricity to competition.
Previously protected utility service territory and lack of wholesale transmission access in
some parts of the country had limited the availability of competitive bulk power prices.
The EPACT and Order No. 888 have essentially eliminated such constraints and allowed
most utilities to seek alternative wholesale suppliers for their incremental power needs.

In addition to wholesale issues at the federal level, in states that have
implemented retail access, even retail markets have opened to competition. Concerns
about these issues and additional efforts for dealing with larger construction programs
and power cost recovery mechanisms have developed as well. As expected, the opening
of previously protected utility markets to competition, the uncertainty created by the
removal of regulatory protection, and continuing fuel price volatility have raised the level

of uncertainty about investment returns across the entire industry.
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Is GMO affected by these same market uncertainties and increasing utility capital

costs?
Yes. To some extent all electric utilities are being affected by the industry's transition to
competition. GMO's power costs and other operating activities have been significantly
affected by transition and restructuring events around the country. In fact, the
uncertainty associated with the changes that are transforming the utility industry as a
whole, as viewed from the perspective of the investor, remain a factor in assessing any
utility's required ROE, including the ROE from GMO's operations in Missouri. This is
true even though Missouri has not adopted retail choice or other majoi' forms of
restructuring.
Are there other specific risks that GMO must address?
Yes. The above-mentioned climate change initiatives create fairly significant risk for the
Company going forward. Approximately 80 percent of the Company's fuel mix based on
actual generation is coal. The Company discussed the potential impact of climate change
risk in its most recent Form 10-K:
The Companies are subject to extensive federal, state and local
environmental laws, regulations and permit requirements relating to air
and water quality, waste management and disposal, natural resources and
health and safety. In addition to imposing continuing compliance
obligations and remediation costs for historical and pre-existing
conditions, these laws and regulations authorize the imposition of
substantial penalties for noncompliance, including fines, injunctive relief
and other sanctions. There is also a risk that new environmental laws and
regulations, new judicial interpretations of environmental laws and
regulations, or the requirements in new or renewed environmental permits
could adversely affect the Companies' operations. In addition, there is
also a risk of lawsuits brought by third parties alleging violations of
environmental commitments or requirements, creation of a public

nuisance or other matters, and seeking injunctions or monetary or other
damages and certain federal courts have held that state and local

18



governments and private parties have standing to bring climate change tort
suits seeking company-specific emission reductions and damages.

The Environmental Protection Agency (EPA) has enacted various
regulations regarding the reporting and permitting of greenhouse gases,
and has proposed other permitting regulations, under the existing Clean
Air Act, These existing and proposed rules establish new thresholds for
greenhouse gas emissions, defining when Clean Air Act permits under the
New Source Performance Standards, New Source Review and Title V
operating permits programs would be required for new or existing
industrial facilities and when the installation of best available control
technology would be required. Most of the Companies' generating
facilities would be affected by these existing and proposed rules.
Additional federal and/or state legislation or regulation respecting
greenhouse gas emissions may be proposed or enacted in the near future.
Further, pursuant to the Collaboration Agreement, KCP&L agreed to
pursue a set of initiatives including energy efficiency, additional wind
generation, lower emission permit levels at its Iatan and LaCygne stations
and other initiatives designed to offset CO2 emissions. Requirements to
reduce greenhouse gas emissions may cause the Companies to incur
significant costs relating to their ongoing operations (through additional
environmental control equipment, retiring and replacing existing
generation, or selecting more costly generation alternatives), to procure
emission allowance credits, or due to the imposition of taxes, fees or other
governmental charges as a result of such emissions.

Due to all of the above, the Companies' projected capital and other
expenditures for environmental compliance are subject to significant
uncertainties, including the timing of implementation of any new or
modified environmental requirements, the emissions limits imposed by
such requirements and the types and costs of the compliance alternatives
selected by the Companies. As a result, costs to comply with
environmental requirements cannot be estimated with certainty, and actual
costs could be significantly higher than projections. Other new
environmental laws and regulations affecting the operations of the
Companies may be adopted, and new interpretations of existing laws and
regulations could be adopted or become applicable to the Companies or
their facilities, any of which may materially adversely affect the
Companies' business, adversely affect the Companies’ ability to continue
operating its power plants as currently done and substantially increase
their environmental expenditures or liabilities in the future. (2010 GPE
and KCP&L SEC Joint Form 10-K, pp. 13-16.)

19



I Q. How do capital market participants respond fo these financial risk perceptions and

2 concerns?
3 Al As I discussed previously, equity investors respond to changing assessments of risk and
4 financial prospects by changing the price they are willing to pay for a given security.
5 When the risk perceptions increase or financial prospects decline, investors refuse to pay
6 ' the previously existing market price for a company's seéuﬁtieﬁa and market supply and
7 demand forces then establish a new lower price. The lower market price typically
g translates into a higher cost of capital through a higher dividend vield requirement, as
9 well as the potential for increased capital gains if prospects improve, In addition to
10 market losses for prior shareholders, the higher cost of capital is transmitted directly to
11 the company by the need to issue more shares to raise any given amount of capital for

future investment. The additional shares also impose additional future dividend

13 requirements and reduce future earnings per share growth prospects.
14 Q. How have regulatory commissions responded to these changing market and
15 industry conditions?

16 A, Over the past five years, quarterly allowed ROEs have averaged about 10.4 percent. For

17 integrated electrics, like GMO, the average allowed rate for 2010 was 10.38 percent and
18 for 2011, it was 10.24 percent.! Table 4 below summarizes the quarterly ROE data for
19 all types of electric utilities which are published by SNL’s Regulatory Research
20 Associates, an authoritative source for this information which is regularly relied upon by

" See Schedule SCH-1, p. 3.
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experts in the field of public utility regulation, as well as by regulatory commissions and

their staffs:
Table 4
Authorized Electric Utility Equity Refurns
2007 2008 2009 2010 2011
1* Quarter 10.27% 10.45% 10.29% 10.66% 10.32%
2™ Quarter 10.27% 10.57% 10.55% 10.08% 10.12%
3" Quarter 10.02% 10.47% 10.46% 10.27%  10.00%
4% Quarter 10.56% 10.33% 10.54%____10.30%  10.34%
Full Year Average 10.36% 10.46% 10.48% 10.34%  10.22%
Average Utility
Debt Cost 6.11% 6.65% 6.28% 5.55% 5.17%
Indicated Average
Risk Premium 425% 3.81% 4.20% 4.79% 5.05%

Source: Regulatory Focus, SNL Regulatory Research Associates, Major Rate Case
Decisions, Jan. 10, 2012, Utility debt costs are the "average" public utility bond vields as
reported by Moody’s.

Based on these data, over the past five years, the allowed equity risk premium for electric
utilities has ranged between 3.81 percent and 5.05 percent.

V. ESTIMATING THE COST OF EQUITY CAPITAL

What is the purpose of this section of your festimony?

The purpose of this section of my testimony is to present a general definition of the cost
of equity and to compare the strengths and weaknesses of several of the most widely used
methods for estimating the cost of equity. Estimating the cost of equity is fundamentally
a matter of informed judgment. The various models provide a concrete link to actual
capital market data and assist with defining the various relationships that underlie the
ROE estimation process.

Please define the term "cost of equity capital” and provide an overview of the cost

estimation process.
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The cost of equity capital is the profit or rate of return that equity investors expect to
receive. In concept it is no different than the cost of debt or the cost of preferred stock.
The cost of equity is the rate of return that common stockholders expect, just as interest
on bonds and dividends on preferred stock are the returns that investors in those
securities expect. Equity investors expect a return on their capital commensurate with the
risks they take, consistent with returns that are available from other similar investments.
Unlike returns from debt and preferred stocks, however, the equity return is not directly
observable in advance and, therefore, it must be estimated or inferred from capital market
data and trading activity.

An example helps to illustrate the cost of equity concept. Assume that an investor
buys a share of common stock for $20 per share. If the stock's expected dividend is
$1.00, the expected dividend yield is 5.0 percent ($1.00 / $20 = 5.0 percent). If the stock
price is also expected to increase to $21.20 after one year, this $1.20 expected gain adds
an additional 6.0 percent to the expected total rate of return ($1.20 / $20 = 6.0 percent).
Therefore, when buying the stock at $20 per share, the investor expects a total return of
11.0 percent: 5.0 percent dividend yield, plus 6.0 percent price appreciation. In this
example, the total expected rate of return at 11.0 percent is the appropriate measure of the
cost of equity capital, because it is this rate of return that caused the investor to commit
the $20 of equity capital in the first place. If the stock were riskier, or if expected returns
from other investments were higher, investors would require a higher rate of return from
the stock, which would result in a lower initial purchase price in market trading.

Each day market rates of return and prices change to reflect new investor

expectations and requirements. For example, when interest rates on bonds and savings
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accounts rise, utility stock prices usually fall. This is true, at least in part, because higher
interest rates on these alternative investments make utility stocks relatively less
attractive, which causes utility stock prices to decline in market trading. This
competitive market adjustment process is quick and continuous, so that market prices
generally reflect investor expectations and the relative attractiveness of one investment
versus another. In this context, to estimate the cost of equity one must apply informed
judgment about the relative risk of the company in question and knowledge about the risk

and expected rate of return characteristics of other available investments as well.

‘How does the market account for risk differences among the various investments?

Risk-return tradeotfs among capital ’market investments have been the subject of
extensive ﬁnéncial research. Literally dozens of textbooks and hundreds of academic
articles have addressed the issue. Generally, such research confirms the commeon sense
conclusion that inveétors will take additional risks only if they expect to receive a higher
rate of return. Empirical tests consistently show that retums from low risk securities,
such as 1.8, Treasury bills, are the lowest; that returns from longer-term Treasury bonds
and corporate bonds are increasingly higher as risks increase; and, generally, returns from
common stocks and other more risky investments are even higher. These observations
provide a sound theoretical foundation for both the DCF and risk premium methods for
estimating the cost of equity capital. These methods attempt to capture the well founded
risk-return principle and explicitly measure investors' rate of return requirements.

Can you illustrate the capital market risk-return principle that you just described?
Yes. The following graph depicts the risk-return relationship that has become widely

known as the Capital Market Line ("CML"). The CML offers a graphical representation
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1 of the capital market risk-return principle. The graph is not meant to illustrate the actual
2 expected rate of return for any particular investment, but merely to illustrate in a general

3 way the risk-return relationship.

Risk-Return Tradeoffs

The Capital Market Line

g

% 20%

o Commen

5 L. L Stocks

o 15% Speculative

R investments

| Treasury
10%

§ Bills Non-investment

o Grade Bonds

2 5%

w Investment

Grade Bonds
Higher Risk —

4 As a continuum, the CML can be viewed as an available opportunity set for investors.
5 Those investors with low risk tolerance or investment objectives that mandate a low risk
6 profile should invest in assets depicted in the lower left-hand portion of the graph.
7 Investments in this area, such as Treasury bills and short-maturity, high quality corporate
8 commercial paper, offer a high degree of investor certainty. In nominal terms (before
9 considering the potential effects of inflation}, such assets are virtually risk-free.
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Investment risks increase as one moves up and to the right along the CML. A
higher degree of uncertainty exists about the level of investment value at any point in
time and about the level of income payments that may be received. Among these
investments are long-térm bonds and preferred stocks, which offer priority claims to
assets and income payments. They are relatively low risk, but they are not risk-free. The
market value of long-term bonds, even those issued by the U.S. Treasury, often fluctuates
widely when government policies or other factors cause interest rates to change.

Farther up the CML continuum, common stocks are exposed to even more risk,
depending on the nature of the underlying business and the financial strength of the
issuing corporation. Common stock ﬁsks include market-wide factors, such as general
changes in capital costs, as well as industry and company specific elements that may add
further to the volatility of a given company's performance. As I will illustrate in my risk
premium analysis, common stocks typically are more volatile and have higher risk than
high quality bond investments and, therefore, they reside above and to the right of bonds
on the CML graph. Other more speculative investments, such as stock options and
commodity futures contracts, offer even higher risks (and higher potential returns). The
CML's depiction of the risk-return tradeoffs available in the capital markets provides a
useful perspective for estimating investors' required rates of return.

How is the fair rate of return in the regulatory process related to the estimated cost
of equity capital? |

The regulatory process is guided by fair rate of return principles established in the U.S.
Supreme Court cases, Bluefield and Hope:

A public utility is entitled to such rates as will permit it to earn a return on
the value of the property which it employs for the convenience of the
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public equal to that generally being made at the same time and in the same
general part of the country on investments in other business undertakings
which are attended by corresponding risks and uncertainties; but it has no
constitutional right to profits such as are realized or anticipated in highly
profitable enterprises or speculative ventures, Bluefield Water Works &
Improvement Co. v. Public Service Comm’n of West Virginia, 262 11.8,
679, 692-693 (1923).

From the investor or company point of view, it is important that there be
enough revenue not only for operating expenses, but alse for the capital
costs of the business. These include service on the debt and dividends on
the stock. By that standard the return to the equity owner should be
commensurate with returns on investments in other enterprises having
corresponding risks. That retum, moreover, should be sufficient to assure
confidence in the financial integrity of the enterprise, so as to maintain its

- credit and to attract capital. Federal Power Comm 'n v. Hope Natural Gas
Co., 320 ULS. 591, 603 (1944).

Based on these principles, the fair rate of return should closely parallel invgstcr
opportunity costs as discussed above. If a utility earns its market cost of equity, neither
its stockholders nor its customers should be disadvantaged.

What specific methods and capital market data are used to evaluate the cost of
eqmity?

Technigues for estimating the cost of equity normally fall into three groups: comparable
earnings methods, risk premium methods, and DCF methods.

Please describe the first set of estimation techmiques, the comparable earnings
methods.

The comparable earnings methods have evolved over time. The original comparable
earnings methods were based on book accounting returns. This approach developed ROE
estimates by reviewing accounting returns for unregulated companies thought to have
risks similar to those of the regulated company in question. These methods have

generally been rejected because they assume that the unregulated group is earning its
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actual cost of capital, and that its equity book value is the same as its market value. In
most situations these assumptions are not valid, and, therefore, accounting-based
methods do not generally provide reliable cost of equity estimates.

More recent comparable earnings methods are based on historical stock market
returns rather than book acéounting returns. While this approach has some merit, it too
has been criticized because there can be no assurance that historical returns actually
reflect current or future market requirements. Also, in practical application, earned
markv;t returns tend to fluctuate widely from year to year. For these reasons, a current
cost of equity estimate (based on the DCF model or a risk premium analysis) is usually
required.

Please describe the second set of estimation techniques, the risk premium methods.

The risk premium methods begin with currently observable market returns, such as yields
on government or corporate bonds, and add an increment to account for the additional
equity risk. The capital asset pricing model ("CAPM") and arbitrage pricing theory
("APT™) model are more sophisticated risk premium approaches. The CAPM and APT
methods estimate the éost of equity directly by combining the "risk-free" government
bond rate with explicit risk measures to determine the risk premium required by the
market. Although these methods are widely used in academic cost of capital research,
their additional data requirements and their potentially questionable underlying
assumptions have detracted from their use in most regulatory jurisdictions. The basic
risk premium methods provide a useful parallel approach with the DCF model and assure
consistency with other capital market data conmsistency in the cost of equity cost

estimation process.
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Please describe the third set of estimation techniques, based on the DCF model.

The DCF model is the most widely used regulatory cost of equity estimation method.
Like the risk premium approach, the DCF model has a sound basis in theory, and many
argue that it has the additional advantage of simplicity. I will describe the DCF model in
detail below, but in essence its estimate of ROE is simply the sum of the expected
dividend yield and the expected long-term dividend (or price) growth rate. While
dividend yields are easy to obtain, estimating long-term growth is more difficult.
Because the constant growth DCF model also requires very long-term growth estimates
{technically to infinity), some argue that its application is too speculative to provide
reliable results, resulting in the preference for the multistage growth DCF analysis.

Of the three estimation methods, which do you believe provides the most reliable

results?

From my experience, a combination of DCF and risk bremjum methods provides the
most reliable approach. While the caveat about estimating long-term growth must be
observed, the DCF model's other inputs are readily obtainable, and the model's results
typically are consistent with capital market behavior. The risk premium methods provide
a good parallel approach to the DCF model and further ensure that current market
conditions are accurately reflected in the cost of equity estimate.

Please explain the DCF model.

The DCF model is predicated on the concept that stock prices represent the present value
or discounted value of all future dividends that investors expect to receive. In the most
general form, the DCF model is expressed in the following formula:

Py = Dy/(1+k) + Do/(1+k)* + ... + Do/(1+K)™ (1)
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where Py is today's stock price; Di, D, ete. are all future dividends and k is the discount
rate, or the investor's required rate of return on equity. Equati&n (1) is a routine present
value calculation based on the assumption that the stock's price is the present value of all
dividends expected to be paid in the future,

Under the additional assumption that dividends are expected to grow at a constant
rate "g" and that k is strictly greater than g, equation (1) can be solved for k and
rearranged into the simple form:

k=Di/Po+g (2}

Equation (2) is the familiar constant growth DCF model for cost of equity estimation,
where D,/P; is the expected dividend yield and g is the long-term expected dividend
growth rate.

Are there circumstances where the constant growth model may not give reliable
results?

Yes. Under circumstances when growth rates are expected to fluctuate or when future
growth rates are highly uncertain, the constant growth model may not give reliable
results. Although the DCF model itself is still valid, i.e., equation (1) is mathematically
correct, under such circumstances the simplified form of the model must be modified to

capture market expectations accurately.

Recent events and current market conditions in the electric utility industry as
discussed later appear to challenge the constant growth assumption of the traditional DCF
model. Since the mid-1980s, dividend growth expectations for many electric utilities
have fluctuated widely. In fact, over one-third of the electric utilities in the U.S. have

reduced or eliminated their common dividends over this time period. Some of these
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companies have re-established their dividends, producing exceptionally high growth
rates. Under these circumstances, long-term growth rate estimates may be highly
uncertain, and estimating a reliable "constant" growth rate for many companies is often

difficult,
Can the DCF model be applied when the constant growth assumption is violated?
Yes. When growth expectations are uncertain, the more general version of the model
represented in equation (1) should be solved explicitly over a finite "transition" period
while uncertainty prevails. The constant growth version of the model can then be applied
after the transition period, under the assumption that more stable conditions will prevail
m the future. There are two alternatives for dealing with the nonconstant growth
transition perécd.

Under the "terminal price" nonconstant growth approach, equation (1) is written
in a slightly different form:

Py = Di/(1+K) + Do/(1+kY* + ... + Pr/(1+k)” 3)
where the variables are the same as in equation (1) except that Py is the estimated stock
price at the end of the fransition period T. Under the assumption that normal growth
resumes after the transition period, the price Py is then expected to be based on constant
growth assurnptions. With the terminal price approach, the estimated cost of equity, k, is
just the rate of retumn that investors would expect fo earn if they bought the stock at
today's market price, held it and received dividends through the transition period (until
period T), and then sold it for price Pr. In this approach, the analyst's task is to estimate

the rate of return that investors expect to receive given the current level of market prices

they are willing to pay.
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What is the other alternmative for dealing with the nonconstant growth tramsition
period?

Under the "multistage" nonconstant growth approach, equation (1) is simply expanded to
incorporate two or more growth rate periods, with the assumption that a permanent
constant growth rate can be estimated for some point in the future:

Po=Dy(1+g)(1+K) + ... + Da(1+ga)/(1-+k)"+

o [Dr(1+gn ™ Vil (1+)T )

where the variables are the same as in equation (1), but g; represents the growth rate for
the first period; D is the dividend at the beginning of the second period and g: is the
growth rate for the second period; an(i Dy is the dividend at the beginning of the third
period and gr is the growth rate for the period from vear T (the end of the transition
period) to infinity. The first two growth rates are simply estimates for fluctuating growth
over "n" years {typically 5 or 10 years) and gr is a constant growth rate assumed to
prevail forever after vear T. The difficult task for analysts in the multistage approach is
determining the various growth rates for each period.

Although less convenient for exposition purposes, the nonconstant growth models
are based on the same valid capital market assumptions as the constant growth version.
The nonconstant growth approach simply requires more explicit data inputs and more
work 1o solve for the discount rate, k. Fortunately, the required data are available from
investment and economic forecasting services, and computer algorithms can easily
produce the required solutions. Both constant and nonconstant growth DCF analyses are

presented in the following section.
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Please explain the risk premium methodology.

Risk premium methods are based on the asswmption that equity securities are riskier than
debt and, therefore, that equity investors require a higher rate of return. This basic
premise is well supported by legal and economic distinctions between debt and equity
securities, and it is widely accepted as a fundamental capital market principle. For
example, debt holders' claims to the earnings and assets of the borrower have priority
over all claims of equity investors. The contractual interest on mortgage debt must be
paid in full before any dividends can be paid to sharcholders, and secured mortgage
claims must be fully satisfied before any assets can be distributed to sharehoiders in
bankruptcy. Also, the guaranteed, fixed-income nature of interest payments makes year-
to-vear returns from bonds typically more stable than capital gains and dividend
payments on stocks. All these factors demonstrate the more nisky position of
stockholders and support the equity risk premium concept.

Are risk premium estimates of the cesi of equity typically consistent with other
current capital market costs?

Generally so, but as noted previously, the recent sharp decline in interest rates and
continuing government intervention in the credit markets raise questions about the
accuracy of current risk premium estimates of ROE. The risk premium approach is
generally useful because it is founded on current market interest rates, which are directly
observable.

Is there consensus about how risk preminm data should be employed?

No. In regulatory practice, there is often considerable debate about how risk premium

data should be interpreted and used. Since the analyst's basic task is to gauge investors'
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required returns on long-term investments, some argue that the estimated equity spread
should be based on the longest possible time period. Others argue that market
relationships between debt and equity from several decades ago are irrelevant and that
only recent debt-equity observations should be given any weight in estimating investor
requirements, There is no consensus on this issue. Since analysts cannot observe or
measure investors' expeciaﬁons directly, it is not possible to know exactly how such
expectations are formed or, therefore, to know exactly what time period is most
appropriate in a risk premiurm analysis.

The important point is to answer the following question: "What rate of return
should equity investors reasonably exﬁect relative to returns that are currently available
from long-term bonds?" The risk premium studies and analyses I discuss later address
this question. My risk premium analysis is based on an intermediate position that avoids
some of the problems and concerns that have been expressed about both very long and
very short periods of analysis with the risk premium model.

Please summarize your discussion of cost of equity estimation technigues.

Estimating the cost of equity is one of the most controversial issues in utility ratemaking.
Because actual investor requirements are not directly observable, several methods have
been developed to assist in the estimation process. The comparable eamings method is
the oldest but perhaps least reliable. Its use of accounting rates of return, or even
historical market returns, may or may not reflect current investor requirements.
Differences in accounting methods among companies and issues of comparability also

detract from this approach.
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The DCF and risk premium methods have become the most widely accepted in
regulatory practice. Under normal market conditions, a combination of the DCF model
and a review of risk premium data provides the most reliable cost of equity estimate.
While the DCF model does require judgment about future growth rates, the dividend
vield is straightforward, and the model's results are generally consistent with actual
capital market behavior. Given current market conditions, I will rely on the DCF model
estimates from the cost of equity studies that follow.

Please explain why you have not provided ROE estimates based on the CAPM.

I have not included a CAPM _estimate in his case because, under current market
conditions, the CAPM .does not provi.de reliable estimates of the cost of equity. This
situation is caused by the government's continuing intervention in the credit markets and
the resulting artificially low U.S. Treasury bond interest rates that have resulted, as well
as the recent market turmoil's effects on the CAPM’S other required inputs.

The CAPM is based on three principal inputs:

1} the risk-free interest rate (Re);

2) the expected market risk premium for stocks relative to the risk-free rate E(Rqy) —

Ry, and
3) a measure of market-related, or nondiversifiable, risk (P} or beta).

The CAPM estimate of ROE is then calculated as:

ROE =R+ B[E(Rmm} — Ry]

The market data discussed previously in Section IV of this testimony show that, under
present market conditions, potentially all three of the CAPM’s principal inputs tend to

understate ROE. The risk-free rate, Ry, is understated because, due to governmental
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credit market policies and investors’ increased risk aversion, the U.S. Treasury rates used
for Ry are artificially low. The second input, the expected market risk premium [E(Ry,) —
R¢], when based on historical data, may alse be understated because such data cannot
reflect the heighted investor risk aversion that has resulted from the financial crisis.
Finally, utility beta coefficients may have declined because uiility stocks moved in the
opposite direction of the overall market on recent occasions. All these factors cause
CAPM estimates of ROE for utilities to be understated. For this reason, in the present
case, | rely on the DCF and other risk premium models to estimate the cost of equity for
GMO.

VI. COSTOFEQUITY CAPITAL FOR GMO

What is the purpose of this section of your testimony?

In this section I present my quantitative studies of the cost of equity capital for GMO and
discuss the details of my analysis.

How are your studies organized?

in the first part of my analysis, I apply three versions of the DCF model to the 22-
company group of electric utilities based on the selection criteria discussed previously.
In the second part of this section, I describe my risk premium analysis and review
projected economic conditions and projected capital costs for the coming year.

My DCF analysis is based on three versions of the DCF model. In the first
version, 1 use the constant growth format with long-term expected growth based on
analysts' growth rate projections. In the second version of the DCF model, for the
estimated growth rate, I use the estimated long-term GDP growth rate. In the third

version of the DCF model, I use a two-stage growth approach, with stage one based on
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Value Line's three-to-five-year dividend growth projections and stage two based on long-
term projected growth in GDP. The dividend yields in all three of the DCF models are
from Value Line's projections of dividends for the coming year and stock prices are from
the three-month average for the months that correspond to the Value Line editions from
which the underlying financial data are taken.

The DCF model requires an estimate of investors® long-term growth rate
expectations. Why do you believe your forecast of GDP growth based on long-term
historical data is appropriate?

There are at least three reasons. _First, most econometric forecasts are derived from the
trending of historical data or the use of weighted averages. This is the approach [ have
taken in Schedule SCH-4. The long-run historical average GDP growth ratc is 6.7
percent, but my estimate of long-term expected growth is 5.8 percent. My forecast is
lower because my forecasting method gives much more weight to the more recent 10-
and 20-year periods.

Second, some currently lower GDP growth forecasts likely understate very long
growth rate expectations that are required in the DCF model. Many of those forecasts are
currently low because they are based on the assumption of permanently low inflation
rates, in the range of 2 percent. As shown in my Schedule SCH-4 the average long-term
inflation rate has been over 3 percent in all but the most recent 10- and 20- year periods.

Finally, the current economic turmoil makes it even more important to consider
longer-term economic data in the growth rate estimate. As discussed in the previous
section, current near-term forecasts for both real GDP and inflation are severely

depressed. To the extent that even the longer-term outlooks of professional economists
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e 1 are also depressed, their forecasts will be low. Under these circumstances, a longer-term

2 balance is even more important. For all these reasons, while 1 am also presenting other
3 growth rate approaches based on analysts’ estimates in this testimony, I believe it is
4 appropriate also to consider long-term GDP growth in estimating the DCF growth rate.

5 Q. Does independent academic research support using GDP growth in the DCF model?

6 A Yes. Growth in nominal GDP (i.e., real GDP plus inflation) is the most general measure

7 of economic growth in the U.S. economy. For long time periods, such as those used in
8 | the Morningstar/Ibbotson Associates rate of return data, GDP growth has averaged
9 between 5 percent and 8 percent per year. From this observation, Professors Brigham
10 and Houston offer the following observation concerning the appropriate long-term
11 growth rate in the DCF Model:

Expected growth rates vary somewhat among companies, but dividends
for mature firms are often expected to grow in the future at about the same
rate as nominal gross domestic product (real GDP plus inflation), On this
basis, one might expect the dividend of an average, or "normal," company
to grow at a rate of 5 to 8 percent a year. {(Eugene F. Brigham and Joel F,
Houston, Fundamentals of Financial Management, 11th Ed, 2007, p.

298.).

19 Other academic research on corporate growth rates offers similar conclusions about GDP
20 growth as well as concerns about the long-term adequacy of analysts' forecasts:

21 Our estimated median growth rate is reasonable when compared to the
22 overall economy's growth rate. On average over the sample period, the
23 median growth rate over 10 years for income before extraordinary items is
24 about 10 percent for all firms. ... After deducting the dividend yield (the
25 median vield is 2.5 percent per year), as well as inflation (which averages
26 4 percent per year over the sample period), the growth in real income
27 before extraordimary items is roughly 3.5 percent per year. This is
28 consistent with the historical growth rate in real gross domestic product,
29 which has averaged about 3.4 percent per year over the period 1950-1998.
30 {Louis K. C. Chan, Jason Karceski, and Josef Lakonishek, "The Level and

31 Persistence of Growth Rates,”" The Journal of Finance, Apr. 2003, p. 649).
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IBES long-term growth estimates are associated with realized growth in

the immediate short-term future. Over long horizons, however, there is

little forecastability in earnings, and analysts' estimates tend to be overly

optimistic. ... On the whole, the absence of predictability in growth fits in

with the economic intuition that competitive pressures ultimately work to

correct excessively high or excessively low profitability growth. (fbid., p.

683).
These findings support the notion that long-term growth expectations are more closely
predicted by broader measures of economic growth than by near-term analysts' estimates,
Especially for the very long-term growth rate requirements of the DCF model, the growth
i nominal GDP should be considered an important input.
How did you estimate the expected long-run GDP growth rate?
I developed my iong»teﬂn GDP growth forecast from nominal GDP data contained in the
St. Louis Federal Reserve Bank data base. That data for the period 1950 through 2011 is
summarized in my Schedule SCH-4. As shown at the bottom of that schedule, the overall
average for the period was 6.7 percent. The data also show, however, that in the more
recent years since 1980, lower inflation has resulted in lower overall GDP growth. For
this reason 1 gave more weight to the more recent years in my GDP forecast. This
approach is consistent with the concept that more recent data should have a greater effect
on expectations and with generally lower near- and intermediate-term growth rate
forecasts that presently exist. Based on this approach, my overall forecast for long-term
GDP growth is 5.8 percent.
Please summarize the results of your DCF analyses.
The DCF results for my comparable company group are presented in Schedule SCH-5,

As shown in the first column of page 1 of that schedule, the traditional constant growth

model produces an ROE of 10.0 percent. In the second column of page 1, I recalculate
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the constant growth results with the growth rate based on long-term forecasted growth in
GDP. With the GDP growth rate, the constant growth model indicates an ROE range of
10.2 percent to 10.4 percent. Finally, in the third column of page 1, I present the results
from the multistage DCF model. The multistage model indicates an ROE range of 10.0
percent to 10.1 percent. The overall results from the DCF model indicate an ROE range
of 10.0 percent to 10.4 percent.

What are the results of your risk premium studies?

The details and results of ry risk premium studies are shown in Schedule SCH-6, These
studies indicate an ROE range of 9.97 percent to 10.12 percent, based on both projected
and currently low Baa interest rates. .The Federal Reserve Sysiemt's continuing "easy
money" policies have provided renewed liquidity in the credit markets that is reflected in
these lower yields. These results are not consistent with DCF results, which reflect at
least a portion of the increased equity market risk aversion as shown in continuing the
volatility in stock prices for utility shares. These circumstances indicate that the cost of
equity capital for utilities has not declined to the same extent as interest rates on utility
debt.

How are your risk premium studies structured?

My equity risk premium studies are divided into two parts. First, [ compare electric
utility authorized ROEs for the period 1980-2011 to contemporaneous long-term utility
interest rates. The differences between the average authorized ROEs and the average
interest rate for the vear is the indicated equity risk premium. [ then add the indicated
equity risk premium to the forecasted and current triple-B utility bond interest rate to

estimate ROE. Because there is a strong inverse relationship between equity risk
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11

14

15
16
17
8
19
20
21

22

premiums and interest rates (when interest rates are high, risk premiums are low and vice
versa), further analysis is required to estimate the current equity risk premium level.

The inverse relationship between equity risk premiums and interest rate levels is
well documented in numerous, well-respected academic studies. These studies typically
use regression analysis or other statistical methods to predict or measure the equity risk
premium relationship under varying interest rate conditions. On page 3 of Schedule
SCH-6, I provide regression analyses of the allowed annual equity risk premiums relative
to interest rate levels. The negative and statistically significant regression coefficients
confirm the inverse relationship between equity risk premiums and interest rates. This
means that when interest rates rise by éne percentage point, the cost of equity increases,
but by a smaller amount. Similarly, when interest rates decline by one percentage point,
the cost of equity declines by less than one percentage point. I use this negative interest
rate change coefficient in conjunction with current interest rates to establish the
appropriate current equity risk premium,

Can you illustrate the inverse relationship between eqguity risk premiums and
interest rates without using the statistical analysis described above?

Yes. Statistical analysis is often used, especially in academic research, to sgbstantiate
certain economic and financial relationships. For equity risk premium analysis, however,
the fundamental issue can be observed by simply averaging the data for various time
periods without further statistical analysis. The data in Table 5 below show average
utility bond yields and equity risk premiums for each non-overlapping, five-year period

between 1980 and 2011.
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Table 5
Average Five-Year Utility Bond Yields and Equity Risk

Premiums
(1980-2011)
Average Average
Utility Bond Equity Risk
Period Interest Rate Premium
1980-1986 - 1331% 1.69%
1987-1991 9.81% 2.99%
1992-1996 8.02% 3.54%
1997.2001 7.61% 3.66%
2002-2006 6.42% 4.34%
: 2007-2011 5.95% 4.42%
Source: Schedule SCH-6, p. 1.
1 These data show that equity risk premiums have consistently increased as interest rates
2 have declined, and that they were lower when interest rates were high. This result is a
. 3 market-based reflection, which shows that required rates of return in the stock market do
e 4 not move in lockstep with changes in interest rates. Because utilities must compete with
5 other types of equity investments for capital, the ROE for utilities does not change by as
6 much as the observed changes in interest rates. Arguments that unadjusted, long-term
7 average risk premiums can be used with current, historically low interest rates to estimate
8 ROE are mistaken. That approach to equity risk premium analysis will consistently
9 understate the required rate of return.

10 Q. Please summarize the results of your cost of equity analysis.

1 A My guantitative results are sununarized in Table 6 below:
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] Table 6
2 Summary of Cost of Equity Estimates

3
4 DCF Analysis Indicated Cost
5 Constant Growth (Traditional Growth) 10.0%
6 Constant Growth (GDP Growth) 10.2%-10.4%
7 Multistage Growth Model 10.0%-10.1%
8 DCF Range 10.0%:10.4%
9 Risk Premium Analysis Indicated Cost

10 Projected Utility Interest Rate + Risk Premium

11 Risk Premium (5.34% + 4.78%) 10.12%

12 Current Utility Interest Rate + Risk Premium

13 Risk Premium (5.08% + 4.89%) 9.97%

14

15 GMO ROE S —104%

16

17 Q. How should these results be interpreted by the Commission in setting the fair cost of

18 equity for GMO?

A, The midpoint DCF estimate my for comparable group is 10.2 percent. Given current

20 market conditions, I support an ROE at the top of my DCF range at 10.4 percent. Such
21 conditions make it difficult to strictly interpret quantitative model estimates for the cost
22 of equity. The govemment's continuing intervention in the credit markets and the
23 continuing turmoil that exists in the equity markets support the higher estimate. Under
24 these circumstances, use of a lower DCF range or equity nisk premium estimates based
25 strictly on historical risk premium relationships would likely understate the cost of
26 equity.

27 Q. Does this conclude vour testimony?

28 A, Yes, it does.
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SAMUEL C. HADAWAY

FINANCO, Inc.
Financial Analysis Consultants

3520 Executive Center Drive, Suite 124
Austin, Texas 78731
(512) 346-9317

SUMMARY OF QUALIFICATIONS
Principal, Financial Analysis Consultants (FINANCQO, Inc.).

Ph.D. in Finance and Economics.

L IR BN AR

Extensive expert witness testimony in court and before regulatory agencies.
Management of professional research staff in academic and regulatory organizations.
Professional presentations before executive development groups, the National Rate of

Return Analysts' Forum, and the New York Society of Security Analysts.

-

Services,

EDUCATION

The University of Texas at Austin
Ph.D., Finance and Econometrics
January 1975

The University of Texas at Austin
MBA, Finance
June 1973

Southern Methodist University
BA, Economics
June 1969

OTHER EXPERIENCE

University of Texas at Austin
Adjunct Associate Professor
1955-1988, 2004-Present

Texas State University San Marcos
Associate Professor of Finance
1983-1984, 2003-2004

Public Utility Commission of Texas
Chief Economist and Director of
Economic Research Division
August 1980-August 1983

Assistant Professor of Finance
Texas Tech University

July 1978-July 1980
University of Alabama
Jannary 1975-June 1978

Financial Management Associat

ion, previously Vice FPresident for Practitioner

Dissertation: An Evaluation of the
Original and Recent Varianis of the
Capiial Asset Pricing Model.

Thesis: The Pricing of Risk on the
New York Stock Exchange.

Honors program. Departmental
distinction,

Corporate Financial Management,
Investments, and Integrative Finance
Cases.

Graduate and undergraduate courses
in Financial Management, Managerial
Economics, and Investment Analysis.

Lead financial witness. Supervised
Commission staff in research and
testimony on rate of return, financial
condition, and economic analysis.

Member of graduate faculty. Conducted
Ph.D. seminars and directed doctoral
dissertations in capital market theory.
Served as consultant to industry,

church and governmental organizations.
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FINANCIAL AND ECONOMIC TESTIMONY IN REGULATORY
PROCEEDINGS (Client in parenthesis)

Cost of Money Testimony

*

Oregon Public Utility Commission, Docket No. UG 221, December 30, 2011 (NW
Natural Gas Company).

Wyoming Public Service Commission, Docket No. 20000-405-ER-11, December 9,
2011 (Rocky Mountain Power dba/PacifiCorp).

Texas Public Utility Commission, Docket No. 39896, November 28, 2011, (Entergy
Texas, Inc.)

Idaho Public Utilities Commission, Case No, PAC-E-111-12, May 27, 2011 (Rocky
Mountain Power/PacifiCorp).

Maine Public Utilities Commission, Docket No. 2011-92, May 5, 2011 {(Northern
Utilities, Inc.)

New Hampshire Public Utilities Commission, Docket No. DG 11-069, May 4,

201 l{Nort%em Utilities, Inc.)

Arizona Corporation Commission, Docket No. G-04204A-11-0158, April 8, 2011
(UNS Gas, Inc.)

Utah Public Service Commission, Docket No. 10-035-124, January 24, 2011 (Rocky
Mountain Power/PacifiCorp). =

Massachusetts Department of Public Utilities, D.P.U. 11.01 (Electric) and D.P.U.
115023 }{Gas), January 14, 2011, (Fitchburg Gas and Electric Light Company d/b/a/
Uniti

Wyoming Public Service Commission, Docket No. 20000-384-ER-10, November 22,
2010 (Rocky Mountain Power dba/PacifiCorp).

Hlinois Commerce Commission, Docket No. 10-0467, July 28, 2010 (Commonwealth
Edison Company}.

Missouri Public Service Cornmission, Case No. ER-2010-0355, June 4, 2010 (Kansas
City Power & Light Company).

Missouri Public Service &m;ission, Case No. ER-2010-0356, June 4, 2010
(KCP&L Greater Missouri Operations Company).

Idaho Public Utilities Commission, Case No. PAC-E-10-07, May 28, 2010 (Rocky
Mountain Power/PacifiCorp).

‘Washington Utilities and Transportation Comimission, Docket UE-100749, May 4,
2010 (PacifiCorp). ' _
New Hampshire Public Utilities Commission, Docket No. DE 10-055, April 15, 2010
{Unitil Energy Systems)

Oregon Public Utility Commission, Docket No. UE-217, March 1, 2010 {(PacifiCorp).

%exas Publ)ic Utility Commission, Docket No. 37744, December 30, 2009,(Entergy
exas, Inc.

Kansas Corporation Commission, Docket No. 10-KCPE-415-RTS, December 17,
2009 {Kansas City Power & Light Company).

Texas Public Utility Commission, Docket No. 37690, December 9, 2009,(El Paso
Electric Company).

California Public Utilities Commission, Application No. 09-11-015, November 20,
2009 (PacifiCorp).

Federal Energy Repgulatory Commussion, Docket No. ER10-230-000, November 6,
2009 (Kansas City Power & Light Company and KCP&L Greater Missouri
Operations Company).

Wryoming Public Service Commission, Docket No, 20000-352-ER-09, October 2,
2009 (Rocky Mountain Power dba/PacifiCorp).

Arkansas Public Service Commission, Docket No. 09-084-U, September 4, 2009,
{Entergy-Arkansas) :

Texas Public Utility Commission, Docket No. 37364, August 28, 2009,{ American
Electric Power-SWEPCO) ‘
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Utah Public Service Commission, Docket No. 09-035-23, June 23, 2009 (Rocky
Mountain Power/PacifiCorp).

New Mexico Public Regujation Commission, Case No. 09-00171-UT, May 2009, (E]
Paso Electric Company).

Oregon Public Utility Commission, Docket No. UE-207, April 2, 2009 (PacifiCorp).
Arkansas Public Service Commission, Docket No. 09-008-U, February 19, 2009
(American Electric Power-SWEPCO}).

Washington Utilities and Transportation Commission, Docket UE-090205, February
9, 2009 (PacifiCorp).

Idaho Public Utilities Commisston, Case No. PAC-E-08-07, September 19, 2008
(Rocky Mountain Power/PacifiCorp).

Missouri Public Service Commission, Case No. ER-2009-089, September 5, 2008
(Kansas City Power & Light Company).

Kansas Corporation Commission, Docket No. 09-KCPE-246-RTS, September 5,
2008 (Kansas City Power & Light Company).

Missouri Public Service Comnussion, Case No. ER-2009-090, September 5, 2008
(Aquila, Inc. dba/KCP&L. Greater Missouri Operations Company).

Utah Public Service Commission, Docket No. 08-035-38, July 17, 2008 (Rocky
Mountain Power/PacifiCorp).
Wyoming Public Service Commission, Docket No. 20000-333-ER-08, July 2008
{Rocky Mountain Power dba/PacifiCorp).

Texas Public Utility Commission, Docket No. 35717, June 27, 2008, (Oncor Electric
Delivery Company LLC}).

Washington Utilities and Transportation Comunission, Docket UG-080546, March 28,
2008 (NW Natural),

Washington Utilities and Transportation Commaission, Docket UE-(G80220, February
6, 2008 (PacifiCorp).

Utah Public Service Commission, Docket No, (7-035-93, December 17, 2007
(PacifiCorp).

llinois Commerce Commission, Docket No. 07-0566, October 17, 2007
{Commonwealth Edison Company). ,
Texas Public Utility Commission, Docket No. 34800, September 26, 2007, (Entergy
Gulf States, Inc.)

Texas Public Utility Commission, Docket No. 34040, August 28, 2007, (Oncor/TXU
Electric Delivery Company}

Massachusetts Department of Public Utilities, D.P.U. 07-71, August 17, 2007,
(Fitchburg Gas and Electric Light Comiany d/b/a/ Unitil)

Arizona Corperation Commission, Docket No. E-01933A-07-0402, July 2, 2007,
{Tucson Electric Power Company).

Wyoming Public Service Commission, Docket No. 20000-277-ER-07, June 29, 2007
(Rocky Mountain Power dba/PacifiCorp).

Idaho Public Utilities Commission, Case No. PAC-E-05-1, June 8, 2007 (Rocky
Mountain Power dba/PacifiCorp).

Kansas Corporation Commission, Docket No. 07-KCPE-905-RTS, March 1, 2007
(Kansas City Power & Light Company).

New Mexico Public Regulation Commission, Case No. 07-00077-UT, February 21,
2007, (Public Service Company of New Mexico).

Missouri Public Service Commission, Case No. ER-2006-0291, February 1, 2007
(Kansas City Power & Light Company).

Texas PUC Docket Nos, 33734, January 22, 2007 (Electric Transmission Texas,
LLC).

Texas PUC Docket Nos, 33309 and 33310, November 2006, (AEP Texas Central
Company and AEP Texas North Company). :

Louisiana Public Service Commission, Docket No. U-23327, October 2006 and
January 2005 (Southwestern Electric Power Company, American Electric Power

Company)
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Mis}sauri Public Service Commission, Case No, ER-2007-0004, July 3, 2006 (Aquila,
Inc.}).

New Mexico Public Regulation Commission, Case No. 06-00258-UT, June 30, 2006
(El Paso Electric Company).

New Mexico Public Regulation Cemmission, Case No, 06-00210-UT, May 30, 2006
(Public Service Company of New Mexico).

Texas Public Utility Commission, Docket No. 32093, April 14, 2006 {CenterPoint
Energy-Houston Electric, LLC}.

Utah Public Service Commission, Docket No. 06-035-21, March 7, 2006
(PacifiCorp). _

Oregon Public Utility Commission, Case No. UE-179, February 23, 2006
(PacifiCorp).

Kansas Corporation Commission, Docket No. 06-KCPE-828-RTS, January 31, 2006
(Kansas City Power & Light Company).

Missouri Public Service Commission, Case No. ER-2006-0314, January 27, 2006
{Kansas City Power & Light Company).

California Public Utilities Commussion, Docket No. 05-11-022, November 29, 2005
(PacifiCorp).

Texas Pug{)ic Utility Commission, Docket No, 31994, November 5, 2005 (Texas-New
Mexico Power Company).

New Hampshire Public Utilities Commission, Docket No. DE 05-178, November 4,
2005 (Unitil Energy Systems).

Wyoming Public Service Commission, Docket No. 20000-ER-05-230, October 14,
20035 (PacifiCorp).

Minnesota Public Utilities Commission, Docket. No. G-008/GR-035-1380, October
2005 (CenterPoint Energy Minnegasco).

Texas Railroad Commission, Gas Utilities Division No. 9625, September 2005
(CenterPoint Energy Entex).

[llinois Commerce Commission, Docket No. 05-0597, August 31, 2005
{Commonwealth Edison Company).

Washington Utilities and Transportation Commission, Docket JUE-050684/General
Rate Case, May 2005 (PacifiCorp).

%’ﬁssam‘i Public Service Commission, Case No. ER-2003-0436, May 2005 (Aquila,
nc.}.

Idaho Public Utilities Commission, Case No. PAC-E-05-1, January 14, 2005
{PacifiCorp).

Arkansas Public Service Commission, Docket No. 04-121-U, December 3, 2004
(CenterPoint Energy Arkla).

Oregon Public Utiity Commission, Case No. UE-170, November 12, 2004
(PacifiCorp).

Texas Public Utility Commission, Docket No. 29206, November 8, 2004 {Texas-New
Mexico Power Company).

Texas Railroad Commission, Gas Utilities Division Nos, 9533 and 9534, October 13,
2004 (CenterPoint Energy Entex).

Texas Public Utility Commission, Docket No. 29526, August 18 and September 2,
2004 (CenterPoint Energy Houston Electric).

Utah Public Service Commission, Docket No. 04-2035-, August 4, 2004 (PacifiCorp).
Oklahoma Corporation Commission, Cause No. PUD-200400187, July 2, 2004,
{CenterPoint Energy Arkla).

Minnesota Public Utilities Commission, Docket No. G-008/GR-04-901, July 2004,
(CenterPoint Energy Mimnegasco).

Washington Utilities and Transportation Commission, Docket ,UE-032065/General
Rate Case, December 2003 {(PacifiCorp). ) .

Washington Utilities and Transportation Commission, Docket ,UG-031885,
November 2003 (Northwest Natural Gas Company.).
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Wyoming Public Service Commission, Docket No, 20000-ER-03-198, May 2003
{(PacifiCorp).

Public Service Commission of Utah, Docket No. 03-2035-02, May 2003
(PacifiCorp).

Public Utility Commission of Oregon, Case. UE-147, March 2003 (PacifiCorp).
Wyoming Public Service Commission, Docket No. 20000-ER-00-162, May 2002
(PacifiCorp).

Public Utility Commission of Oregon, UG-152, November 2002 (Northwest Natural},
Massachusetis Department of Telecommunications and Energy, D.T.E. (2-24/24,
May 2002 (Fitchburg Gas and Electric Light Company).

New Hampshire Public Utilities Commission, Docket No. DE 01-247, January 2002
(Unitil Corporation).

Washington Utilities and Transportation Commission, Docket UE-011569,70,UG-
011571, November 2001 (Puget Sound Energy, Inc.).

California Public Utilities Commission, Deocket No. 01-03-026, September and
December 2001 (PacifiCorp).

New Mexico Public Regulation Commission, Docket No. 3643, July 2001 (Texas-
New Mexico Power Company).

Texas Natural Resources Conservation Commission, Docket No. 2001-1074/5-URC,
May 2001 (AquaSource Utility, Inc.).

Massachusetts Department of Telecommunications and Energy, Docket No. 99-118,
May 2001 (Fitchburg Gas and Electric Light Company}.

Public Service Commission of Utah, Docket No. 01-035-01, January 2001
(PacifiCorp)

Federal Energy Regulatory Commission, Docket No. ER-01-651, January 2001
(Southwestern Electric Power Company).

Wyoming Public Service Commission, Docket No. 20000-ER-00-162, December
2000 (PacifiCorp).

Public Utility Commission of Oregon, Case. UE-116, November 2000, (PacifiCorp)
Public Utility Commission of Texas, Docket No. 22344, September 2000, (AEP
Texas Companies, Entergy Gulf States, Inc., Reliant Energy HL&P, Texas-New
Mexico Power Company, TXU Electric Coml?any}

Public Utility Commission of Oregon, Case UE-111, August 2000, (PacifiCorp}
Texas Public Utility Commission, Docket Nos. 22352,3.4, March 2000 (Central
Power and Light Co., Southwestern Electric Power Co., West Texas Ultilities Co.).
Texas Public Utility Commission, Docket No. 22355, March 2000 (Reliant Energy,
Inc.).

Texas Public Utility Cominission, Docket No. 22349, March 2000 (Texas-New
Mexico Power Co.).

Texas Public Utility Commission, Docket No. 22350, March 2000 (TXU Electric).
Washington Utilities and Transportation Commission, Docket UE-991831, November
1999 (PacifiCorp).

Public Service Commission of Utah, Docket No, 99-035-10, September 1999
(PacifiCorp)

Louisiana Public Service Commission Docket No. U-23029, August 1999
(Southwestern Electric Power Company)

Wyoming Public Service Commission, Docket No. 2000-ER-99-145, July 1999,
Tanuary 2000 (PacifiCorp, dba Pacific Power and Light Company).

Texas PUC Docket No. 20150, March 1999 (Entergy Guif States, Inc.)

Federal Energy Regulatory Commission Docket No. ER-98-3177-00, May and
December 1998 (Southwestern Electric Power Company).

Public Service Commission of Utah, Docket No. 97-035-01, June 1998 (PacifiCorp,
dba Utah Power and Light Company). _ -
Massachusetts Dept. of Telecommunications and Energy, Docket No. DTE 98-31,
May 1998, (Fitchburg Gas and Electric Light Company, a subsidiary of Unitil Corp.)
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Texas PUC, Docket No. 18490, March 1998, (Texas Utilities Electric Company)

Texas PUC Docket No. 17731, March 1998 and July 1997 (Texas-New Mexico

Power Company).

Federal Energy Regulatory Commission Docket No. RP-97, February 1998 and May

1997 (Koch Gateway Pipeline Company).

Federal Energy Regulatory Commission Docket No. ER-97-4468-000, December

1997 (Puget Sound Power & Light).

Oklahoma Corporation Commussion, Cause No, PUD 960000214, August 1997

(Public Service Company of Oklahoma).

Oregon Public Utility Commission Docket No. UE-94, April 1996, (PacifiCorp).

Texas PUC Docket No. 15643, May and September 1996, (Central Power and Light

and West Texas Utilities Company).

Federal Energy Regulatory Commission Docket No. ER-96, April 1996 (Puget Sound

Power & Light).

Federal Energy Regulatory Commission Docket No. ER96, February 1996, (Central

and South West Corporation).

Washington Utilities & Transportation Commission Docket No. UE-951270,

November 1995 (Puget Sound Power & Light).

Texas PUC Docket No. 14965, November 1995, (Central Power and Light).

Texas PUC Docket No. 13369, February 1995 (West Texas Utilities).

gexas )PUC Docket No. 12065, July and December 1994, (Houston Lighting &
ower).

Texas PUC, Docket No. 12820, July and November 1994, (Central Power and Light).

Texas PUC Docket No. 12900, March 1994, and New Mexico PUC Case No. 2531,

August 1993, (TNP Enterprises).

Texas PUC, Docket No. 12815, March 1994, (Pedermales Electric Cooperative).

Elorida Public Service Commission, Docket No, 930987-El, December 1993, (TECO
nergyl.

Towa Department of Commerce, Docket No. RPU-93-9, December 1993, (US West

Communications).

Texas PUC Dkt. No. 11735, May and September 1993, (Texas Utilities Electric

Company}

Oklagglna Corporatien Commission, Cause No. PUD 001342, October 1992 (Public
Service Company of Oklahoma).

Texas PUC Dkt. No. 9983, November 1991, (Southwest Texas Telephone Company),
Texas PUC Dkt. No. 9850, November 1990, Houston Lighting & Power Company).
Texas PUC Dkt. Nos, 8480/8482, January 1989; City of Austin Dkt. No. 1, August
1988 and July 1987, (City of Austin Electric Department).

Missouri Public Service Commission Case No. ER-90-101, July 1990 (UtiliCorp).
Texas PUC Dkt. No. 9945, December 1990; Texas PUC Dkt. No, 9165, November-
1989, (El Paso Electric Company).

Texas PUC Dkt. No. 9427, July 1990, {Lower Colorado River Authority Association
of Wholesale Customers).

Oregon Public Utility Commission, March 1990, (Pacific Power & Light Company).
Utah Public Service Commission, November 1989, (Utah Power & Light Company).
Texas PUC Dkt. No. 5610, September 1988, (GTE Southwest).

Towa State Utilities Board, September 1988, (Northwestern Bell Telephone
Company),

Texas Water Commission, Dkt. Nos. RC-022 and RC-023, November 1986, (City of
Houston Water Department).

Pennsylvania PUC Dkt Nos. R-842770 and R-842771, May 1985, (Bethlehem Steel).

Capital Structure Testimony:

*

Federal Energy Regulatory Commission Docket No. RP-97, May 1997 (Koch
Gateway Pipeline Company). :
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Iiinots Commerce Commission Dkt. No. 93-0252 Remand, July 1996, (Sprint).
California PUC (Appl. No. 92-05-004) April 1993 and May 1993, (Pacific Telesis).
Montana PSC, Dkt, No. 90.12.86, November 1991, (US West Communications).
Massachusetts PUC Dkt. Neo. 86-33, June 1987, (New England Telephone Company).
Maine PUC Dkt. No. 85-159, February 1987, (New England Telephone Company}.
I&Eew Hampshire PUC Dkt. No. §85-151, September 1986, (New England Telephone
ompany).
» Maine PUC Dkt. No. 83-213, March 1984, (New England Telephone Company).

* & b & 5 »

Regulatory Policy and Other Regulatory Issues:

Texas PUC Docket No.31056, September 16, 2005, (AEP Texas Central Company).

New Hampshire PUC Docket No. DE 03-086, May 2003, {(Unitil Corporation).

Texas PUC Docket No. 26194, May 2003 (El Paso Electric Company)

Texas PUC Docket No. 22622, June 15, 2001 (TXU Electric)

Texas PUC Docket No. 20125, November 1999 (Entergy Gulf States, Inc.)

Texas PUC Docket No. 21112, July 1999 and New Mexico Public Regulation

Commission Case No. 3103, July 1999 (Texas-New Mexico Power Company)

Texas PUC Docket No. 20292, May 1999 (Central Power and Light Co.)

Texas PUC Docket No. 20150, November 1998 (Entergy Gulf States, Inc.)

New Mexico PUC Case No. 2769, May 1997, (Texas-New Mexico Power Company).

Texas PUC Dkt. No. 15296, September 1996, (City of College Station, Texas).

Texas PUC Dkt. No. 14965 Competitive Issues Phase, August 1996 {Central Power

and Light Company).

Texas PUC Dkt. No. 12456, May 1994, (Texas Ultilities Electric Company).

Texas PUC, Dkt. No. 12700/12701 and Federal Energy Regulatory Commission,

Docket No. EC94-000, January 1994, (El Paso Electric Company).

» Florida Public Service Commission Generic Purchased Power Proceedings, October
1993 (TECO Energy).

¢ Texas PUC, Docket No, 11248, December 1992 (Barbara Faskins).

s Texas PUC Dkt. No. 10894, January and June 1992, (Gulf States Utilities Company).

e State Corporation Commission of Kansas, Dkt. No. 175,456-U, August 1991,

{UtiliCorp United).

Texas PUC Dkt. No. 9561, May 1990; Texas PUC Dkt. Nos. 6668/8646, July 1989

and February 1990, (Central Power and Light Company).

Texas PUC Dkt. No. 9300, April 1990 and June 1990, (Texas Utilities Electric Co.).

Texas PUC Dkt. No. 10200, August 1991, (Texas-New Mexico Power Company).

Texas PUC Dkt. No. 7280, May 1987, (West Texas Utilities Company).

Texas PUC Dkt. No. 7195, January 1987, (North Star Steel Texas}.

New Mexico PSC Case No. 1916, April 1986, (Public Service Company of New

Mexico).

Texas P)UC Dkt. No. 6525, March 1986, {North Star Steel Texas).

Texas PUC Dkt. No. 6375, November 1985, (Valley Industrial Council).

Texas PUC Dkt, No. 6220, April 1985, (North Star Steel Texas).

Texas PUC Dkt. No. 5940, March 1983, (West Texas Municipal Power Agency).

Texas PUC Dkt. No. 5820, October 1984, (North Star Steel Texas).

Texas PUC Dkt. No. 5779, September 1984, (Texas Industrial Energy Consumers).

Texas PUC Dkt. No. 5560, April 1984, (North Star Steel Texas).

Arizona PSC Dkt. No. U-1345-83-1535, January 1984 and May 1984 (Arizona Public

Service Company Shareholders Association).

*« % % e
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Insurance Rate Testimony:

e Texas Department of Insurance, Docket No. 2673, January 2008, (Texas Land Title
Association).



Appendix A
Page 8 of 11

Texas Department of Insurance, Docket No. 2601, December 2006, (Texas Land Title
Association).

Texas Department of Insurance, Docket No. 2394, November 1999, (Texas Title
Insurance Agents).

Senate Interim Committee on Title Insurance of the Texas Legislature, February 6,
1998

Texas Department of Insurance, Docket No. 2279, October 1997, (Texas Title
Insurance Agents},

Texas Department of Insurance, January 1996, {Independent Metropolitan Title
Insurance Agents of Texas).

Texas Insurance Board, January 1992, (Texas Land Title Association).

Texas Insurance Board, December 1990, (Texas Land Title Association).

Texas Insurance Board, November 1989, (Texas Land Title Association).
Texas Insurance Board, December 1987, (Texas Land Title Association).

Testimony On Behalf Of Texas PUC Staff:

L B B B B B BN B

Texland Electric Cooperative, Dkt. No. 3896, February 1983

El Paso Electric Company, Dkt. No. 4620, September 1982,

Southwestern Bell Telephone Company, Dkt. No. 4545, August 1982.
Central Power and Light Company, Dkt. No. 4400, May 1982,

Texas-New Mexico Power Company, Dkt. 4240, March 1982.

Texas Power and Light Company, Dkt. No. 3780, May 1981.

General TeIthene Company of the Southwest, Dkt. No. 3690, April 1981.
Mid-South Electric Cooperative, Dkt. No. 3656, March 1981.

West Texas Utilities Company, Dkt. No, 3473, December 1980.

Houston Lighting & Power Company, Dkt. No. 3320, September 1980.

ECONOMIC ANALYSIS AND TESTIMONY

Antitrust Litigation:

L g
L]

L

Marginal Cost Analysis of Concrete Production/Predatory Pricing (Stiles)
Analysis of Lost Business Opportunity due to denial of Waste Disposal Site Permit
{Browning-Ferris Industries, Inc.).

Analysis of Electric Power Transmission Costs in Purchased Power Dispute, 1995,
(City of College Station, Texas).

Contract Litigation:

Analysis of Cogeneration Contract/Economic Viability Issues(Texas-New Mexico
Power Company)

Definition of Electric Sales/Franchise Fee Contract Dispute (Reliant Energy HL&P)
Analysis of Purchased Power Agreement/Breach of Contract (Texas-New Mexico
Power Company) .

Regulatory Commission Provisions in Franchise Fee Ordinance Dispute (Central
Power & Light Company)

Analysis of Economic Damages resulting from attempted Acquisition of Highway
Construction Company {Dillingham Construction Corporation).

Analysis of Economic Damages due to Contract Interference in Acquisition of
Electric Utility Cooperative (PacifiCorp). ,

Analysis of Economic Damages due to Patent Infringement of Boiler Cleaning
Process (Dowell-Schlumberger/The Dow Chemical Company).
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Analysis of Lost Profits in Highway Construction Dispute, Jones Bros., Plaintiff, v.
Flour Daniel, Balfour Beatty, Lambrecht, and Lone Star Infrastructure, LLC,
Defendants, 53rd Judicial District Court of Travis County, Texas, Cause No.
GN204386, 2005, (Flour, et al)

Analysis of Lost Profits in Insurance Dispute, Nickelson v. International
Shipbreaking Ltd., LLC, et al, 332™ District Court, Hidalgo County, Texas, Cause
No. C-482-01-F, 2005, (Great American Insurance Company).

Analysis of Lost Profits and Other Economic Damages due to Patent Infringement,
Climb Tech, Guthrie, & Schwartz Design, Plaintiffs, v. Verble, Hagler, Reeves,
Valcor Industries, Inc., Defendants, U.S. District Court, Western District, Austin,
Texas, Civil Action No. 1:05-cv-864-LY, 2008, (Verble, Hagler, et al).

Lender Liability/Securities Litigation:

ERISA Valuation of Retail Drug Store Chain (Semmers Drug Stores Company).
Analysis of Lost Business Opportunities in Fatled Businesses where Lenders Refused
to Extend or Foreclosed Loans (FirstCity Bank Texas, McAllen State Bank, General
Electric Credit Corporation).

Usury and Punitive Damages Analysis based on Property Valuation in Failed Real
Estate Venture, 1995, (Tomen America, Inc.).

Personal Injury/Wrongful Death/L.ost Earnings Capacity Litigation:

Analysis of Lost Earnings Capacity and Punitive Damages due to Industrial Accident
{Worsham, Forsythe and Wooldridge).

Analysis of Lost Earnings Capacity due to Improper Tenmination (Lloyd Gosselink,
Ryan & Fowler),

Present Value Analysis of Lost Earnings and Future Medical Costs due to Medical
Malpractice (Sierra Medical Center).

Present Value Analysis of Life Care Plan, U.S. District Court, Eastern District of
Texas, Texarkana Division, Chisum v. Ford Motor Company, Civil Action No. 5:05-
cv-0045, 2005, (Ford Motor Company).

Analysis of Lost Earnings Capacity due to Industrial Accident, 122™ District Court,
Galveston County, Texas, Trevino v. BP Products North America, Inc., Cause No.
05-cv-0341, 2006, (BP Products North America, Inc.

Product Warranty/Liability Litigation:

Analysis of Lost Profits due to Equipment Failure in Cogeneration Facility (WF

Energy/Travelers Insurance Company).

Analysis of Economic Damages due to Grain Elevator Explosion {Degesch Chemical
Company).

Analysis of Economic Damages due to failure of Plastic Pipe Water Lines (Western
Plastics, Inc.)

Analysis of Rail Car Repair and Maintenance Costs in Product Warranty Dispute
(Youngstown Steel Door Company).

Analysis of Lost Profits due to Equipment Failure in Electric Power Plant, Houston
Casualty Co., Comision Federal de Electricidad, and Seguros Comercial America
S.A. de C.V. (Plaintiffs) v. Siemens Power Corporation, et al, District Court of Dallas
County Texas, Cause No. DV-99-02749, 2005, (Siemens).

Analysis-of Lost Profits due to Manufacturing Parts Failure, Sanijet Corp. (Plaintiff)
v, Lexor International, Inc., U.8, District Court, Northern Division of Texas, Dallas,
Texas, Case No. 3:06-cv-1258-B ECF {Lexor International)
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Property Tax Litigation:

s Evaluation of Electric Utility Distribution System (Jasper-Newton Electric
Cooperative),

s Evaluations of Electric Utility Generating Plants {West Texas Utilities Company).

Valuations of Closely Held Businesses in Litigation Support and Federal Estate Tax
Planning.

PROFESSIONAL PRESENTATIONS

"Fundamentals of Financial Management and Reporting for Non-Financial Managers,"
Austin Energy, July 2000.

"Fundamentals of Finance and Accounting,” the IC* Institute, University of Texas at
Austin, December 1996 and 1997.

"Fundamentals of Financial Analysis and Project Evaluation,” Central and South West
Companies, April, May, and June 1997,

"Fundamentals of Financial Management and Valuation," West Texas Utilities Company,
November 1993. S

"Financial Modeling: Testing the Reasonableness of Regulatory Results," University of
Texas Center for Legal and Regulatory Studies Conference, June 1991.

"Estimating the Cost of Equity Capital,” University of Texas at Austin Utilities
Conference, June 1989, June 1990,

"Regulation: The Bottom Line," Texas Society of Certified Public Accountants, Annual
Utilities Conference, Austin, Texas, April 1990.

"Alternative Treatrments of Large Plant Additions -- Modeling the Alternatives,”
University of Texas at Dallas Public Utilities Conference, July 1989,

"Industrial Customer Electrical Requirements,” Edison Electric Institute Financial
Conference, Scottsdale, Arizona, October 1988.

"Acqguisitions and Consolidations in the Electric Power Industry,” Conference on
Emerging Issues of Competition in the Electric Utility Industry, University of
Texas at Austin, May 1988,

"The General Fund Transfer - Is It A Tax? Is It A Dividend Payout? Is It Fair?" The
Texas Public Power Association Annual Meeting, Austin, May 1984.

"Avoiding 'Rate Shock' - Preoperational Phase-In Through CWIP in Rate Base,” Edison
Electric Institute, Finance Committee Annual Meeting, May 1983,

"A Cost-Benefit Analysis of Alternative Bond Ratings Among Electric Utility
Companies in Texas," (with B.L. Heidebrecht and J.1.. Nash), Texas Senate
Subcommittee on Consumer Affairs, December 1982.

"Texas PUC Rate of Return and Construction Work in Progress Methods,” New York
Society of Security Analysts, New York, August 1982,

"In Support of Debt Service Requirements as a Guide to Setting Rates of Return for
Subsidiaries,” Financial Forum, National Society of Rate of Return Analysts,
Washington, D.C., May 1982.

PUBLICATIONS

"Institutional Constraints on Public Fund Performance," (with B.L. Hadaway) Journal of
Portfolioc Maragement, Winter 1989,

"Implications of Savings and Loan Conversions in a Deregulated World," (with B.L.
Hadaway) Jowrnal of Bank Research, Spring 1984,

"Regulatory Treatment of Construction Work in Progress," abstract, (with B.L.
Heidebrecht and J. L. Nash), Rate & Regulation Review, Edison Electric Institute,
December 20, 1982, _ o

"Financial Integrity and Market-to-Book Ratios in an Efficient Market," (with W. L.
Beedles), Gas Pricing & Ratemaking, December 7, 1982, :
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"An Analysis of the Performance Characteristics of Converted Savings and Loan
Associations,” (with B.L. Hadaway) Journal of Financial Research, Fall 1981.

*Inflation Protection from Multi-Asset Sector Investments: A Long-Run Examination of
Correlation Relationships with Inflation Rates," (with B.L. Hadaway), Review of
Business and Economic Research, Spring 1981.

"Converting to a Stock Company-Association Characteristics Before and After
Conversion,” (with B.L.. Hadaway), Federal Home Loan Bank Board Journal,
October 1980.

"A Large-Sample Comparative Test for Seasonality in Individual Common Stocks,"
{with D.P. Rochester), Journal of Economics and Business, Fall 1980.

"Diversification Possibilities in Agricultural Land Investments," Appraisal Journal,
October 1978.

"Further Evidence on Seasonality in Common Stocks,” (with D.P. Rochester), Journal of
Financial and Quantitative Analysis, March 1978.



KCP&L Greater Missouri Operations Company
Comparable Company Fundamental Characteristics

(1) (2) (3)
Capital Structure (2010)
% Reguiated Credit Rating Common Eq L-T Debt Pfd Stock

No. Company Revenue S&P  Moody's Ratio Ratio Ratio
1 ALLETE 92.1% A- Baai 55.8% 44.2% 0.0%
2 Alliant Energy Co. 92.4% A-BBB+  A2/A3 49.5% 46.3% 4.2%
3 Ameren 100.0% BBB- Baa2 50.9% 48.2% 0.9%
4  American Elec. Pwr. 94.8% BBB Baa?2 46.7% 53.1% 0.2%
5 Avista Corp. 91.0% A- Baat 48.4% 51.6% 0.0%
6 Black Hilis Corp 85.7% BBB+ A3 48.1% 51.9% 0.0%
7 Cleco Corporation 94.6% BBB BaaZ 48.5% 51.5% 0.0%
8 DTE Energy Co. 77.6% A A2 48.7% 51.3% 0.0%
8 Edison Internat.. 80.4% BBB+ Al 44 3% 51.8% 3.9%
10 Greaf Plains Energy 100.0% BBB Baa?2 49.2% 50.2% 0.6%
11 Hawailian Electric 89.4% BBB- Baa2 54.3% 44.5% 1.2%
12 IDACCRP 84.0% A- A2 50.7% 49.3% 0.0%
13 Pinnacle West 97.5% BEB- Baa2 54.7% 45.3% 0.0%
14 Portland General 100.0% A~ A3 47.0% 53.0% 0.0%
15 SCANA Corp. 72.9% A~ A3 47.1% 52.9% 0.0%
16 Sempra Energy 75.7% A+ Aa3 49.6% 49.4% 1.0%
17 Southern Co. 84.7% A A2IA3 45. 7% 51.2% 3.1%
18 Teco Energy, Inc. 76.6% BBB+ Baa1 40.8% 59.2% 0.0%
18  Vectren Corp. 73.4% A- A2 50.1% 49.9% 0.0%
20 Westar Energy 100.0% BEB+ Baa1 46.4% 53.6% 0.0%
21 Wiscansin Energy 99.1% Ao Al 48.0% 50.6% 0.4%
22 Xcel Energy Inc. 99.3% A A3 46.3% 53.1% 0.6%
Average 89.1% A-/BBB+ A3 48.7% 50.6% 0.7%

Column Sources:

{1} Most recent company 10-Ks,
(2) ALIS Utitity Reports, Jan 2012,
(3) Value Line Investment Survey, Electric Utility (East), Nov 25, 2011; (Central}, Dec 23, 2011; (Wesl), Nov 4, 2011,

Schedule SCH-1
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KCP&L Greater Missouri Op&

¢

ations Company

Comparabie Company Recovery Mechanisms

RECOVERY MECHANISM FOR THE FOLLOWING COSTS:

Comparabla Jurle- Utlity Fuel!Purch Energy Environ- Trans- Ranewable
No. JCompany {Opearating Company diction Type | Eloc | Gas | Power/Gas Efficiency mental tasi R Other
1 JALLETE JMinnesota Power MN vi X X X X X X
2  JAlliant Energ_y Co. Interstate Power & Light 1A \,Del X X X 4 X
[Wisconsin Power & Light Wi VI,Det X X X X
3 JAmeren LE MO VI,Ded X X X Line clearing, pension, capital
AIC 1L Del X X X X X X Bad debts, r:Iiabiﬂily, capital
4 JAmerican Elec. Pwr, Columbus Southem, Ohio Power OH Del X X 1.3 X Smart meters, econemic development
Public Svc. Co. of Oklahoma aK Vi X X Tree timming, sterm
AEP Texas Central, North LES Del X Smart meters-
SWEPCO TX Vi X X
ndiana Michigan Pwr Co. IN Vi X X
Appalachian Pwr Co. VA Al X X X X Rekability
5 JAvista Comp. Avista Ulilities WA,OR V1.Del X X X Income tanes
6 [Black Hills Carp. [Black Hills Power SD,MT Vi X X X X
[Cheyenne Light WY wi,Del X X X
Colorado Eleclric cO Vi X X X X
Gas Utilities KS,NE Deal X X Bad debts, weather, other taxes, capital
7 JCleco Comporation Cleco Power LA vl X X X [smart meters, certain ion & ofher investment
8 JDTE Enery GCo. Detroit Edison,MichCon Ml VI, Del X X X X X X IBad debts, stermline clearing
9 |Edison Intemat. Southem Califernia Edison CA \il X X X X X ]Pens'mn. nuclear decom, cost of capital
10 JGreat Plains Energy SUBJECT COMPANY
11 JHawaiian Electric Hawaiian Elsctric HI Vil X X X X Pension
52 JIDACORP Idaho Power Co. o] VI X X X X Capitat
13 |Pinnacle West APS -AZ Vi X X X X X X
14 Portfand General Portland General OR Vi X X X X X
15 PSCANA Corp. South Carolina E&G SC.NC VI,Del X X X X X X [Weather
18 lSempra Ernergy SDGAE, ScCalGas CA V1,Del X X X X X Cost of capitel
17 ISouthem Co. (Alabama Power AL Vi X X X Stormline clearing
Seorgia Power, Sav Pwr GA VI X X X [Municipal Franchise Fee tariff
Gulf Power FL Vi X X X X
Mississippi Power MS Vi X X X Systemn Restoration Rider, baseload investment
18 JTECQ Energy, Inc. [Tampa Electric, Peoples Gas System FL V1,Del X b3 X X 3
19 [Vectren Corp. SIGECO,Indiana Gas N Vi,.Del X X X X X X X Bad debts, weather, reliabitity, nucl decem, transm inv
20 [Westar Energy [Westar Eneng_y KS il X X X X
21 {Wisconsin Energ; [Wisconsin Electiic, Wisconsin Gas Wl Vi,Del X X X X X
22 |Xcel Energy Inc. NEP-Minnesota MN Vi,Del X X X X X X X Coal conversion investment
NSP-Wisconsin W Wi,Del X X X
PSC Colorade O W1, Del X X X X X X X
Southweslern Public Service ™ vt X X X
Summary of Resulis Cos with Recovery Mechaniasma: 21 17 13 8 7 9 14
[Total Companies 21

Source: Company 10-K's
Note: VI=Vertically Integrated; Del=Delivery
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KCP&L Greater Missouri Operations Company

Authorized Electric Utility Equity Returns

Average Authorized ROE 2007 No. 2008 No. 2009 No. 2010 No. 2011  No.
All Electric Utilities 10.36% 39 10.46% 37 1048% 39 10.34% 59 10.22% 41
Vertically-Integrated Utilities 1056% 28 1045% 25 10.63% 27 1038% 42 10.24% 27
Delivery-Only Utilities 9.86% 11 978% 7 10.15% 10 9.98% 15 9.85% 12
Power Plant Only Cases NA 0 1144% 5 1018% 2 1230% 2 1230% 2
Data Source:

Reguiatory Focus , "Major Rate Case Decisions,” Regulatory Research Associates, Jan 10, 2012; January 7, 2011;

January 8, 2010; and January 12, 2008.
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GREAT PLAINS ENERGY INCORPORATED

CAPITAL COMPONENT
KCPL Long-term Debt
GMO Long-term Debt
GPE Long-ferm Debt

Long-Term Debt {Note 1)

Debt Related Tax Deductible Intsrest
Equity Related Non-Deductible Dividends
Equity-linked Convertible Debt
Preferred Stock

Common Equity {Nate 2)
Total Capitalizavon

Capitalization
September 30, 2011 (Actual}
($ in 000's)
GPE Capttallzation for GPE Capitalization for
GPE Consolidaled KCPL Ratemaking GMC Retemaking Other
REQUIRED WEIGHTED REQUIRED WEIGHTED REQUIRED WEIGHTED REQUIRED WEIGHTED
AMOUNT PERCENT _RETURN RETURN AMOUNT __ PERCENT RETURM __RETURN AMOUNT PERCENT RETURN__ RETURN AMDUNT PERCENT RETURN  RETURN
$2,064,519 30.56% 6.6218% 2,084,519 49.77% 8.6218% - 000%  8.8216% - 0.00% 8.8218%
$1,222,149 18.10%  6.2981% - 0.00%  8.2881% 1,222149 47.49%  6.2081% - 0.00%  6.298%%
$103,150 1.53%  7.4835% 18,438 0.44%  7.4835% 70,028 2.72%  T.4835% 14,683 50.21%  7.4635%
$3,389,818 50.21%  6.5306% 32791% 2,082,858 50.21%  6.6201%  3.3286% 1,292,177 50.21%  6.3812%  3.1941% 14,683 50.21%  7.4635%  1.7475%
10.5771% 0.4504% 105771%  0.4504% 10.5771%  0.4504% 10.5771%  (.4504%
3.0109% 0.1282% 3.0109% 0.1282% 3.0109% 0.1282% 3.0109% 0.1282%
287,500 4.28% 13.5880% 0.5766% 176,882 426% 135880%  0.5786% 100,503 426% 13.5880%  0.5786% 1,245 426% 13.5880%  C5788%
39,000 0.50% 4.2913% 0.0248% 23,965 056% 4.2013% -0.0248% - 14,887 0.56%  4.2013%  0.0248% 169 056%  4.2013%  0.0248%
3,034,758 44.95% 10.4000% 4.6750% 1,864,781 44.95% 104000% _ 4.8750% 1.156,830 44.95% 10.4000% __ 4.6750% 13,145 44.95% 10.4000% _ 4.6750%
$6,751,074 100.00% 8.5675% 34,148,385 100.00% B.6070% $2,673,467 100.00% 8.4725% 320,242 100.00% 8.0259%

Nota 1: Includes amounts cassified as current liabilities and axciudes the Fair Value Adjustment
Note 2: Excludes accumulated other cemprehensive income or foss

Schedule SCH-2
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GREAT PLAINS ENERGY INCORPORATED
Capitalization
September 30, 2011 (Actual)

($ in 000's)
REQUIRED WEIGHTED
CAPITAL COMPONENT AMOUNT PERCENT RETURN RETURN
Long-Term Debt (Note 1) $3,389,818 50.21% 6.53% 3.27931%
Equity-linked Convertible Debt 287,500 4.26%  13.59% 0.5787%
Preferred Stock 39,000 0.58% 4.29% 0.0248%
Common Equity (Note 2) 3,034,756 44.95% 10.40% 4.6750%
$6,751,074 100.00% 8.5576%

Note 1: Includes amounts classified as current liabilities and excludes the Fair Value Adjustment
Note 2: Excludes accumulated other comprehensive income or loss
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KANSAS CITY POWER & LIGHT COMPANY
Capitalization
September 30, 2011 (Actual)

{$ in 000's)
CAPITAL COMPONENT AMOUNT PERCENT
KCP&L Long-Term Debt (Note 1) ” $2,064,519 48.77%
KCP&L Common Equity (Note 2) 2,063,846 50.23%
Total KCP&L Capital $4,148,365 100.00%

Note 1 Includes amounts classified as current liabllities
Note 2: Excludes accumulated other comprehensive income or loss

Schedule SCH-2
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KCP&L GREATER MISSOURI OPERATIONS COMPANY

Capitalization
September 30, 2011 (Actual)
($ in 000’s)
CAPITAL COMPONENT AMOUNT PERCENT
GMO Long-Term Debt {Note 1) $1,222,149 47.49%
GMO Common Equity {Note 2) 1,351,318 52.51%
Total GMO Capital $2,573,467 100.00%

Note 1: Includes amounts classified as current liabilities and exciudes the Fair Value Adjustment

Note 2: Excludes accumulated other comprehensive income or loss
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CARITAL COMPONENT
¥.CPL LongSeren Debt
GNQ Long-ferm Dok
GPE Long-term Dedt

Laong-Tesm Dot {Note £}

Feplorred Stk

Comraos Equlty {(Nets 2}
Tokal Gapitalization

Mote 1: isciudes arounts

GREAT PLAMMS ENERGY INCCRPORATED
Capitatization
August 31, 2012 {Projection)

tote 2 Exdudes

{$ In 000'5)
GPE Cagitstization for GPE Caitaitzation for
GPE Consofidatad KGPL Ratemaking GRC) Rateraking Other
RECHARED WENGHTED REQUIRED WEIGHTED REQIARED WEIGHTED RECQINFRED WEIGHTED
AMOLUNY PERCENT RETURN RETURN AMOUNT  PERCENI RETURM _ RETURN AMOUNT  PERCENT RETURN HETLRN AMOUNT  PERCENT RETLRN REYURN
$1.002360 29812%  £.6347% 1,881,222 48.87%  E5MT% 2805 DA% 66347% 18242 4B02%  BE8IT%
1808524 TEBUK  B5EIS% - BooH  EBS2e% 1006824 AL45%  S5526% . £00% 5.35M%
BI03263  1EDTR 7.4688% R DHG% 74858 __Jea 435%  7.4686% e B00%  7.4650%
$3,014,147 dE8% 83011% 2.8564% 1,801,222 48.92%  88347%  I1120% 1,114,682 48.92%  §5.7326%  2.8807% 18,242 4582%  BEMMTR  3.1120%
39,000 CEOT%  A2913% 0.02681% 24,31 GAT 42013% Q0281% $4,423 BE1% 42513% 0026 % 238 481% 43313% Q.0 %
3,371,087 524759, 10.4000% £ 4574% 2,184 060 B2ATE  H0.4DO0% B ASTA% 1,246 585 B2.47%  10.4000%  B.A5T4% 20,402 5247% 104000% _ S457T4%
36,424|£34 00.000%, B A3G0% 34,000 Hi4 L 00% H.5984°% 32‘3?5. 191 HI0.00% BATI% 838,8% 00.00% £ SH6A%
fiod B cuvent Habiliieg and excludes he Falr Value Adjustment
¢ othar oomprehenshe incoms of loes
Hekedola BOH-2

Paga thof 16



GREAT PLAINS ENERGY INCORPORATED
Capitalization
August 31, 2012 (Projection)

($ in 000's)
REQUIRED WEIGHTED

CAPITAL COMPONENT AMOUNT PERCENT RETURN RETURN
Long-Term Debt (Note 1) $3,014,147 46.92% 6.30%  2.9564%
Preferred Stock 39,000 0.61%  429%  0.0261%
Common Equity (Note 2) 3,371,087 52.47% 10.40%  5.4574%
$6.424 234 100.00% 8.4300%

Mote 1: Includes amounts classified as current liabiities and excludes the Fair Value Adjustment
Note 2: Excludes accumulated other comprehensive income or loss
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KANSAS CITY POWER & LIGHT COMPANY

Capitalization
August 31, 2012 (Projection)
(% in 000')
CAPITAL COMPONENT AMOUNT PERCENT
KCP&L Long-Term Debt (Note 1) 31,902,360 47 .45%
KCP&L Common Equity (Note 2) 2,107,204 52.55%
Total KCP&L Capital $4,0009,564 100,00%

Note 1. Includes amounts classified as current liabilities
Note 2: Excludes accumutated other comprehensive income or loss
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KCP&L GREATER MISSOURI OPERATIONS COMPANY

Capitalization
August 31, 2012 (Projection)
(3 in 000's}
CAPITAL COMPONENT AMOUNT PERCENT
GMO Long-Teim Debt {Note 1) $1,008,524 42.45%
GMO Cormmon Equity {Note 2} 1,367,267 57.55%
Totat GMO Capital $2,375,791 100.00%

Note 1. Includes amounts classified as current liabilites and excludes the Fair Value Adjustment

Note 2: Excludes accumulated other comprehensive income or loss
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KCP&L Greater Missouri Operations Company
Historical Capital Market Costs

2002 2003 2004 2005 2008 2007 2008 2008 2010 2011
Prime Rate 4.7% 4.1% 4.3% 6.2% 8.0% 8.1% 5.1% 3.3% 3.3% 3.3%
Consumer Price Index 2.5% 2.0% 3.3% 3.3% 2.5% 4:.E % 0.0% 2.8% 1.4% 3.0%
Long-Term Treasuries 5.4% 5.0% 5.1% 4.7% 5.0% 4.8% 4.3% 4.1% 4.3% 3.8%
Maoody's Avy Utility Debt 7.5% 6.6% 6.2% b.7% 5.1% 8.1% 6.7% 6.3% 5.6% 52%
Moody's Baa Utility Debt 8.0% 6.8% 6.4% 5.9% 8.3% 6.3% 7.2% 71% 8.0% 5.6%

SOURCES:

Prime Interast Rate - Federal Reserve Sank of 5t Louis website

Gonzumer Price Index For Al Urban Consumers: Al ltlerms {Seasonally Adjusted, December lo Dacember} - Federal Reserva Bark of 81, Louls website
Long-Term Treasuries - Federal Reserve Bank of St Louis website; 30-year Treasury bonds 2001 aryd 2007-201 1; 20-year Treasury bonds 2002-2006
Mocty's Average Wkility Debt - Mogdy's (Mergent) Bong Record

Moody's Baa Utility Debst - Moody's {(Mergent; Bond Record

“Consumer Price index for 2011 is through Novembar 2011
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KCP&L Greater Missouri Operations Company
Long-Term Interest Rate Trends

Triple-B 30-Year Triple-B

Month _ Utility Rate  Treasury Rate Utility Spread
Jan-09 7.80 3.13 4.77
Feb-08 774 3.59 415
Mar-09 8.00 3.64 4.36
Apr-09 8.03 3.76 4.27
May-09 7.76 423 3.63
Jun-08 7.31 4.52 279
Jul-09 6.87 4.41 2.46
Aug-09 6.36 437 1.99
Sep-09 8.12 4.19 1.93
Oct09 614 4.19 1.95
Nov-09 6.18 4.31 1.87
Dec-09 6.26 4.49 177
Jan-10 6.16 4,60 1.56
Feb-10 825 4.62 1.63
Mar-10 6.22 4.64 1.58
Apr-10 6.19 4.69 1.50
May-10 597 4.29 1.68
Jun-10 6.18 413 2.05
Jul-10 5.98 3.99 1.99
Aug-10 555 3.80 1.75
Sep-10 553 377 1.76
Cet-10 5862 3.87 1.75
Now-10 5.85 4.18 1.68
Dec-10 £6.04 4.42 1.62
Jan-11 6.06 4.52 1.54
Feb-11 6.10 4.65 1.45
Mar-11 5.97 4.51 1.46
Apr-11 5.98 4.50 1.48
May-11 574 4.29 1.45
Jun-11 5.67 423 1.44
Jub-11 5.70 427 1.43
Aug-11 22 3.65 1.57
Sep-11 5.11 3.18 1.93
Qct-11 5.24 313 2.11
Nov-11 493 3.02 1.91
Dec-11 507 2.98 2.09
3-Mo Avg 5.08 3.04 204
12-Mo Avg 557 3.91 1.66

Sources: Mergent Bond Record (Utility Rates), www.federalreserve.gov {Treasury Rates},
Three month average is for October 2011-December 2011,
Twelve month average is for January 2011-December 2011,
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“ Economic Indicators

Seasonafly Adiusted Annual Rates — Doflar Figures in Bitfions

1442 18GUBIAON / SNOILDAMDY ¥ SONIHL

SAIAHUNG AULENAM

~—- Annual % Changs —— 2011 E2012
2010 E204% E2012 2098 E20%Y E012 03 Q2 AQ3 EQ4 o1 Qz2 ek} #2)
Grogs Domestic Produst
314,52648 $15H01 3155858 42 a8 31 GOP {ourent doliars} 31486878 $I5MM2B8  $1571086 $153213 Bi54418 5155141 $15608E  $15,708.8
4.2 39 3.4 - - - Anrssat rate f intreass (%) 31 4.0 54 3.3 3.2 1.9 2 28
3.0 1.5 1.7 - - - Annual ree of increase-real GOP {%) (2] 1.3 ki 2.4 156 1.1 1.4 20
1.8 21 1.4 - - " Annust rate of incresse-GEP dollator £%) 25 2.5 25 1.0 17 0.8 as 0.8
‘Components of Haal GDP
$8,2208 $U4332 IBE066 20 2.3 2.2 Parsonal consption sxperdiiures %3767 §9.382.7 304405 $G5007 805587 $88134 898822  $ATILE
Z0 23 2.2 - - - % change 21 6.7 24 28 2.1 23 20 2.0
1,188.3 1,281.1 1,362.7 7.2 7.8 56 Durable goods 12774 1,260.2 12748 13137 1,324.6 1.341.4 11,3634 1,381.5
20413 20788 2170 2.8 1.8 18 Nondurable goods 20754 22,0766 20717 2,08548 2,101.4 21135 21228 #1309
59418 &,087.0 615058 na 1.6 1.7 Setvices 6,036.1 &.067.0 61114 8,1303 6,155.0 6,182.8 6,203.8 62203
1.319.2 14385 1.516.8 4.4 9.0 54  nNonresidental fived investrent 1,378.0 14132 14675 14844 1,503.% 1.512.7 1518.7 15345
4.4 B& 5d - " - % change 2.1 - 103 8.3 Lf <] 4 2.5 1.1 4.8
1,0104 11275 12055 14.6 10.6 6.9 Producers durable aguipment 1,086.9 11085 1,148.7 1,470.8 1,178.8 11856 12114 1,238.3
215 3144 3218 (4.8} 2.3 3.4 Residental fixed invegiment 35 314.8 318.7 3133 3144 318.5 ATz 3344
(4.6} @9 EX ] - - - % change {(2.6) 42 25 (4.2} t4 5.3 11.4 24
58.8 268 5.8 - - - Hat change In business isventories 48.1 381 54 140 130 37A 370 4
2.656.8 25045 24378 .7 {(2.0) (2.7 Govi purchases of gouds & services 25138 2,506 2 2.508.2 24R7.Y 246509 24444 242748 24123
10759 10575 1,027.1 4.5 (1.7 2.9 Frdecal 1,053.3 10583 10635 1,0155.2 1.043.4 1.031.8 10216 10116
14670 14532 14164 (1.8} {2.3} (2.8) Btate & jccal 1,468.4 1.456.1 14512 14388 1,428.8 14183 14120 14066
421,83 413.0) 411,83 - - . Nel axpuorts {424.4) {4154} (409 4} £401.9) {408.3 420.01 {418.7) 1028}
16632 17188 18334 3 ;23 34 Exports 17488 1,765.0 1.782.4 17847 1,806.4 18479 48383 1,870:.2
20850 21859 22453 7.5 4.8 27 Imporis 21738 21814 218148 21966 22356 22378 20550 22730
“income & Profits
$12.3735  $12.08p6 $i13401.5 37 50 3%  Personal incoms $12846.8 $12,8826 9130221 $13.0060 $13.2352 S15MYS $1345856 §135674
11,4727 115803 11,8858 ie 37 26 Dusposable personal income 114810 11,5915 146085 11,6803 11,7816 11,8685  141,49328 120002
53 4.5 a7 - - - Savings rate (%) B4 5.1 41 K& ] 49 38 KE: 34
18185 19308 20469 50 6.1 80  Camporate profits hefore lexes 18711 1,860.8 19928 1.861.8 20618 285342 20308 20613
1,408.4 41,5042 15738 19.5 6.8 4.8  Carporate profits after taxes 1454 8 1470.1 1,558.0 153406 1,580.3 156845 1.562.1 1,580.0
7135 18 85.14 512 66 8.8  jEamings per share {S&F 500} 81.3¢ 83.87 A7.8% o318 93.39 25,37 958,80 28,44
{Prices & interast Rates
16 3.2 t.5 - - - Cansumer price index 5.2 4.1 KR 1.1 0.8 0.8 1.4 1.2
R ] 0.1 Bl - . - Treguury hifls 04 0.6 00 LR 0.1 81 0.0 60
3.2 28 3 B - - 10-yr noles s 2 2.4 20 &4 2.3 24 2.5
43 38 33 - - - 381 bonds 4.6 4.3 a7 3g 3.1 32 3.3 14
4.4 4.6 42 - - - New issue rate-corposate bomds 54 50 4.5 39 4.8 4.2 43 43
. (thar Key Indicators
5845 5368 Ab4.7 &8 2.0 14 Houwsing stards £1,000 units SAAR) 582.3 5723 81543 817.7 8238 £43.3 E74.5 7131
116 t2.7 134 1.3 ag &6  Auto & truck sales {1,000,000 uniis} 13.0 2.4 124 132 131 3.3 13.4 138
96 4.1 8.2 . . - Unwsmployment mta (%) BY 2.1 9.1 82 a2 a2 8.2 8.2
4.0} &1 37 - - - §10.9. doliar 6.7 {12.2} 1.0 12.0 az 45 3.2 (3.3

Neta: Annuaf changes ara from pror year and guarlenly changes are from prior quartar. Figures may aol add to totals becausa of rounding. A-Advance daia, P Prefiminary, F-Estmated. R-Reviseg.
<2008 Chain-welghted doltars. “*Casrant dollars. $¥ralling 4 quariers. $Average for pedod. §Guarterly % changes at quarterly rates. Yhis forecast prepared by Standad & Poors,
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KCP&L Greater Missouri Operations Company
GDP Growth Rate Forecast

Normina! % GDP Price Y% %
GLP hange Deflator  Change Cel Change

1880 333 540 ke

1951 3479 11.0% 16.8 5.6% 265 &.0%
1952 3rt4 8.8% 16.1 1.5% /87 0.9%
1953 3759 1.2% 18.2 0.8% 26.9 0.5%
1854 389.4 3.6% 16,4 4.8% 28.8 -0.4%
1855 426.0 8.4% 16.8 2.6% 2489 {3.4%
1956 4481 5.2% 17.3 3.3% 27 8 2.8%
1957 461.5 3.0% 17.8 2.7% 285 3.0%

1958 485.0 £1% 183 2.5% 28.0 1.8%
1958 5132 5.6% 184 C.9% 294 1.5%
1860 £237 20% 18.7 1.4% 288 1.4%
1961 5526 7.4% 18.9 1.1% 300 0.7%
1962 £93.3 5.5% 191 1.3% 304 1.2%

1863 6335 8.8% 18.4 1.4% 309 1.6%
1964 E75.6 6.6% 18.7 1.5% 3.3 1.2%
1965 747.5 10.6% 201 2.0% 3.8 1.9%
1966 806.8 9% 26.8 3.5% 328 3.4%
1967 8527 5.7% 214 3% 340 13%
1988 236.2 8.6% 224 48% 358 4.7%
1968 1004 .5 7.3% 238 5.2% arz Ee%
870 10627 48% | 247 5.0% 388 56%
1971 115614 8.4% 5.9 4.7% 411 3.3%
1872 12866 - 1.7% Y 4.5% 425 34%
1973 1431.8 11.3% 289 6.8% 44.3 8.9%
1974 1852.8 2.5% 320 16.7% 51.8 12.1%
1975 1713.9 10.4% LX) 7.8% 556 T1%
876 18845 16.0% 3.3 £,4% 584 50%
1977 2110.8 12.0% 387 6.7% €2.3 6.7%
1978 24180 14.5% 415 7.3% 67.¢ €.0%
197¢ 26594 10.1% 45.2 B.7% 7689 13.3%
@E0 29153 5.6% 48.8 8.7% B& 4 124%
1981 31947 9.8% 8536 8.3% o1 8.9%
1982 33125 3 7% 5.4 5.2% 9r.y 2.8%
1983 3688.1 11.3% £8.3 3.3% 4 38%
1984 40340 2.4% 60.4 3.6% t05.5 4.0%

1985 43187 7% €21 2.8% 108.5 8%
1986 45433 5.2% 3.5 2.3% 1168 1.2%
1887 48831 7.5% 68,5 31% 1156 43%
1988 52510 7.5% 67.9 371% 1207 4.4%
1989 53817 £.3% 70.3 3.5% 126.3 4.6%
1950 DB4ED 4.7% 732 4.2% 134.2 £.3%
1981 6082.5 4.5% 755 3.2% 138.2 3.0%
1892 4936 B.6% 77 2.2% 142.3 3.0%

1993 €813.8 4.68% 78.8 22% 146.3 2.8%
1994 72482 6.4% 865 2.1% 1801 2.8%
1995 78428 4.1% a1 20% 153.9 2.5%
1998 8023.0 §.4% 836 1.8% 154.1 3.4%
1897 BEOS.Y 6.0% 85.0 1.6% 161.8 17%
14998 9027.5 8.1% 859 1.1% 164.4 1.6%
1988 96077 6.4% 7.2 1.5% 168.5 2.7%
2000 101288 5.4% 824 2.5% 174.8 3.4%
2001 1937341 2.4% 91.2 2.0% 177.4 1.8%

2002 107689 3.8% §2.8 1.8% 181.8 2.5%
2003 1141656 6.0% 94.8 2.1% 1855 2.0%
2004 121449 £.4% 87.9 2% 1817 3.3%
2005 1281566 6.3% 101.3 3.5% 198.3 3.3%
2006 138115 54% 104.2 2.9% 2031 2.5%
007 142813 50% 6.9 2.86% 2114 41%
2608 141812 7% 108.2 2.1% 2113 0.0%
2008 142773 0.6% 09 0.4% 2172 2.8%
210 148810 4.1% 1142 1.4% 220.2 1.4%

10-Year Average 3.9% 22% 2.4%
20-Year Average 4,8% 21% 2.5%
30-Year Average 56% 27% 3.2%
40-Year Average £.9% 3.9% 44%
50-Year Average T0% 3.7% 41%
$0-Year Average 57% 3.4% 3.7%
Average of Periods 5.8% 30% 3.4%

Source: St Louis Federal Reserve Bank, www.oresearch.sticuisfed.org
Schedule SCH-4



KCP&L Greater Missouri Operations Company
Discounted Cash Flow Analysis
Summary Of DCF Model Results

Constant (3rowth Constant Growth Low Near-Term Growth
DCF Model DCF Model Two-Stage Growth
Company Analysts' Growth Rates | Long-Term GDP Growth LCF Model

1 ALLETE 10.4% 10.4% 10.0%

2 Alliant Energy Co. 10.2% 10:2% 10.1%

3 Ameren 8.1% 10.9% 10.5%

4 American Elec, Pwr, 9.0% 10.7% 10.4%

5 Avista Corp, 9.3% 10.5% 10.5%

8 Black Hills Corp 11.1% 10.4% 9.9%

7 Cleco Corpoaration 8.8% 9.3% 9.5%

8 DYE Energy Co., 8.9% 10.5% 10.3%

9 Edison Internat, 7.4% 9.1% 8.8%
10 Great Plains Energy 9.7% 10.0% 10.3%
11 Hawaiian Electric 15.89% 10.7% 10.2%
12 IDACORP 7.4% 8.8% 8.9%
13 Pinnacle West 10.2% 10.4% 10.1%
14 Portland General 106% 10.2% 10.0%
15 SCANA Corp. 8.6% 10.5% 10.0%
18 Sempra Energy 9.9% 9.8% 5.8%

17 Southern Co. 10.1% 10.3% 10.1%
18 Teco Energy, Inc. 11.8% 10.7% 10.7%
18 Vectren Corp. 10.1% 10.8% 10.6%
20 Westar Energy 11.4% 10.7% 10.3%
21 Wisconsin Energy 11.2% 9.5% 10.0%
22 Xcel Energy Inc. 9.2% 9.9% 0.6%

GROUP AVERAGE 10.0% 10.2% 10.0%

GROUP MEDIAN 10.0% 10.4% 10.1%

Sources: Value Line Investment Survey, Electric Ulility (East), Nov 25, 2017; (Central), Dec 23, 2011; (West), Nov 4, 2011.

NOTE: SEE PAGE 5 OF THIS EXHIBIT FOR FURTHER EXPLANATION OF EACH COLUMN.
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KCP&L Greater Missouri Operations Company
Constant Growth DCF Mode!
Analysts' Growth Rates

(1) (2) &) 4 (5) (6) {n (8)
Analysts' Eslimated Growth
Next ' Avsrage ROE
Recent Year's Dividend; Value Growth| K=Div Yid+G
Company Price{(P}) DD 1} Yield Line Zacks Thomson  {Cols 4-8) {Cols 3+7)
1 ALLETE 3913 1.B0  460% 6.00% 5.00% 6.50% 5.83% 10.4%
2 Alliant Energy Co. 4106 180 4.38%] 650% £.00% 4.90% 5.80% 10.2%
3 Amaren 31.77 162 5.10% NA 4.00% NA 4.00% 8.1%
4 American Elec, Par, 3|es 180 4.89%| 4.50% 4.00% 3.87% 4.12% 0.0%
5 Avista Corp. 2480 118  4.74%] 4.50% 4.70% 4.50% 4.57% 9.3%
6 Black Hills Comp 3226 148  4.59% 8.50% 5.00% 6.00% 8.50% 11.1%
7 Cleco Corpeoration 3575 125 3.50%] 6.00% 7.00% 3.00% 5.33% 8.8%
B DTE Energy Co. 5136 242 AT1%] 4.50% 4.20% 3.75% 4.15% B.9%
§ Edison internat. 3932 131 3.33% MNA 5.00%, 3.18% 4.08%, 7.4%
10 Great Plains Energy 2057 486 4.18%| 8.00% 8.50% 4.10% 5.53% 9.7%
11 Hawaiian Eleciric 2527 124 A491% 11.00% 8.80% 13.47% 11.02% 15.9%
12 IDACORP 40.27 1.20 2.98%] 4.00% 4.70% 4.50% 4,40% 7.4%
13 Pinnacle West 4581 210 450%] 6.00% 5.30% 5.58% 5.63% 10.2%
14 Porlland General 24,35 1.08  4.43%F 7.50% 5.00% 5.88% 6.13% 10.6%
15 SCANA Corp. 4226 1.98 4.60%| 3.00% 4.20% 4.48% 3.85% 8.6%
18 Sempra Energy 52.63 208  3.95% 3.50% 7.00% 7.33% 5.94% 9.9%
17 Southern Co. 4358 194 4.45%| 6.00% 5.10% 5492% 5.67% 10.1%
18 Teco Energy, Inc. 18.46 (.88  4.890%] 10.50% 4,70% 5.41% 6.87% 11.8%
19 Vectren Corp, 28.31 1.41  4.98%| 5.50% 4.30% 5.80% 5.16% 10.1%
20 Westar Energy 271 132 4.89%] 8.50% 6.10% §.08% 6.56% 11.4%
21 Wisconsin Energy 3283 120 3.68%] B.50% 6.30% 7.80% 7.53% 11.2%
22 Xcel Energy Inc. 2672 106 412%] 5.00% 5.10% 513% 5.08% 9.2%
GROUP AVERAGE 3458 151 4.30% 6.28% 5.35% 5.52% 5.63% 10.0%
GROUP MEDIAN 4.58% 10.0%

Sources: Valye Line Invesiment Survey, Eleciric Utility (East), Nov 25, 2011; {Central), Dec 23, 2011; {West), Nov 4, 2011,

NOTE: SEE PAGE 5 OF THIS EXHIBIT FOR FURTHER EXPLANATION OF EACH COLUMN,

Schedule SCH-5
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KCP&L Greater Missouri Operations Company

Constant Growth DCF Modei
Long-Term GDP Growth
© (o) (1) (12 (3]
Next ROE
Recent Years Dividend GDP K=Div Yid+G
{omparny Price{P0} Div(D1) Yicld Growth {Cois 12+13)
1 ALLETE 3913 180  460% 5.80% 10.4%
2 Alliant Energy Co. 41.06 1.80 4.38% 580% 10.2%
3 Ameren 3177 162 540% 5.80% 10.9%
4 American Elec, Pwr, 38.85 1.90 4.89% 5.80% 10.7%
5 Avista Comp. 2480 118 4.74% 5.80% 10.8%
6 Black Hills Corp 32.25 148 45%% 580% 10.4%
7 Cleco Corporation 3675 125 350% 580% 8.3%
8 DTE Energy Co. 51.38 242 471%  580% 10.5%
9 Edison internat. 39.32 1.3 3.33% 5.80% 89.1%
10 Great Plains Energy 2057 0B8 4.18% 5.80% 10.0%
11 Hawaiian Electric 2527 124 4.91% 580% 10.7%
12 IDACORP 40.27 120 298% 580% 8.8%
13 Pinnacle West 45.61 210 460% 580% 10.4%
14 Portland General 2435 108 443% 58B0% 10.2%
15 SCANA Corp. 42.26 198 469% 580% 10.5%
18 Sempra Energy 52.63 208  395% 580% 8.8%
17 Southern Co. 43.58 194 445% 580% 10.3%
18 Teco Energy, Inc. 1816 088 490% 580% 10.7%
19 Vactren Corp. 28.31 141 4988% 5.80% 10.8%
20 Westar Energy 27.01 132 489% S580% 10.7%
21 Wisconsin Energy 32.63 120 368% 5.80% 9.5%
22 Xcel Energy Inc. 2572 106 4.12% 5.80% 9.9%
GROUP AVERAGE 3458 151 430% 5.80% 10.2%
GROUP MEDIAN 4.59% 10.4%

Sources: Value Line nvestment Survey, Electric Utility (East}, Nov 25, 2011; (Central), Dec 23, 2011; (West), Nov 4, 2011,

NOTE: SEE PAGE 5 OF THIS EXHIBIT FOR FURTHER EXPLANATION OF EACH COLUMN.
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KCP&L Greater Missouri Operations Company
Low Near-Term Growth
Two-Stage Growth DCF Model

(14) {15} {16} (7) (18y  (18) (2 (21 (22} (23) (24)
Annual| CASH FLOWS ROE=internal
2012 2015 Change{ Recent Year1 Year2 Year3 Year4 Year5 Year 5-150|Rate of Retum

Company Div Div 2015 Price Div Div Diy Div Diy Div Growth]  {¥rs 0-150)
1 ALLETE 1.80 1.95 0.05] -39.13 180 185 190 185 2086 5.80% 10.0%
2 Alliant Energy Co. 1.80 240 0.10 -41.06 180 180 200 210 222 5.80% 10.1%
3 Ameren 1.62 1.75 0.04 -3.77 162 166 171 1.7 1.85 5.80% 10.5%
4 American Elec. Pwy, 1.90 210 0,071 -3885 190 197 203 210 222 5.80% 10.4%
5 Avisia Corp. 1.18 140 0.07 -24.90 1.18 1.25 1.33 1.40 1.48 5.80% 10.5%
& Black Hills Corp 1.48 1.55 0021 -3225 148 150 153 155 164 5.80%] 9.9%
7 Cleeo Corporation 1.25 1.60 01237 -35.75 125 137 148 160 1689 5.80% 9.5%
8 DTE Energy Co. 2.42 2,70 0.09{ -51.36 242 251 261 270 286 5.80% 10.3%
9 Edison Intemal, 1.3 1.40 0031 -39.32 131 134 137 140  1.48 5.80% 8.8%
10 Great Plains Energy (.86 1.10 008 | -2087 08 0% 102 110 1186 5.80% 10.3%
11 Hawailtan Electric 1,24 1.30 0.02 -25,27 124 126 128 130 138 5.80% 10.2%
12 \DACORP 1.20 1.50 010 4027 120 130 140 150 159 5.80% B.9%
13 Pinnacle West 2.10 2.30 007 -4581 240 247 223 230 243 5.80% 10.1%
14 Portland General 1.08 1.20 004 -24235 108 112 116 120 127 5.80% 10.0%
15 SCANA Corp. 1.98 210 004 -4228 198 202 208 210 222 5.80% 10.0%
16 Sempra Energy 2.08 2.50 014 -5283 208 222 236 250 285 5.80% 9.8%
17 Southern Co. 1.94 220 0.09] -43.58 184 203 211 220 233 5.80% 10.1%
18 Teco Energy, Inc, 0.89 1.05 005| -18.16 08¢ 094 100 105 111 5.80% 10.7%
19 Vectren Corp. 1.41 1.60 006 -28.31 141 147 154 1680 169 5.80% 10.6%
20 Westar Energy 1.32 1,44 g.04 -27.01 132 136 140 144 152 5.80% .3%
21 Wisconsin Enargy 1.20 1.65 0.15 -32.63 120 138 150 165 175 5.80% 10.0%
22 Xcel Energy inc. 1.06 1.15 0.03 25,72 .06 109 112 115 122 5.80% 9.6%
GROUP AVERAGE 10.0%
GROUP MEDIAN 10.1%

Sources: Value Line Investment Survey, Electric Utlity (East), Nov 25, 2011; (Central}, Dec 23, 2011; (West), Nov 4, 2011,

NOTE: SEE PAGE 5 OF THIS EXHIBIT FOR FURTHER EXPLANATION OF EACH COLUMN.
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KCP&L Greater Missouri Operations Company
Discounted Cash Flow Analysis
Column Descriptions

Cotumn 1: Three-month Average Price per Share {Oct 2011-Dec 2011) Colurnn 18; Column 11 Phis Column 12

Column 2: Estimated 2012 Div per Share from Value Line Column 14: Estimated 2012 Div per Share from Value Line

Caolumn 3: Column 2 Divided by Column 1 Column 15: Estiméted 2015 Div per Share from Value Line

gakumn 4: "Estd ‘08-'10 to *14-'16" Earnings Growth Reporied by Value Column 16: {Column 15 Minus Column 14} Divided by Three
ne

Column 17; See Column 1
Column 5: "Next § Years" Company Growth Estimate as

Reported by Zacks.com Column 18: See Column 14

Column 6: "Next 5 Years (per annum) Growth Estimate Reported Coiurmn 19: Columir 18 Plus Column 16
by Thomson Financial Network {at Yahoo Finance)

Column 20: Column 19 Plus Column 16
Column 7. Average of Columns 4-6

Column 21: Column 20 Plus Column 16
Column 8. Column 3 Plus Column 7

Colummn 22: Column 21 Ihcreased by the Growth

Column 9: See Column 1 Rate Shown in Column 23
Column 10: See Column 2 Columin 23: See Column 12
Column 11: Column 10 Divided by Column ¢ Column 24: The internal Rate of Return of the Cash Flows
in Columns 17-22 along with the Dividends
Column 12: Average of GDP Growth During the Last 10 year, 20 year, for the Years 6-150 Implied by the Growth
: 30 year, 40 year, 50 year, and 60 year growth periods. Rates shown in Column 23
See Schedule SCH-4
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KCP&L Greater Missouri Operations Company
Risk Premium Analysis
{Rased on Projected Interest Rates)

MOODY'S AVERAGE AUTHORIZED INDICATED

PUBLIC UTILITY ELECTRIC RISK

BOND YIELD (1} RETURNS (2) PREMIUM

1980 13.15% 14.23% 1.08%

1981 15.62% 15.22% 0.40%

1982 15.33% 15.78% 0.45%

1983 13.31% 15.36% 2.05%

1984 14.03% 15.32% 1.29%

1985 12.29% 15.20% 2.91%

1986 9.46% 13.93% 4.47%

1987 9.98% 12.99% 3.01%

1988 10.45% 12.79% 2.34%

1989 9.66% 12.97% 3.31%

1990 9.76% 12.70% 2.94%

1991 9.21% 12.55% 3.34%

1992 8.57% 12.09% . 352%

1993 7.56% 11.41% 3.85%

1994 8.30% 11.34% 3.04%

1995 7.91% 11.55% 3.64%

1996 7.74% 11.39% 3.65%

1997 7.63% 11.40% 3.77%

1998 7.00% 11.66% 4.66%

1999 7.55% 10.77% 3.22%

2000 8.14% 11.43% 3.20%

2001 7.72% 11.09% 3.37%

2002 7.53% 11.16% 3.63%

2003 6.61% 10.97% 4.36%

2004 6.20% 10.75% 4.55%

2005 5.67% 10.54% 4.87%

2006 6.08% 10.36% 4.28%

2007 6.11% 10.36% 4.25%

2008 8.65% 10.46% 3.81%

2009 6.28% 10.48% 4.20%

2010 5.55% 10.34% 4.79%

2011 5.17% 10.22% 5.05%
AVERAGE 8.82% 12.15% 3.33%

INDICATED COST OF EQUITY

PROJECTED TRIPLE-B UTILITY BOND YIELD* 5.34%
MOODY'S AVG ANNUAL YIELD DURING STUDY 8.82%
INTEREST RATE DIFFERENCE : -3.48%
INTEREST RATE CHANGE COEFFICIENT 41.62%
ADUSTMENT TO AVG RISK PREMIUM 1.45%
BASIC RISK PREMIUM | 3.33%
INTEREST RATE ADJUSTMENT 1.45%
EQUITY RISK PREMIUM 4.78%
PROJECTED TRIPLE-B UTILITY BOND YIELD* 5.34%
INDICATED EQUITY RETURN 10.12%

{1} Moody's Investors Sarvice
{2} Regulatory Foous, Regulatory Research Asscciates, Inc.
*Projected triple-8 bond yield is 204 basis points over average 2012 projected long-term Traasury Dond rate of 3.3% from

Schedule SCH-3, p. 3. The tripie-B spread is for 3 months ended December 2(11 from Scheduls SCH-3,p. 2.
Schedule 3CH-6
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KCP&L Greater Missouri Operations Company
Risk Premium Analysis
{Based on Current irilerest Rates)

MOODY'S AVERAGE AUTHORIZED INDICATED

PUBLIC UTILITY ELECTRIC RISK

BOND YIELD (1) RETURNS (2) PREMIUM

1980 13.15% 14.23% 1.08%

1981 15.62% 15.22% -0.40%

1982 15.33% 15.78% 0.45%

1983 13.31% 15.36% 2.05%

1984 14.03% 15.32% 1.20%

1985 12.29% 15.20% 2.91%

1986 9.46% 13.93% 4.47%

1987 9.98% 12,99% 3.01%

1688 10.45% 12.79% 2.34%

1989 9.66% 12.97% 3.3%

1990 9.76% 12.70% 2.94%

1991 9.21% 12.55% 3.34%

1992 B.57% 12.00% 3.52%

1993 7.56% 11.41% 3.85%

1994 8.30% 11.34% 3.04%

1995 7.91% 11.55% 3,64%

1996 7.74% 11.38% 3.65%

1997 7.63% 11.40% 3.77%

1998 7.00% 11.66% 4.66%

1989 7.55% 10.77% 3.22%

2000 8.14% 11.43% 3.20%

2001 7.72% 11.09% 3.37%

2002 7.53% 11.16% 3.63%

2003 6.61% 10.97% 4.36%

2004 6,20% 10.75% 4.55%

2005 5.67% 10.54% 4.87%

2008 6.08% 10.36% 4.28%

2007 6.11% 10.36% 4.25%

2008 8.65% 10.46% 381%

2008 6.28% 10.48% 4.20%

2010 5.55% 10.34% 4.79%

2011 5.17% 16.22% 5.05%

AVERAGE 8.82% 12.15% 3.33%
INDICATED COST OF EQUITY

CURRENT TRIPLE-B UTILITY BOND YIELD* 5.08%

MOODY'S AVG ANNUAL YIELD DURING STUDY 8.82%

INTEREST RATE DIFFERENCE . 3.74%

INTEREST RATE CHANGE COEFFICIENT 41.62%

ADUSTMENT TO AVG RISK PREMIUM 1.56%

BASIC RISK PREMIUM 3.33%

INTEREST RATE ADJUSTMENT 1.56%

£QUITY RISK PREMIUM 4.85%

CURRENT TRIPLE-E UTILITY BOND YIELD* 5.08%

INDICATED EQUITY RETURN 9.97%

o o ]

{1} Moody's investors Bervice

{2} Regulatory Focus, Reguiatory Research Asscelates, Inc.

* iple-B utifity bond yield is three month average of Moody'¢Triple-B Public Utility Bond Yield
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KCP&L Greater Missouri Operations Company
Risk Premium Analysis
Regression Analysis & interes] Rate Change Cosefiicient

Authorized Equity Risk Premiums vs. UHility Interest Rates
{1980-2011)
6%
B% 1 .,
3
E %
E
£ %
F 3
=
& 2% -
%
Lﬁ" 1% 3 ¥® W0 4162x + 0,0706
R =0.8735 =
0% - :
L
1% + v v v .
5% 7% 9% 14% 13% 15%,
Average UMility Interest Rates
SUMMARY QUTRUT
Ragregsion Stalisties
Muttinle R .934607488
R Square 0.873481157
Adjusted R Square  (.8602741%96
Standard Error 0.0048450808
Cbzarvations 32
ANOVA N
daf 33 M3 F Sinilficance F
Regression 1 0004470953 0.004470853 207.1375734 £738E-15
FResidual 36 Q000647534 2.15845E-05
Total 3 0.0D5118487
Coolficients _Standard Error___ ¢ Stat Povslus LowerOB%  Upper 95 Lower 95.0%  Lippor 95.0%
intercapt 0.070011757  D.002670133 26175204604  3.380E-22  0.064540235 0.07BAR3E76 0.064540238 0.075483276
X Variable 1 -0.41645627 Q02916953 1436007478 5.036E-15 0475200005 -0.357103445 0475200005 -0.357103445
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